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CHAPTER I—INTERNAL REVENUE SERVICE, 
DEPARTMENT OF THE TREASURY (CONTINUED) 

SUBCHAPTER A—INCOME TAX (CONTINUED) 

Part Page 
1 Income taxes (Continued) ........................................ 5 

SUPPLEMENTARY PUBLICATIONS: Internal Revenue Service Looseleaf Regulations System. 
Additional supplementary publications are issued covering Alcohol and Tobacco Tax Regula-

tions, and Regulations Under Tax Conventions. 
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SUBCHAPTER A—INCOME TAX (CONTINUED) 

PART 1—INCOME TAXES 
(CONTINUED) 

NORMAL TAXES AND SURTAXES (CONTINUED) 

DEFERRED COMPENSATION, ETC. 

PENSION, PROFIT-SHARING, STOCK BONUS 
PLANS, ETC. 

Sec. 
1.401–0 Scope and definitions. 
1.401–1 Qualified pension, profit-sharing, 

and stock bonus plans. 
1.401–2 Impossibility of diversion under the 

trust instrument. 
1.401–3 Requirements as to coverage. 
1.401–4 Discrimination as to contributions 

or benefits (before 1994). 
1.401–5 Period for which requirements of 

section 401(a) (3), (4), (5), and (6) are ap-
plicable with respect to plans put into ef-
fect before September 2, 1974. 

1.401–6 Termination of a qualified plan. 
1.401–7 Forfeitures under a qualified pension 

plan. 
1.401–8 Custodial accounts prior to January 

1, 1974. 
1.401–9 Face-amount certificates—non-

transferable annuity contracts. 
1.401–10 Definitions relating to plans cov-

ering self-employed individuals. 
1.401–11 General rules relating to plans cov-

ering self-employed individuals. 
1.401–12 Requirements for qualification of 

trusts and plans benefiting owner-em-
ployees. 

1.401–13 Excess contributions on behalf of 
owner-employees. 

1.401–14 Inclusion of medical benefits for re-
tired employees in qualified pension or 
annuity plans. 

1.401(a)–1 Post-ERISA qualified plans and 
qualified trusts; in general. 

1.401(a)–2 Impossibility of diversion under 
qualified plan or trust. 

1.401(a)–4 Optional forms of benefit (before 
1994). 

1.401(a)–11 Qualified joint and survivor an-
nuities. 

1.401(a)–12 Mergers and consolidations of 
plans and transfers of plan assets. 

1.401(a)–13 Assignment or alienation of ben-
efits. 

1.401(a)–14 Commencement of benefits under 
qualified trusts. 

1.401(a)–15 Requirement that plan benefits 
are not decreased on account of certain 
Social Security increases. 

1.401(a)–16 Limitations on benefits and con-
tributions under qualified plans. 

1.401(a)–19 Nonforfeitability in case of cer-
tain withdrawals. 

1.401(a)–20 Requirements of qualified joint 
and survivor annuity and qualified pre-
retirement survivor annuity. 

1.401(a)–21 Rules relating to the use of an 
electronic medium to provide applicable 
notices and to make participant elec-
tions. 

1.401(a)–30 Limit on elective deferrals. 
1.401(a)–50 Puerto Rican trusts; election to 

be treated as a domestic trust. 
1.401(a)(2)–1 Refund of mistaken employer 

contributions and withdrawal liability 
payments to multiemployer plans. 

1.401(a)(4)–0 Table of contents. 
1.401(a)(4)–1 Nondiscrimination require-

ments of section 401(a)(4). 
1.401(a)(4)–2 Nondiscrimination in amount 

of employer contributions under a de-
fined contribution plan. 

1.401(a)(4)–3 Nondiscrimination in amount 
of employer-provided benefits under a de-
fined benefit plan. 

1.401(a)(4)–4 Nondiscriminatory availability 
of benefits, rights, and features. 

1.401(a)(4)–5 Plan amendments and plan ter-
minations. 

1.401(a)(4)–6 Contributory defined benefit 
plans. 

1.401(a)(4)–7 Imputation of permitted dis-
parity. 

1.401(a)(4)–8 Cross-testing. 
1.401(a)(4)–9 Plan aggregation and restruc-

turing. 
1.401(a)(4)–10 Testing of former employees. 
1.401(a)(4)–11 Additional rules. 
1.401(a)(4)–12 Definitions. 
1.401(a)(4)–13 Effective dates and fresh-start 

rules. 
1.401(a)(5)–1 Special rules relating to non-

discrimination requirements. 
1.401(a)(9)–0 Required minimum distribu-

tions; table of contents. 
1.401(a)(9)–1 Minimum distribution require-

ment in general. 
1.401(a)(9)–2 Distributions commencing dur-

ing an employee’s lifetime. 
1.401(a)(9)–3 Death before required begin-

ning date. 
1.401(a)(9)–4 Determination of the des-

ignated beneficiary. 
1.401(a)(9)–5 Required minimum distribu-

tions from defined contribution plans. 
1.401(a)(9)–6 Required minimum distribu-

tions for defined benefit plans and annu-
ity contracts. 

1.401(a)(9)–7 Rollovers and transfers. 
1.401(a)(9)–8 Special rules. 
1.401(a)(9)–9 Life expectancy and distribu-

tion period tables. 
1.401(a)(17)–1 Limitation on annual com-

pensation. 
1.401(a)(26)–0 Table of contents. 
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26 CFR Ch. I (4–1–15 Edition) Pt. 1 

1.401(a)(26)–1 Minimum participation re-
quirements. 

1.401(a)(26)–2 Minimum participation rule. 
1.401(a)(26)–3 Rules applicable to a defined 

benefit plan’s prior benefit structure. 
1.401(a)(26)–4 Testing former employees. 
1.401(a)(26)–5 Employees who benefit under a 

plan. 
1.401(a)(26)–6 Excludable employees. 
1.401(a)(26)–7 Testing methods. 
1.401(a)(26)–8 Definitions. 
1.401(a)(26)–9 Effective dates and transition 

rules. 
1.401(a)(31)–1 Requirement to offer direct 

rollover of eligible rollover distributions; 
questions and answers. 

1.401(a)(35)–1 Diversification requirements 
for certain defined contribution plans. 

1.401(b)–1 Certain retroactive changes in 
plan. 

1.401(e)–1 Definitions relating to plans cov-
ering self-employed individuals. 

1.401(e)–2 General rules relating to plans 
covering self-employed individuals. 

1.401(e)–3 Requirements for qualification of 
trusts and plans benefiting owner-em-
ployees. 

1.401(e)–4 Contributions for premiums on 
annuity, etc., contracts and transitional 
rule for certain excess contributions. 

1.401(e)–5 Limitation of contribution and 
benefit bases to first $100,000 of annual 
compensation in case of plans covering 
self-employed individuals. 

1.401(e)–6 Special rules for shareholder-em-
ployers. 

1.401(f)–1 Certain custodial accounts and an-
nuity contracts. 

1.401(k)–0 Table of contents. 
1.401(k)–1 Certain cash or deferred arrange-

ments. 
1.401(k)–2 ADP test. 
1.401(k)–3 Safe harbor requirements. 
1.401(k)–4 SIMPLE 401(k) plan require-

ments. 
1.401(k)–5 Special rules for mergers, acquisi-

tions and similar events. [Reserved] 
1.401(k)–6 Definitions. 
1.401(l)–0 Table of contents. 
1.401(l)–1 Permitted disparity in employer- 

provided contributions or benefits. 
1.401(l)–2 Permitted disparity for defined 

contribution plans. 
1.401(l)–3 Permitted disparity for defined 

benefit plans. 
1.401(l)–4 Special rules for railroad plans. 
1.401(l)–5 Overall permitted disparity limits. 
1.401(l)–6 Effective dates and transition 

rules. 
1.401(m)–0 Table of contents. 
1.401(m)–1 Employee contributions and 

matching contributions. 
1.401(m)–2 ACP test. 
1.401(m)–3 Safe harbor requirements. 
1.401(m)–4 Special rules for mergers, acqui-

sitions and similar events. [Reserved] 
1.401(m)–5 Definitions. 

1.402(a)–1 Taxability of beneficiary under a 
trust which meets the requirements of 
section 401(a). 

1.402(a)(5)–1T Rollovers of partial distribu-
tions from qualified trusts and annuities. 
(Temporary) 

1.402(b)–1 Treatment of beneficiary of a 
trust not exempt under section 501(a). 

1.402(c)–1 Taxability of beneficiary of cer-
tain foreign situs trusts. 

1.402(c)–2 Eligible rollover distributions; 
questions and answers. 

1.402(d)–1 Effect of section 402(d). 
1.402(e)–1 Certain plan terminations. 
1.402(f)–1 Required explanation of eligible 

rollover distributions; questions and an-
swers. 

1.402(g)–0 Limitation on exclusion for elec-
tive deferrals, table of contents. 

1.402(g)–1 Limitation on exclusion for elec-
tive deferrals. 

1.402(g)–2 Increased limit for catch-up con-
tributions. 

1.402(g)(3)–1 Employer contributions to pur-
chase a section 403(b) contract under a 
salary reduction agreement. 

1.402A–1 Designated Roth Accounts. 
1.402A–2 Reporting and recordkeeping re-

quirements with respect to designated 
Roth accounts. 

1.403(a)–1 Taxability of beneficiary under a 
qualified annuity plan. 

1.403(a)–2 Capital gains treatment for cer-
tain distributions. 

1.403(b)–0 Taxability under an annuity pur-
chased by a section 501(c)(3) organization 
or a public school. 

1.403(b)–1 General overview of taxability 
under an annuity contract purchased by 
a section 501(c)(3) organization or a pub-
lic school. 

1.403(b)–2 Definitions. 
1.403(b)–3 Exclusion for contributions to 

purchase section 403(b) contracts. 
1.403(b)–4 Contribution limitations. 
1.403(b)–5 Nondiscrimination rules. 
1.403(b)–6 Timing of distributions and bene-

fits. 
1.403(b)–7 Taxation of distributions and ben-

efits. 
1.403(b)–8 Funding. 
1.403(b)–9 Special rules for church plans. 
1.403(b)–10 Miscellaneous provisions. 
1.403(b)–11 Applicable dates. 
1.403(c)–1 Taxability of beneficiary under a 

nonqualified annuity. 
1.404(a)–1 Contributions of an employer to 

an employees’ trust or annuity plan and 
compensation under a deferred payment 
plan; general rule. 

1.404(a)–1T Questions and answers relating 
to deductibility of deferred compensation 
and deferred benefits for employees. 
(Temporary) 

1.404(a)–2 Information to be furnished by 
employer claiming deductions; taxable 
years ending before December 31, 1971. 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00018 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



7 

Internal Revenue Service, Treasury Pt. 1 

1.404(a)–2A Information to be furnished by 
employer; taxable years ending on or 
after December 31, 1971, and before De-
cember 31, 1975. 

1.404(a)–3 Contributions of an employer to 
or under an employees’ pension trust or 
annuity plan that meets the require-
ments of section 401(a); application of 
section 404(a)(1). 

1.404(a)–4 Pension and annuity plans; limi-
tations under section 404(a)(1)(A). 

1.404(a)–5 Pension and annuity plans; limi-
tations under section 404(a)(1)(B). 

1.404(a)–6 Pension and annuity plans; limi-
tations under section 404(a)(1)(C). 

1.404(a)–7 Pension and annuity plans; con-
tributions in excess of limitations under 
section 404(a)(1); application of section 
404(a)(1)(D). 

1.404(a)–8 Contributions of an employer 
under an employees’ annuity plan which 
meets the requirements of section 401(a); 
application of section 404(a)(2). 

1.404(a)(8)–1T Deductions for plan contribu-
tions on behalf of self-employed individ-
uals. (Temporary) 

1.404(a)–9 Contributions of an employer to 
an employees’ profit-sharing or stock 
bonus trust that meets the requirements 
of section 401(a); application of section 
404(a)(3)(A). 

1.404(a)–10 Profit-sharing plan of an affili-
ated group; application of section 
404(a)(3)(B). 

1.404(a)–11 Trusts created or organized out-
side the United States; application of 
section 404(a)(4). 

1.404(a)–12 Contributions of an employer 
under a plan that does not meet the re-
quirements of section 401(a); application 
of section 404(a)(5). 

1.404(a)–13 Contributions of an employer 
where deductions are allowable under 
section 404(a) (1) or (2) and also under 
section 404(a)(3); application of section 
404(a)(7). 

1.404(a)–14 Special rules in connection with 
the Employee Retirement Income Secu-
rity Act of 1974. 

1.404(b)–1 Method of contribution, etc., hav-
ing the effect of a plan; effect of section 
404(b). 

1.404(b)–1T Method or arrangement of con-
tributions, etc., deferring the receipt of 
compensation or providing for deferred 
benefits. (Temporary) 

1.404(c)–1 Certain negotiated plans; effect of 
section 404(c). 

1.404(d)–1T Questions and answers relating 
to deductibility of deferred compensation 
and deferred benefits for independent 
contractors. (Temporary) 

1.404(e)–1 Contributions on behalf of a self- 
employed individual to or under a pen-
sion, annuity, or profit-sharing plan 
meeting the requirements of section 401; 

application of section 404(a) (8), (9), and 
(10) and section 404 (e) and (f). 

1.404(e)–1A Contributions on behalf of a self- 
employed individual to or under a quali-
fied pension, annuity, or profit-sharing 
plan. 

1.404(g)–1 Deduction of employer liability 
payments. 

1.404(k)–1T Questions and answers relating 
to the deductibility of certain dividend 
distributions. (Temporary) 

1.404(k)–3 Disallowance of deduction for re-
acquisition payments. 

1.405–1 Qualified bond purchase plans. 
1.405–2 Deduction of contributions to quali-

fied bond purchase plans. 
1.405–3 Taxation of retirement bonds. 
1.406–1 Treatment of certain employees of 

foreign subsidiaries as employees of the 
domestic corporation. 

1.407–1 Treatment of certain employees of 
domestic subsidiaries engaged in busi-
ness outside the United States as em-
ployees of the domestic parent corpora-
tion. 

1.408–1 General rules. 
1.408–2 Individual retirement accounts. 
1.408–3 Individual retirement annuities. 
1.408–4 Treatment of distributions from in-

dividual retirement arrangements. 
1.408–5 Annual reports by trustees or 

issuers. 
1.408–6 Disclosure statements for individual 

retirement arrangements. 
1.408–7 Reports on distributions from indi-

vidual retirement plans. 
1.408–8 Distribution requirements for indi-

vidual retirement plans. 
1.408–11 Net income calculation for returned 

or recharacterized IRA contributions. 
1.408(q)–1 Deemed IRAs in qualified em-

ployer plans. 
1.408A–0 Roth IRAs; table of contents. 
1.408A–1 Roth IRAs in general. 
1.408A–2 Establishing Roth IRAs. 
1.408A–3 Contributions to Roth IRAs. 
1.408A–4 Converting amounts to Roth IRAs. 
1.408A–5 Recharacterized contributions. 
1.408A–6 Distributions. 
1.408A–7 Reporting. 
1.408A–8 Definitions. 
1.408A–9 Effective date. 
1.408A–10 Coordination between designated 

Roth accounts and Roth IRAs. 
1.409–1 Retirement bonds. 
1.409A–0 Table of contents. 
1.409A–1 Definitions and covered plans. 
1.409A–2 Deferral elections. 
1.409A–3 Permissible payments 
1.409A–4 Calculation of income inclusion 

[Reserved] 
1.409A–5 Funding [Reserved] 
1.409A–6 Application of section 409A and ef-

fective dates. 
1.409(p)–1 Prohibited allocation of securities 

in an S corporation. 
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26 CFR Ch. I (4–1–15 Edition) § 1.401–0 

1.409(p)–1T Prohibited allocation of securi-
ties in an S corporation (temporary) 

AUTHORITY: 26 U.S.C. 401(m)(9) and 26 
U.S.C. 7805. 

Section 1.401–12 also issued under 26 U.S.C. 
401(d)(1). 

Section 1.401(a)–1 also issued under 26 
U.S.C. 401 

Section 1.401(a)(2)–1 also issued under Mul-
tiemployer Pension Plan Amendments Act, 
Public Law 96–364, 410, (94 Stat. 1208, 
1308)(1980). 

Section 1.401(a)(5)–1 also issued under 26 
U.S.C. 401(a)(5). 

Section 1.401(a)(9)–1 also issued under 26 
U.S.C. 401(a)(9). 

Section 1.401(a)(9)–2 also issued under 26 
U.S.C. 401(a)(9). 

Section 1.401(a)(9)–3 also issued under 26 
U.S.C. 401(a)(9). 

Section 1.401(a)(9)–4 also issued under 26 
U.S.C. 401(a)(9). 

Section 1.401(a)(9)–5 also issued under 26 
U.S.C. 401(a)(9). 

Section 1.401(a)(9)–6 also issued under 26 
U.S.C. 401(a)(9). 

Section 1.401(a)(9)–7 also issued under 26 
U.S.C. 401(a)(9). 

Section 1.401(a)(9)–8 also issued under 26 
U.S.C. 401(a)(9). 

Section 1.401(a)(9)–9 also issued under 26 
U.S.C. 401(a)(9). 

Section 1.401(a)(17)–1 also issued under 26 
U.S.C. 401(a)(17). 

Sections 1.401(a)(26)–1 through (a)(26)–9 also 
issued under 26 U.S.C. 401(a)(26). 

Section 1.401(a)(35)–1 is also issued under 26 
U.S.C. 401(a)(35). 

Section 1.401(a)–21 also issued under 26 
U.S.C. 401 and section 104 of the Electronic 
Signatures in Global and National Com-
merce Act, Public Law 106–229 (114 Stat. 464). 

Section 1.401(b)–1 also issued under 26 
U.S.C. 401(b). 

Section 1.401(k)–3 is also issued under 26 
U.S.C. 401(m)(9). 

Section 1.401(l)–0 through 1.401(l)–6 also 
issued under 26 U.S.C. 401(l). 

Section 1.402A–1 is also issued under 26 
U.S.C. 402A 

Section 1.403(b)–6 also issued under 26 
U.S.C. 403(b)(10). 

Section 1.408–2 also issued under 26 U.S.C. 
408(a) and 26 U.S.C. 408(q). 

Section 1.404(k)–3 is also issued under sec-
tions 26 U.S.C. 162(k) and 404(k)(5)(A). 

Section 1.408–4 also issued under 26 U.S.C. 
408. 

Section 1.408–8 also issued under 26 U.S.C. 
408(a)(6) and (b)(3). 

Section 1.408–11 also issued under 26 U.S.C. 
408. 

Section 1.408(q)–1 also issued under 26 
U.S.C. 408(q). 

Section 1.408A–1 also issued under 26 U.S.C. 
408A. 

Section 1.408A–2 also issued under 26 U.S.C. 
408A. 

Section 1.408A–3 also issued under 26 U.S.C. 
408A. 

Section 1.408A–4 also issued under 26 U.S.C. 
408A. 

Section 1.408A–5 also issued under 26 U.S.C. 
408A. 

Section 1.408A–6 also issued under 26 U.S.C. 
408A. 

Section 1.408A–7 also issued under 26 U.S.C. 
408A. 

Section 1.408A–8 also issued under 26 U.S.C. 
408A. 

Section 1.408A–9 also issued under 26 U.S.C. 
408A. 

Section 1.409(p)–1 is also issued under 26 
U.S.C. 409(p)(7). 

DEFERRED COMPENSATION, ETC. 

PENSION, PROFIT-SHARING, STOCK BONUS 
PLANS, ETC. 

§ 1.401–0 Scope and definitions. 
(a) In general. Sections 1.401 through 

1.401–14 (inclusive) reflect the provi-
sions of section 401 prior to amendment 
by the Employee Retirement Income 
Security Act of 1974. The sections fol-
lowing § 1.401–14 and preceding 
§ 1.402(a)–1 (hereafter referred to in this 
section as the ‘‘Post-ERISA Regula-
tions’’) reflect the provisions of section 
401 after amendment by such Act. 

(b) Definitions. For purposes of the 
Post-ERISA regulations— 

(1) Qualified plan. The term ‘‘quali-
fied plan’’ means a plan which satisfies 
the requirements of section 401(a). 

(2) Qualified trust. The term ‘‘quali-
fied trust’’ means a trust which satis-
fies the requirements of section 401(a). 

(Sec. 411 Internal Revenue Code of 1954 (88 
Stat. 901; 26 U.S.C. 411)) 

[T.D. 7501, 42 FR 42320, Aug. 23, 1977] 

§ 1.401–1 Qualified pension, profit- 
sharing, and stock bonus plans. 

(a) Introduction. (1) Sections 401 
through 405 relate to pension, profit- 
sharing, stock bonus, and annuity 
plans, compensation paid under a de-
ferred-payment plan, and bond pur-
chase plans. Section 401(a) prescribes 
the requirements which must be met 
for qualification of a trust forming 
part of a pension, profit-sharing, or 
stock bonus plan. 

(2) A qualified pension, profit-shar-
ing, or stock bonus plan is a definite 
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Internal Revenue Service, Treasury § 1.401–1 

written program and arrangement 
which is communicated to the employ-
ees and which is established and main-
tained by an employer— 

(i) In the case of a pension plan, to 
provide for the livelihood of the em-
ployees or their beneficiaries after the 
retirement of such employees through 
the payment of benefits determined 
without regard to profits (see para-
graph (b)(1)(i) of this section); 

(ii) In the case of a profit-sharing 
plan, to enable employees or their 
beneficiaries to participate in the prof-
its of the employer’s trade or business, 
or in the profits of an affiliated em-
ployer who is entitled to deduct his 
contributions to the plan under section 
404(a)(3)(B), pursuant to a definite for-
mula for allocating the contributions 
and for distributing the funds accumu-
lated under the plan (see paragraph 
(b)(1)(ii) of this section); and 

(iii) In the case of a stock bonus plan, 
to provide employees or their bene-
ficiaries benefits similar to those of 
profit-sharing plans, except that such 
benefits are distributable in stock of 
the employer, and that the contribu-
tions by the employer are not nec-
essarily dependent upon profits. If the 
employer’s contributions are dependent 
upon profits, the plan may enable em-
ployees or their beneficiaries to par-
ticipate not only in the profits of the 
employer, but also in the profits of an 
affiliated employer who is entitled to 
deduct his contributions to the plan 
under section 404(a)(3)(B) (see para-
graph (b)(1)(iii) of this section). 

(3) In order for a trust forming part 
of a pension, profit-sharing, or stock 
bonus plan to constitute a qualified 
trust under section 401(a), the fol-
lowing tests must be met: 

(i) It must be created or organized in 
the United States, as defined in section 
7701(a)(9), and it must be maintained at 
all times as a domestic trust in the 
United States; 

(ii) It must be part of a pension, prof-
it-sharing, or stock bonus plan estab-
lished by an employer for the exclusive 
benefit of his employees or their bene-
ficiaries (see paragraph (b)(2) through 
(5) of this section); 

(iii) It must be formed or availed of 
for the purpose of distributing to the 
employees or their beneficiaries the 

corpus and income of the fund accumu-
lated by the trust in accordance with 
the plan, and, in the case of a plan 
which covers (as defined in paragraph 
(a)(2) of § 1.401–10) any self-employed in-
dividual, the time and method of such 
distribution must satisfy the require-
ments of section 401(a)(9) with respect 
to each employee covered by the plan 
(see paragraph (e) of § 1.401–11); 

(iv) It must be impossible under the 
trust instrument at any time before 
the satisfaction of all liabilities with 
respect to employees and their bene-
ficiaries under the trust, for any part 
of the corpus or income to be used for, 
or diverted to, purposes other than for 
the exclusive benefit of the employees 
or their beneficiaries (see § 1.401–2); 

(v) It must be part of a plan which 
benefits prescribed percentages of the 
employees, or which benefits such em-
ployees as qualify under a classifica-
tion set up by the employer and found 
by the Commissioner not to be dis-
criminatory in favor of certain speci-
fied classes of employees (see § 1.401–3 
and, in addition, see § 1.401–12 for spe-
cial rules as to plans covering owner- 
employees); 

(vi) It must be part of a plan under 
which contributions or benefits do not 
discriminate in favor of certain speci-
fied classes of employees (see § 1.401–4); 

(vii) It must be part of a plan which 
provides the nonforfeitable rights de-
scribed in section 401(a)(7) (see § 1.401– 
6); 

(viii) If the trust forms part of a pen-
sion plan, the plan must provide that 
forfeitures must not be applied to in-
crease the benefits any employee would 
receive under such plan (see § 1.401–7); 

(ix) It must, if the plan benefits any 
self-employed individual who is an 
owner-employee, satisfy the additional 
requirements for qualification con-
tained in section 401(a)(10) and (d). 

(4) For taxable years beginning after 
December 31, 1962, self-employed indi-
viduals may be included in qualified 
plans. See §§ 1.401–10 through 1.401–13. 

(b) General rules. (1)(i) A pension plan 
within the meaning of section 401(a) is 
a plan established and maintained by 
an employer primarily to provide sys-
tematically for the payment of defi-
nitely determinable benefits to his em-
ployees over a period of years, usually 
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for life, after retirement. Retirement 
benefits generally are measured by, 
and based on, such factors as years of 
service and compensation received by 
the employees. The determination of 
the amount of retirement benefits and 
the contributions to provide such bene-
fits are not dependent upon profits. 
Benefits are not definitely deter-
minable if funds arising from forfeit-
ures on termination of service, or other 
reason, may be used to provide in-
creased benefits for the remaining par-
ticipants (see § 1.401–7, relating to the 
treatment of forfeitures under a quali-
fied pension plan). A plan designed to 
provide benefits for employees or their 
beneficiaries to be paid upon retire-
ment or over a period of years after re-
tirement will, for the purposes of sec-
tion 401(a), be considered a pension 
plan if the employer contributions 
under the plan can be determined actu-
arially on the basis of definitely deter-
minable benefits, or, as in the case of 
money purchase pension plans, such 
contributions are fixed without being 
geared to profits. A pension plan may 
provide for the payment of a pension 
due to disability and may also provide 
for the payment of incidental death 
benefits through insurance or other-
wise. However, a plan is not a pension 
plan if it provides for the payment of 
benefits not customarily included in a 
pension plan such as layoff benefits or 
benefits for sickness, accident, hos-
pitalization, or medical expenses (ex-
cept medical benefits described in sec-
tion 401(h) as defined in paragraph (a) 
of § 1.401–14). 

(ii) A profit-sharing plan is a plan es-
tablished and maintained by an em-
ployer to provide for the participation 
in his profits by his employees or their 
beneficiaries. The plan must provide a 
definite predetermined formula for al-
locating the contributions made to the 
plan among the participants and for 
distributing the funds accumulated 
under the plan after a fixed number of 
years, the attainment of a stated age, 
or upon the prior occurrence of some 
event such as layoff, illness, disability, 
retirement, death, or severance of em-
ployment. A formula for allocating the 
contributions among the participants 
is definite if, for example, it provides 
for an allocation in proportion to the 

basic compensation of each partici-
pant. A plan (whether or not it con-
tains a definite predetermined formula 
for determining the profits to be shared 
with the employees) does not qualify 
under section 401(a) if the contribu-
tions to the plan are made at such 
times or in such amounts that the plan 
in operation discriminates in favor of 
officers, shareholders, persons whose 
principal duties consist in supervising 
the work of other employees, or highly 
compensated employees. For the rules 
with respect to discrimination, see 
§§ 1.401–3 and 1.401–4. A profit-sharing 
plan within the meaning of section 401 
is primarily a plan of deferred com-
pensation, but the amounts allocated 
to the account of a participant may be 
used to provide for him or his family 
incidental life or accident or health in-
surance. See §§ 1.72–15, 1.72–16, and 
1.402(a)–1(e) for rules regarding the tax 
treatment of incidental life or accident 
or health insurance. 

(iii) A stock bonus plan is a plan es-
tablished and maintained by an em-
ployer to provide benefits similar to 
those of a profit-sharing plan, except 
that the contributions by the employer 
are not necessarily dependent upon 
profits and the benefits are distribut-
able in stock of the employer company. 
For the purpose of allocating and dis-
tributing the stock of the employer 
which is to be shared among his em-
ployees or their beneficiaries, such a 
plan is subject to the same require-
ments as a profit-sharing plan. 

(iv) As to inclusion of full-time life 
insurance salesmen within the class of 
persons considered to be employees, see 
section 7701(a)(20). 

(2) The term ‘‘plan’’ implies a perma-
nent as distinguished from a temporary 
program. Thus, although the employer 
may reserve the right to change or ter-
minate the plan, and to discontinue 
contributions thereunder, the abandon-
ment of the plan for any reason other 
than business necessity within a few 
years after it has taken effect will be 
evidence that the plan from its incep-
tion was not a bona fide program for 
the exclusive benefit of employees in 
general. Especially will this be true if, 
for example, a pension plan is aban-
doned soon after pensions have been 
fully funded for persons in favor of 
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whom discrimination is prohibited 
under section 401(a). The permanency 
of the plan will be indicated by all of 
the surrounding facts and cir-
cumstances, including the likelihood of 
the employer’s ability to continue con-
tributions as provided under the plan. 
In the case of a profit-sharing plan, 
other than a profit-sharing plan which 
covers employees and owner-employees 
(see section 401(d)(2)(B)), it is not nec-
essary that the employer contribute 
every year or that he contribute the 
same amount or contribute in accord-
ance with the same ratio every year. 
However, merely making a single or 
occasional contribution out of profits 
for employees does not establish a plan 
of profit-sharing. To be a profit-sharing 
plan, there must be recurring and sub-
stantial contributions out of profits for 
the employees. In the event a plan is 
abandoned, the employer should 
promptly notify the district director, 
stating the circumstances which led to 
the discontinuance of the plan. 

(3) If the plan is so designed as to 
amount to a subterfuge for the dis-
tribution of profits to shareholders, it 
will not qualify as a plan for the exclu-
sive benefit of employees even though 
other employees who are not share-
holders are also included under the 
plan. The plan must benefit the em-
ployees in general, although it need 
not provide benefits for all of the em-
ployees. Among the employees to be 
benefited may be persons who are offi-
cers and shareholders. However, a plan 
is not for the exclusive benefit of em-
ployees in general if, by any device 
whatever, it discriminates either in eli-
gibility requirements, contributions, or 
benefits in favor of employees who are 
officers, shareholders, persons whose 
principal duties consist in supervising 
the work of other employees, or the 
highly compensated employees. See 
section 401(a) (3), (4), and (5). Similarly, 
a stock bonus or profit-sharing plan is 
not a plan for the exclusive benefit of 
employees in general if the funds 
therein may be used to relieve the em-
ployer from contributing to a pension 
plan operating concurrently and cov-
ering the same employees. All of the 
surrounding and attendant cir-
cumstances and the details of the plan 
will be indicative of whether it is a 

bona fide stock bonus, pension, or prof-
it-sharing plan for the exclusive ben-
efit of employees in general. The law is 
concerned not only with the form of a 
plan but also with its effects in oper-
ation. For example, section 401(a)(5) 
specifies certain provisions which of 
themselves are not discriminatory. 
However, this does not mean that a 
plan containing these provisions may 
not be discriminatory in actual oper-
ation. 

(4) A plan is for the exclusive benefit 
of employees or their beneficiaries 
even though it may cover former em-
ployees as well as present employees 
and employees who are temporarily on 
leave, as, for example, in the Armed 
Forces of the United States. A plan 
covering only former employees may 
qualify under section 401(a) if it com-
plies with the provisions of section 
401(a)(3)(B), with respect to coverage, 
and section 401(a)(4), with respect to 
contributions and benefits, as applied 
to all of the former employees. The 
term ‘‘beneficiaries’’ of an employee 
within the meaning of section 401 in-
cludes the estate of the employee, de-
pendents of the employee, persons who 
are the natural objects of the employ-
ee’s bounty, and any persons des-
ignated by the employee to share in 
the benefits of the plan after the death 
of the employee. 

(5)(i) No specific limitations are pro-
vided in section 401(a) with respect to 
investments which may be made by the 
trustees of a trust qualifying under 
section 401(a). Generally, the contribu-
tions may be used by the trustees to 
purchase any investments permitted by 
the trust agreement to the extent al-
lowed by local law. However, such a 
trust will be subject to tax under sec-
tion 511 with respect to any ‘‘unrelated 
business taxable income’’ (as defined in 
section 512) realized by it from its in-
vestments. 

(ii) Where the trust funds are in-
vested in stock or securities of, or 
loaned to, the employer or other person 
described in section 503(b), full disclo-
sure must be made of the reasons for 
such arrangement and the conditions 
under which such investments are 
made in order that a determination 
may be made whether the trust serves 
any purpose other than constituting 
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part of a plan for the exclusive benefit 
of employees. The trustee shall report 
any of such investments on the return 
which under section 6033 it is required 
to file and shall with respect to any 
such investment furnish the informa-
tion required by such return. See 
§ 1.6033–1. 

(c) Portions of years. A qualified sta-
tus must be maintained throughout the 
entire taxable year of the trust in 
order for the trust to obtain any ex-
emption for such year. But see section 
401(a)(6) and § 1.401–3. 

(d) Plan of several employers. A trust 
forming part of a plan of several em-
ployers for their employees will be 
qualified if all the requirements are 
otherwise satisfied. 

(e) Determination of exemptions and re-
turns. (1) An employees’ trust may re-
quest a determination letter as to its 
qualification under section 401 and ex-
emption under section 501. For the pro-
cedure for obtaining such a determina-
tion letter see paragraph (l) of § 601.201 
of this chapter (Statement of Proce-
dural Rules). 

(2) A trust which qualifies under sec-
tion 401(a) and which is exempt under 
section 501(a) must file a return in ac-
cordance with section 6033 and the reg-
ulations thereunder. See §§ 1.6033–1 and 
1.6033–2(a)(3). In case such a trust real-
izes any unrelated business taxable in-
come, as defined in section 512, such 
trust is also required to file a return 
with respect to such income. See para-
graph (e) of § 1.6012–2 and paragraph 
(a)(5) of § 1.6012–3 for requirements with 
respect to such returns. For informa-
tion required to be furnished periodi-
cally by an employer with respect to 
the qualification of a plan, see 
§§ 1.404(a)–2, 1.404(a)–2A, and 1.6033– 
2(a)(2)(ii)(i). 

[T.D. 6500, 25 FR 11670, Nov. 26, 1960, as 
amended by T.D. 6675, 28 FR 10118, Sept. 17, 
1963; T.D. 6722, 29 FR 5071, Apr. 14, 1964; T.D. 
7168, 37 FR 5024, Mar. 9, 1972; T.D. 7428, 41 FR 
34619, Aug. 16, 1976; T.D. 9665, 79 FR 26842, 
May 12, 2014] 

§ 1.401–2 Impossibility of diversion 
under the trust instrument. 

(a) In general. (1) Under section 
401(a)(2) a trust is not qualified unless 
under the trust instrument it is impos-
sible (in the taxable year and at any 

time thereafter before the satisfaction 
of all liabilities to employees or their 
beneficiaries covered by the trust) for 
any part of the trust corpus or income 
to be used for, or diverted to, purposes 
other than for the exclusive benefit of 
such employees or their beneficiaries. 
This section does not apply to funds of 
the trust which are allocated to pro-
vide medical benefits described in sec-
tion 401(h) as defined in paragraph (a) 
of § 1.401–14. For the rules prohibiting 
diversion of such funds and the require-
ment of reversion to the employer after 
satisfaction of all liabilities under the 
medical benefits account, see para-
graph (c) (4) and (5) of § 1.401–14. For 
rules permitting reversion to the em-
ployer of amounts held in a section 415 
suspense acount, see § 1.401(a)–2(b). 

(2) As used in section 401(a)(2), the 
phrase ‘‘if under the trust instrument 
it is impossible’’ means that the trust 
instrument must definitely and affirm-
atively make it impossible for the non-
exempt diversion or use to occur, 
whether by operation or natural termi-
nation of the trust, by power of revoca-
tion or amendment, by the happening 
of a contingency, by collateral arrange-
ment, or by any other means. Although 
it is not essential that the employer re-
linquish all power to modify or termi-
nate the rights of certain employees 
covered by the trust, it must be impos-
sible for the trust funds to be used or 
diverted for purposes other than for the 
exclusive benefit of his employees or 
their beneficiaries. 

(3) As used in section 401(a)(2), the 
phrase ‘‘purposes other than for the ex-
clusive benefit of his employees or 
their beneficiaries’’ includes all objects 
or aims not solely designed for the 
proper satisfaction of all liabilities to 
employees or their beneficiaries cov-
ered by the trust. 

(b) Meaning of ‘‘liabilities’’. (1) The in-
tent and purpose in section 401(a)(2) of 
the phrase ‘‘prior to the satisfaction of 
all liabilities with respect to employ-
ees and their beneficiaries under the 
trust’’ is to permit the employer to re-
serve the right to recover at the termi-
nation of the trust, and only at such 
termination, any balance remaining in 
the trust which is due to erroneous ac-
tuarial computations during the pre-
vious life of the trust. A balance due to 
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an ‘‘erroneous actuarial computation’’ 
is the surplus arising because actual 
requirements differ from the expected 
requirements even though the latter 
were based upon previous actuarial 
valuations of liabilities or determina-
tions of costs of providing pension ben-
efits under the plan and were made by 
a person competent to make such de-
terminations in accordance with rea-
sonable assumptions as to mortality, 
interest, etc., and correct procedures 
relating to the method of funding. For 
example, a trust has accumulated as-
sets of $1,000,000 at the time of liquida-
tion, determined by acceptable actu-
arial procedures using reasonable as-
sumptions as to interest, mortality, 
etc., as being necessary to provide the 
benefits in accordance with the provi-
sions of the plan. Upon such liquida-
tion it is found that $950,000 will satisfy 
all of the liabilities under the plan. The 
surplus of $50,000 arises, therefore, be-
cause of the difference between the 
amounts actuarially determined and 
the amounts actually required to sat-
isfy the liabilities. This $50,000, there-
fore, is the amount which may be re-
turned to the employer as the result of 
an erroneous actuarial computation. If, 
however, the surplus of $50,000 had been 
accumulated as a result of a change in 
the benefit provisions or in the eligi-
bility requirements of the plan, the 
$50,000 could not revert to the employer 
because such surplus would not be the 
result of an erroneous actuarial com-
putation. 

(2) The term ‘‘liabilities’’ as used in 
section 401(a)(2) includes both fixed and 
contingent obligations to employees. 
For example, if 1,000 employees are 
covered by a trust forming part of a 
pension plan, 300 of whom have satis-
fied all the requirements for a monthly 
pension, while the remaining 700 em-
ployees have not yet completed the re-
quired period of service, contingent ob-
ligations to such 700 employees have 
nevertheless arisen which constitute 
‘‘liabilities’’ within the meaning of 
that term. It must be impossible for 
the employer (or other non employee) 
to recover any amounts other than 
such amounts as remain in the trust 
because of ‘‘erroneous actuarial com-
putations’’ after the satisfaction of all 
fixed and contingent obligations. Fur-

thermore, the trust instrument must 
contain a definite affirmative provision 
to this effect, irrespective of whether 
the obligations to employees have their 
source in the trust instrument itself, in 
the plan of which the trust forms a 
part, or in some collateral instrument 
or arrangement forming a part of such 
plan, and regardless of whether such 
obligations are, technically speaking, 
liabilities of the employer, of the trust, 
or of some other person forming a part 
of the plan or connected with it. 

[T.D. 6500, 25 FR 11672, Nov. 26, 1960, as 
amended by T.D. 6722, 29 FR 5072, Apr. 14, 
1964; T.D. 7748, 46 FR 1695, Jan. 7, 1981] 

§ 1.401–3 Requirements as to coverage. 
(a)(1) In order to insure that stock 

bonus, pension, and profit-sharing 
plans are utilized for the welfare of em-
ployees in general, and to prevent the 
trust device from being used for the 
principal benefit of shareholders, offi-
cers, persons whose principal duties 
consist in supervising the work of 
other employees, or highly paid em-
ployees, or as a means of tax avoid-
ance, a trust will not be qualified un-
less it is part of a plan which satisfies 
the coverage requirements of section 
401(a)(3). However, if the plan covers 
any individual who is an owner-em-
ployee, as defined in section 401(c)(3), 
the requirements of section 401(a)(3) 
and this section are not applicable to 
such plan, but the plan must satisfy 
the requirements of section 401(d) (see 
§ 1.401–12). 

(2) The percentage requirements in 
section 401(a)(3)(A) refer to a percent-
age of all the active employees, includ-
ing employees temporarily on leave, 
such as those in the Armed Forces of 
the United States, if such employees 
are eligible under the plan. 

(3) The application of section 
401(a)(3)(A) may be illustrated by the 
following example: 

Example. A corporation adopts a plan at a 
time when it has 1,000 employees. The plan 
provides that all full-time employees who 
have been employed for a period of two years 
and have reached the age of 30 shall be eligi-
ble to participate. The plan also requires 
participating employees to contribute 3 per-
cent of their monthly pay. At the time the 
plan is made effective 100 of the 1,000 employ-
ees had not been employed for a period of 
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two years. Fifty of the employees were sea-
sonal employees whose customary employ-
ment did not exceed five months in any cal-
endar year. Twenty-five of the employees 
were part-time employees whose customary 
employment did not exceed 20 hours in any 
one week. One hundred and fifty of the full- 
time employees who had been employed for 
two years or more had not yet reached age 
30. The requirements of section 401(a)(3)(A) 
will be met if 540 employees are covered by 
the plan, as shown by the following computa-
tion: 
(i) Total employees with respect to whom the per-

centage requirements are applicable (1,000 
minus 175 (100 plus 50 plus 25)) ...................... 825 

(ii) Employees not eligible to participate because 
of age requirements ........................................... 150 

(iii) Total employees eligible to participate ............ 675 
(iv) Percentage of employees in item (i) eligible to 

participate ........................................................... 81+% 
(v) Minimum number of participating employees 

to qualify the plan (80 percent of 675) .............. 540 

If only 70 percent, or 578, of the 825 employ-
ees satisfied the age and service require-
ments, then 462 (80 percent of 578) partici-
pating employees would satisfy the percent-
age requirements. 

(b) If a plan fails to qualify under the 
percentage requirements of section 
401(a)(3)(A), it may still qualify under 
section 401(a)(3)(B) provided always 
that (as required by section 401(a) (3) 
and (4)) the plan’s eligibility condi-
tions, benefits, and contributions do 
not discriminate in favor of employees 
who are officers, shareholders, persons 
whose principal duties consist in super-
vising the work of other employees, or 
the highly compensated employees. 

(c) Since, for the purpose of section 
401, a profit-sharing plan is a plan 
which provides for distributing the 
funds accumulated under the plan after 
a fixed number of years, the attain-
ment of a stated age, or upon the prior 
occurrence of some event such as ill-
ness, disability, retirement, death, lay-
off, or severance of employment, em-
ployees who receive the amounts allo-
cated to their accounts before the expi-
ration of such a period of time or the 
occurrence of such a contingency shall 
not be considered covered by a profit- 
sharing plan in determining whether 
the plan meets the coverage require-
ments of section 401(a)(3) (A) and (B). 
Thus, in case a plan permits employees 
to receive immediately the amounts al-
located to their accounts, or to have 
such amounts paid to a profit- sharing 

plan for them, the employees who re-
ceive the shares immediately shall not, 
for the purpose of section 401, be con-
sidered covered by a profit-sharing 
plan. 

(d) Section 401(a)(5) sets out certain 
classifications that will not in them-
selves be considered discriminatory. 
However, those so designated are not 
intended to be exclusive. Thus, plans 
may qualify under section 401(a)(3)(B) 
even though coverage thereunder is 
limited to employees who have either 
reached a designated age or have been 
employed for a designated number of 
years, or who are employed in certain 
designated departments or are in other 
classifications, provided the effect of 
covering only such employees does not 
discriminate in favor of officers, share-
holders, employees whose principal du-
ties consist in supervising the work of 
other employees, or highly com-
pensated employees. For example, if 
there are 1,000 employees, and the plan 
is written for only salaried employees, 
and consequently only 500 employees 
are covered, that fact alone will not 
justify the conclusion that the plan 
does not meet the coverage require-
ments of section 401(a)(3)(B). Con-
versely, if a contributory plan is of-
fered to all of the employees but the 
contributions required of the employee 
participants are so burdensome as to 
make the plan acceptable only to the 
highly paid employees, the classifica-
tion will be considered discriminatory 
in favor of such highly paid employees. 

(e)(1) Section 401(a)(5) contains a pro-
vision to the effect that a classifica-
tion shall not be considered discrimi-
natory within the meaning of section 
401(a)(3)(B) merely because all employ-
ees whose entire annual remuneration 
constitutes ‘‘wages’’ under section 
3121(a)(1) (for purposes of the Federal 
Insurance Contributions Act, chapter 
21 of the Code) are excluded from the 
plan. A reference to section 3121(a)(1) 
for years after 1954 shall be deemed a 
reference to section 1426(a)(1) of the In-
ternal Revenue Code of 1939 for years 
before 1955. This provision, in conjunc-
tion with section 401(a)(3)(B), is in-
tended to permit the qualification of 
plans which supplement the old-age, 
survivors, and disability insurance ben-
efits under the Social Security Act (42 
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U.S.C. ch. 7). Thus, a classification 
which excludes all employees whose en-
tire remuneration constitutes ‘‘wages’’ 
under section 3121(a)(1), will not be 
considered discriminatory merely be-
cause of such exclusion. Similarly, a 
plan which includes all employees will 
not be considered discriminatory solely 
because the contributions or benefits 
based on that part of their remunera-
tion which is excluded from wages 
under section 3121(a)(1) differ from the 
contributions or benefits based on that 
part of their remuneration which is not 
so excluded. However, in making his 
determination with respect to dis-
crimination in classification under sec-
tion 401(a)(3)(B), the Commissioner will 
consider whether the total benefits re-
sulting to each employee under the 
plan and under the Social Security 
Act, or under the Social Security Act 
only, establish an integrated and cor-
related retirement system satisfying 
the tests of section 401(a). If, therefore, 
a classification of employees under a 
plan results in relatively or proportion-
ately greater benefits for employees 
earning above any specified salary 
amount or rate than for those below 
any such salary amount or rate, it may 
be found to be discriminatory within 
the meaning of section 401(a)(3)(B). If, 
however, the relative or proportionate 
differences in benefits which result 
from such classification are approxi-
mately offset by the old-age, survivors, 
and disability insurance benefits which 
are provided by the Social Security Act 
and which are not attributable to em-
ployee contributions under the Federal 
Insurance Contributions Act, the plan 
will be considered to be properly inte-
grated with the Social Security Act 
and will, therefore, not be considered 
discriminatory. 

(2)(i) For purposes of determining 
whether a plan is properly integrated 
with the Social Security Act, the 
amount of old-age, survivors, and dis-
ability insurance benefits which may 
be considered as attributable to em-
ployer contributions under the Federal 
Insurance Contributions Act is com-
puted on the basis of the following: 

(A) The rate at which the maximum 
monthly old-age insurance benefit is 
provided under the Social Security Act 
is considered to be the average of (1) 

the rate at which the maximum benefit 
currently payable under the Act (i.e., 
in 1971) is provided to an employee re-
tiring at age 65, and (2) the rate at 
which the maximum benefit ultimately 
payable under the Act (i.e., in 2010) is 
provided to an employee retiring at age 
65. The resulting figure is 43 percent of 
the average monthly wage on which 
such benefit is computed. 

(B) The total old-age, survivors, and 
disability insurance benefits with re-
spect to an employee is considered to 
be 162 percent of the employee’s old- 
age insurance benefits. The resulting 
figure is 70 percent of the average 
monthly wage on which it is computed. 

(C) In view of the fact that social se-
curity benefits are funded through 
equal contributions by the employer 
and employee, 50 percent of such bene-
fits is considered attributable to em-
ployer contributions. The resulting fig-
ure is 35 percent of the average month-
ly wage on which the benefit is com-
puted. 

Under these assumptions, the max-
imum old-age, survivors, and disability 
insurance benefits which may be at-
tributed to employer contributions 
under the Federal Insurance Contribu-
tions Act is an amount equal to 35 per-
cent of the earnings on which they are 
computed. These computations take 
into account all amendments to the 
Society Security Act through the So-
cial Security Amendments of 1971 (85 
Stat. 6). It is recognized, however, that 
subsequent amendments to this Act 
may increase the percentages described 
in (A) or (B) of this subdivision (i), or 
both. If this occurs, the method used in 
this subparagraph for determining the 
integration formula may result in a 
figure under (C) of this subdivision (i) 
which is greater than 35 percent and a 
plan could be amended to adopt such 
greater figure in its benefit formula. In 
order to minimize future plan amend-
ments of this nature, an employer may 
anticipate future changes in the Social 
Security Act by immediately utilizing 
such a higher figure, but not in excess 
of 371⁄2 percent, in developing its ben-
efit formula. 
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(ii) Under the rules provided in this 
subparagraph, a classification of em-
ployees under a noncontributory pen-
sion or annuity plan which limits cov-
erage to employees whose compensa-
tion exceeds the applicable integration 
level under the plan will not be consid-
ered discriminatory within the mean-
ing of section 401(a)(3)(B), where: 

(A) The integration level applicable 
to an employee is his covered com-
pensation, or is (1) in the case of an ac-
tive employee, a stated dollar amount 
uniformly applicable to all active em-
ployees which is not greater than the 
covered compensation of any active 
employee, and (2) in the case of a re-
tired employee an amount which is not 
greater than his covered compensation. 
(For rules relating to determination of 
an employee’s covered compensation, 
see subdivision (iv) of this subpara-
graph.) 

(B) The rate at which normal annual 
retirement benefits are provided for 
any employee with respect to his aver-
age annual compensation in excess of 
the plan’s integration level applicable 
to him does not exceed 371⁄2 percent. 

(C) Average annual compensation is 
defined to mean the average annual 
compensation over the highest 5 con-
secutive years. 

(D) There are no benefits payable in 
case of death before retirement. 

(E) The normal form of retirement 
benefits is a straight life annuity, and 
if there are optional forms, the benefit 
payments under each optional form are 
actuarially equivalent to benefit pay-
ments under the normal form. 

(F) In the case of any employee who 
reaches normal retirement age before 
completion of 15 years of service with 
the employer, the rate at which normal 
annual retirement benefits are pro-
vided for him with respect to his aver-
age annual compensation in excess of 
the plan’s integration level applicable 
to him does not exceed 21⁄2 percent for 
each year of service. 

(G) Normal retirement age is not 
lower than age 65. 

(H) Benefits payable in case of retire-
ment or any other severance of em-
ployment before normal retirement age 
cannot exceed the actuarial equivalent 
of the maximum normal retirement 
benefits, which might be provided in 

accordance with (A) through (G) of this 
subdivision (ii), multiplied by a frac-
tion, the numerator of which is the ac-
tual number of years of service of the 
employee at retirement or severance, 
and the denominator of which is the 
total number of years of service he 
would have had if he had remained in 
service until normal retirement age. A 
special disabled life mortality table 
shall not be used in determining the 
actuarial equivalent in the case of sev-
erance due to disability. 

(iii) (A) If a plan was properly inte-
grated with old-age and survivors in-
surance benefits on July 5, 1968 (herein-
after referred to as an ‘‘existing plan’’), 
then, notwithstanding the fact that 
such plan does not satisfy the require-
ments of subdivision (ii) of this sub-
paragraph, it will continue to be con-
sidered properly integrated with such 
benefits until January 1, 1972. Such 
plan will be considered properly inte-
grated after December 31, 1971, so long 
as the benefits provided under the plan 
for each employee equal the sum of— 

(1) The benefits to which he would be 
entitled under a plan which, on July 5, 
1968, would have been considered prop-
erly integrated with old-age and sur-
vivors insurance benefits, and under 
which benefits are provided at the 
same (or a lesser) rate with respect to 
the same portion of compensation with 
respect to which benefits are provided 
under the existing plan, multiplied by 
the percentage of his total service with 
the employer performed before a speci-
fied date not later than January 1, 1972; 
and 

(2) The benefits to which he would be 
entitled under a plan satisfying the re-
quirements of subdivision (ii) of this 
subparagraph, multiplied by the per-
centage of his total service with the 
employer performed on and after such 
specified date. 

(B) A plan which, on July 5, 1968, was 
properly integrated with old-age and 
survivors insurance benefits will not be 
considered not to be properly inte-
grated with such benefits thereafter 
merely because such plan provides a 
minimum benefit for each employee 
(other than an employee who owns, di-
rectly or indirectly, stock possessing 
more than 10 percent of the total com-
bined voting power or value of all 
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classes of stock of the employer cor-
poration) equal to the benefit to which 
he would be entitled under the plan as 
in effect on July 5, 1968, if he continued 
to earn annually until retirement the 
same amount of compensation as he 
earned in 1967. 

(C) If a plan was properly integrated 
with old-age and survivors insurance 
benefits on May 17, 1971, notwith-
standing the fact that such plan does 
not satisfy the requirements of subdivi-
sion (ii) of this subparagraph, it will 
continue to be considered properly in-
tegrated with such benefits until Janu-
ary 1, 1972. 

(iv) For purposes of this subpara-
graph, an employee’s covered com-
pensation is the amount of compensa-
tion with respect to which old-age in-
surance benefits would be provided for 
him under the Social Security Act (as 
in effect at any uniformly applicable 
date occurring before the employee’s 
separation from the service) if for each 
year until he attains age 65 his annual 
compensation is at least equal to the 
maximum amount of earnings subject 
to tax in each such year under the Fed-
eral Insurance Contributions Act. A 
plan may provide that an employee’s 
covered compensation is the amount 
determined under the preceding sen-
tence rounded to the nearest whole 
multiple of a stated dollar amount 
which does not exceed $600. 

(v) In the case of an integrated plan 
providing benefits different from those 
described in subdivision (ii) or (iii) 
(whichever is applicable) of this sub-
paragraph, or providing benefits re-
lated to years of service, or providing 
benefits purchasable by stated em-
ployer contributions, or under the 
terms of which the employees con-
tribute, or providing a combination of 
any of the foregoing variations, the 
plan will be considered to be properly 
integrated only if, as determined by 
the Commissioner, the benefits pro-
vided thereunder by employer con-
tributions cannot exceed in value the 
benefits described in subdivision (ii) or 
(iii) (whichever is applicable) of this 
subparagraph. Similar principles will 
govern in determining whether a plan 
is properly integrated if participation 
therein is limited to employees earning 
in excess of amounts other than those 

specified in subdivision (iv) of this sub-
paragraph, or if it bases benefits or 
contributions on compensation in ex-
cess of such amounts, or if it provides 
for an offset of benefits otherwise pay-
able under the plan on account of old- 
age, survivors, and disability insurance 
benefits. Similar principles will govern 
in determining whether a profit-shar-
ing or stock bonus plan is properly in-
tegrated with the Social Security Act. 

(3) A plan supplementing the Social 
Security Act and excluding all employ-
ees whose entire annual remuneration 
constitutes ‘‘wages’’ under section 
3121(a)(1) will not, however, be deemed 
discriminatory merely because, for ad-
ministrative convenience, it provides a 
reasonable minimum benefit not to ex-
ceed $20 a month. 

(4) Similar considerations, to the ex-
tent applicable in any case, will govern 
classifications under a plan 
supplementing the benefits provided by 
other Federal or State laws. See sec-
tion 401(a)(5). 

(5) If a plan provides contributions or 
benefits for a self-employed individual, 
the rules relating to the integration of 
such a plan with the contributions or 
benefits under the Social Security Act 
are set forth in paragraph (c) of § 1.401– 
11 and paragraph (h) of § 1.401–12. 

(6) This paragraph (e) does not apply 
to plan years beginning on or after 
January 1, 1989. 

(f) An employer may designate sev-
eral trusts or a trust or trusts and an 
annuity plan or plans as constituting 
one plan which is intended to qualify 
under section 401(a)(3), in which case 
all of such trusts and plans taken as a 
whole may meet the requirements of 
such section. The fact that such com-
bination of trusts and plans fails to 
qualify as one plan does not prevent 
such of the trusts and plans as qualify 
from meeting the requirements of sec-
tion 401(a). 

(g) It is provided in section 401(a)(6) 
that a plan will satisfy the require-
ments of section 401(a)(3), if on at least 
one day in each quarter of the taxable 
year of the plan it satisfies such re-
quirements. This makes it possible for 
a new plan requiring contributions 
from employees to qualify if by the end 
of the quarter-year in which the plan is 
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adopted it secures sufficient contrib-
uting participants to meet the require-
ments of section 401(a)(3). It also af-
fords a period of time in which new 
participants may be secured to replace 
former participants, so as to meet the 
requirements of either subparagraph 
(A) or (B) of section 401(a)(3). 

[T.D. 6500, 25 FR 11672, Nov. 26, 1960, as 
amended by T.D. 6675, 28 FR 10119, Sept. 17, 
1963; T.D. 6982, 33 FR 16499, Nov. 13, 1968; T.D. 
7134, 36 FR 13592, July 22, 1971; 36 FR 13990, 
July 29, 1971; T.D. 8359, 56 FR 47614, Sept. 19, 
1991] 

§ 1.401–4 Discrimination as to con-
tributions or benefits (before 1994). 

(a)(1)(i) In order to qualify under sec-
tion 401(a), a trust must not only meet 
the coverage requirements of section 
401(a)(3), but, as provided in section 
401(a)(4), it must also be part of a plan 
under which there is no discrimination 
in contributions or benefits in favor of 
officers, shareholders, employees whose 
principal duties consist in supervising 
the work of other employees, or highly 
compensated employees as against 
other employees whether within or 
without the plan. 

(ii) Since, for the purpose of section 
401, a profit-sharing plan is a plan 
which provides for distributing the 
funds accumulated under the plan after 
a fixed number of years, the attain-
ment of a stated age, or upon the prior 
occurrence of some event such as ill-
ness, disability, retirement, death, lay-
off, or severance of employment, any 
amount allocated to an employee 
which is withdrawn before the expira-
tion of such a period of time or the oc-
currence of such a contingency shall 
not be considered in determining 
whether the contributions under the 
plan discriminate in favor of officers, 
shareholders, employees whose prin-
cipal duties consist in supervising the 
work of other employees, or highly 
compensated employees. Thus, in case 
a plan permits employees to receive 
immediately the whole or any part of 
the amounts allocated to their ac-
counts, or to have the whole or any 
part of such amounts paid to a profit- 
sharing plan for them, any amounts 
which are received immediately shall 
not, for the purpose of section 401, be 

considered contributed to a profit-shar-
ing plan. 

(iii) Funds in a stock bonus or profit- 
sharing plan arising from forfeitures on 
termination of service, or other reason, 
must not be allocated to the remaining 
participants in such a manner as will 
effect the prohibited discrimination. 
With respect to forfeitures in a pension 
plan, see § 1.401–7. 

(2)(i) Section 401(a)(5) sets out cer-
tain provisions which will not in and of 
themselves be discriminatory within 
the meaning of section 401 a) (3) or (4). 
See § 1.401–3. Thus, a plan will not be 
considered discriminatory merely be-
cause the contributions or benefits 
bear a uniform relationship to total 
compensation or to the basic or regular 
rate of compensation, or merely be-
cause the contributions or benefits 
based on that part of the annual com-
pensation of employees which is sub-
ject to the Federal Insurance Contribu-
tions Act (chapter 21 of the Code) differ 
from the contributions or benefits 
based on any excess of such annual 
compensation over such part. With re-
gard to the application of the rules of 
section 401(a)(5) in the case of a plan 
which benefits a self-employed indi-
vidual, see paragraph (c) of § 1.401–11. 

(ii) The exceptions specified in sec-
tion 401(a)(5) are not an exclusive enu-
meration, but are merely a recital of 
provisions frequently encountered 
which will not of themselves constitute 
forbidden discrimination in contribu-
tions or benefits. 

(iii) Variations in contributions or 
benefits may be provided so long as the 
plan, viewed as a whole for the benefit 
of employees in general, with all its at-
tendant circumstances, does not dis-
criminate in favor of employees within 
the enumerations with respect to 
which discrimination is prohibited. 
Thus, benefits in a stock bonus or prof-
it-sharing plan which vary by reason of 
an allocation formula which takes into 
consideration years of service, or other 
factors, are not prohibited unless they 
discriminate in favor of such employ-
ees. 

(b) A plan which excludes all employ-
ees whose entire remuneration con-
stitutes wages under section 3121(a)(1) 
(relating to the Federal Insurance Con-
tributions Act), or a plan under which 
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the contributions or benefits based on 
that part of an employee’s remunera-
tion which is excluded from ‘‘wages’’ 
under such act differs from the con-
tributions or benefits based on that 
part of the employee’s remuneration 
which is not so excluded, or a plan 
under which the contributions or bene-
fits differ because of any retirement 
benefit created under State or Federal 
law, will not be discriminatory because 
of such exclusion or difference, pro-
vided the total benefits resulting under 
the plan and under such law establish 
an integrated and correlated retire-
ment system satisfying the tests of 
section 401(a). 

(c)(1) Although a qualified plan may 
provide for termination at will by the 
employer or discontinuance of con-
tributions thereunder, this will not of 
itself prevent a trust from being a 
qualified trust. However, a qualified 
pension plan must expressly incor-
porate provisions which comply with 
the restrictions contained in subpara-
graph (2) of this paragraph at the time 
the plan is established, unless (i) it is 
reasonably certain at the inception of 
the plan that such restrictions would 
not affect the amount of contributions 
which may be used for the benefit of 
any employee, or (ii) the Commissioner 
determines that such provisions are 
not necessary to prevent the prohibited 
discrimination that may occur in the 
event of any early termination of the 
plan. Although these provisions are the 
only provisions required to be incor-
porated in the plan to prevent the dis-
crimination that may arise because of 
an early termination of the plan, the 
plan may in operation result in the dis-
crimination prohibited by section 
401(a)(4), unless other provisions are 
later incorporated in the plan. Any 
pension plan containing a provision de-
scribed in this paragraph shall not fail 
to satisfy section 411(a), (d)(2) and (d)(3) 
merely by reason of such a plan provi-
sion. Paragraph (c)(7) of this section 
sets forth special early termination 
rules applicable to certain qualified de-
fined benefit plans for plan years af-
fected by the Employee Retirement In-
come Security Act of 1974 (‘‘ERISA’’). 
Paragraph (c)(7) of this section does 
not contain all the rules required by 
the enactment of ERISA. 

(2)(i) If employer contributions under 
a qualified pension plan may be used 
for the benefit of an employee who is 
among the 25 highest paid employees of 
the employer at the time the plan is es-
tablished and whose anticipated annual 
pension under the plan exceeds $1,500, 
such plan must provide that upon the 
occurrence of the conditions described 
in subdivision (ii) of this subparagraph, 
the employer contributions which are 
used for the benefit of any such em-
ployee are restricted in accordance 
with subdivision (iii) of this subpara-
graph. 

(ii) The restrictions described in sub-
division (iii) of this subparagraph be-
come applicable if— 

(A) The plan is terminated within 10 
years after its establishment, 

(B) The benefits of an employee de-
scribed in subdivision (i) of this sub-
paragraph become payable within 10 
years after the establishment of the 
plan, or 

(C) The benefits of an employee de-
scribed in subdivision (i) of this sub-
paragraph become payable after the 
plan has been in effect for 10 years, and 
the full current costs of the plan for 
the first 10 years have not been funded. 
In the case of an employee described in 
(B) of this subdivision, the restrictions 
will remain applicable until the plan 
has been in effect for 10 years, but if at 
that time the full current costs have 
been funded the restrictions will no 
longer apply to the benefits payable to 
such an employee. In the case of an em-
ployee described in (B) or (C) of this 
subdivision, if at the end of the first 10 
years the full current costs are not 
met, the restrictions will continue to 
apply until the full current costs are 
funded for the first time. 

(iii) The restrictions required under 
subdivision (i) of this subparagraph 
must provide that the employer con-
tributions which may be used for the 
benefit of an employee described in 
such subdivision shall not exceed the 
greater of $20,000, or 20 percent of the 
first $50,000 of the annual compensation 
of such employee multiplied by the 
number of years between the date of 
the establishment of the plan and— 

(A) The date of the termination of 
the plan, 
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(B) In the case of an employee de-
scribed in subdivision (ii)(B) of this 
subparagraph, the date the benefit of 
the employee becomes payable, if be-
fore the date of the termination of the 
plan, or 

(C) In the case of an employee de-
scribed in subdivision (ii)(C) of this 
subparagraph, the date of the failure to 
meet the full current costs of the plan. 
However, if the full current costs of the 
plan have not been met on the date de-
scribed in (A) or (B) of this subdivision, 
whichever is applicable, then the date 
of the failure to meet such full current 
costs shall be substituted for the date 
referred to in (A) or (B) of this subdivi-
sion. For purposes of determining the 
contributions which may be used for 
the benefit of an employee when (b) of 
this subdivision applies, the number of 
years taken into account may be re-
computed for each year if the full cur-
rent costs of the plan are met for such 
year. 

(iv) For purposes of this subpara-
graph, the employer contributions 
which, at a given time, may be used for 
the benefits of an employee include 
any unallocated funds which would be 
used for his benefits if the plan were 
then terminated or the employee were 
then to withdraw from the plan, as well 
as all contributions allocated up to 
that time exclusively for his benefits. 

(v) The provisions of this subpara-
graph apply to a former or retired em-
ployee of the employer, as well as to an 
employee still in the employer’s serv-
ice. 

(vi) The following terms are defined 
for purposes of this subparagraph— 

(A) The term ‘‘benefits’’ includes any 
periodic income, any withdrawal values 
payable to a living employee, and the 
cost of any death benefits which may 
be payable after retirement on behalf 
of an employee, but does not include 
the cost of any death benefits with re-
spect to an employee before retirement 
nor the amount of any death benefits 
actually payable after the death of an 
employee whether such death occurs 
before or after retirement. 

(B) The term full current costs means 
the normal cost, as defined in § 1.404(a)– 
6, for all years since the effective date 
of the plan, plus interest on any un-
funded liability during such period. 

(C) The term annual compensation of 
an employee means either such em-
ployee’s average regular annual com-
pensation, or such average compensa-
tion over the last five years, or such 
employee’s last annual compensation if 
such compensation is reasonably simi-
lar to his average regular annual com-
pensation for the five preceding years. 

(3) The amount of the employer con-
tributions which can be used for the 
benefit of a restricted employee may be 
limited either by limiting the annual 
amount of the employer contributions 
for the designated employee during the 
period affected by the limitation, or by 
limiting the amount of funds under the 
plan which can be used for the benefit 
of such employee, regardless of the 
amount of employer contributions. 

(4) The restrictions contained in sub-
paragraph (2) of this paragraph may be 
exceeded for the purpose of making 
current retirement income benefit pay-
ments to retired employees who would 
otherwise be subject to such restric-
tions, if— 

(i) The employer contributions which 
may be used for any such employee in 
accordance with the restrictions con-
tained in subparagraph (2) of this para-
graph are applied either (A) to provide 
level amounts of annuity in the basic 
form of benefit provided for under the 
plan for such employee at retirement 
(or, if he has already retired, beginning 
immediately), or (B) to provide level 
amounts of annuity in an optional 
form of benefit provided under the plan 
if the level amount of annuity under 
such optional form of benefit is not 
greater than the level amount of annu-
ity under the basic form of benefit pro-
vided under the plan; 

(ii) The annuity thus provided is sup-
plemented, to the extent necessary to 
provide the full retirement income ben-
efits in the basic form called for under 
the plan, by current payments to such 
employee as such benefits come due; 
and 

(iii) Such supplemental payments are 
made at any time only if the full cur-
rent costs of the plan have then been 
met, or the aggregate of such supple-
mental payments for all such employ-
ees does not exceed the aggregate em-
ployer contributions already made 
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under the plan in the year then cur-
rent. 

If disability income benefits are pro-
vided under the plan, the plan may 
contain like provisions with respect to 
the current payment of such benefits. 

(5) If a plan has been changed so as to 
increase substantially the extent of 
possible discrimination as to contribu-
tions and as to benefits actually pay-
able in event of the subsequent termi-
nation of the plan or the subsequent 
discontinuance of contributions there-
under, then the provisions of this para-
graph shall be applied to the plan as so 
changed as if it were a new plan estab-
lished on the date of such change. How-
ever, the provision in subparagraph 
(2)(iii) of this paragraph that the unre-
stricted amount of employer contribu-
tions on behalf of any employee is at 
least $20,000 is applicable to the aggre-
gate amount contributed by the em-
ployer on behalf of such employee from 
the date of establishment of the origi-
nal plan, and, for purposes of deter-
mining if the employee’s anticipated 
annual pension exceeds $1,500, both the 
employer contributions on the employ-
ee’s behalf prior to the date of the 
change in the plan and those expected 
to be made on his behalf subsequent to 
the date of the change (based on the 
employee’s rate of compensation on the 
date of the change) are to be taken into 
account. 

(6) This paragraph shall apply to tax-
able years of a qualified plan com-
mencing after September 30, 1963. In 
the case of an early termination of a 
qualified pension plan during any such 
taxable year, the employer contribu-
tions which may be used for the benefit 
of any employee must conform to the 
requirements of this paragraph. How-
ever, any pension plan which is quali-
fied on September 30, 1963, will not be 
disqualified merely because it does not 
expressly include the provisions pre-
scribed in this paragraph. 

(7)(i) A qualified defined benefit plan 
subject to section 412 (without regard 
to section 412(h)(2)) shall not be re-
quired to contain the restriction de-
scribed in paragraph (c)(2)(ii)(c) of this 
section applicable to an employee in a 
plan whose full current costs for the 
first 10 years have not been funded. 

(ii) A qualified defined benefit plan 
covered by section 4021(a) of ERISA 
(‘‘qualified title IV plan’’) shall satisfy 
the restrictions in paragraph (c)(2) of 
this section only if the plan satisfies 
this paragraph (c)(7). A plan satisfies 
this paragraph (c)(7) by providing that 
employer contributions which may be 
used for the benefit of an employee de-
scribed in paragraph (c)(2) of this sec-
tion who is a substantial owner, as de-
fined in section 4022(b)(5) of ERISA, 
shall not exceed the greater of the dol-
lar amount described in paragraph 
(c)(2)(iii) of this section or a dollar 
amount which equals the present value 
of the benefit guaranteed for such em-
ployee under section 4022 of ERISA, or 
if the plan has not terminated, the 
present value of the benefit that would 
be guaranteed if the plan terminated 
on the date the benefit commences, de-
termined in accordance with regula-
tions of the Pension Benefit Guaranty 
Corporation (‘‘PBGC’’). 

(iii) A plan satisfies this paragraph 
(c)(7) by providing that employer con-
tributions which may be used for the 
benefit of all employees described in 
paragraph (c)(2) of this section (other 
than an employee who is a substantial 
owner as defined in section 4022(b)(5) of 
ERISA) shall not exceed the greater of 
the dollar amount described in para-
graph (c)(2)(iii) of this section or a dol-
lar amount which equals the present 
value of the maximum benefit de-
scribed in section 4022(b)(3)(B) of 
ERISA (determined on the date the 
plan terminates or on the date benefits 
commence, whichever is earlier and de-
termined in accordance with regula-
tions of PBGC) without regard to any 
other limitations in section 4022 of 
ERISA. 

(iv) A plan provision satisfying this 
paragraph (c)(7) may be adopted by 
amendment or by incorporation at the 
time of establishment. Any allocation 
of assets attributable to employer con-
tributions to an employee which ex-
ceeds the dollar limitation in this 
paragraph (c)(7) may be reallocated to 
prevent prohibited discrimination. 

(v) The early termination rules in the 
preceding subparagraphs (1) through (6) 
apply to a qualified title IV plan except 
where such rules are determined by the 
Commissioner to be inconsistent with 
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the rules of this paragraph (c)(7), 
§ 1.411(d)–2, and section 4044(b)(4) of 
ERISA. The early termination rules of 
this paragraph (c)(7) contain some of 
the rules under section 401(a)(4) and 
(a)(7), as in effect on September 2, 1974, 
and section 411(d) (2) and (3). Section 
1.411(d)–2 also contains certain dis-
crimination and vesting rules which 
are applicable to plan terminations. 

(vi) Paragraph (c)(7) of this section 
applies to plan terminations occurring 
on or after March 12, 1984. For distribu-
tions not on account of plan termi-
nations, paragraph (c)(7) applies to dis-
tributions in plan years beginning after 
December 31, 1983. However, a plan may 
elect to apply that paragraph to dis-
tributions not on account of plan ter-
mination on or after January 10, 1984. 

(d)(1) Except as provided in para-
graph (d)(2) of this section, the provi-
sions of this section do not apply to 
plan years beginning on or after Janu-
ary 1, 1994. For rules applicable to plan 
years beginning on or after January 1, 
1994, see §§ 1.401(a)(4)–1 through 
1.401(a)(4)–13. 

(2) In the case of plans maintained by 
organizations exempt from income tax-
ation under section 501(a), including 
plans subject to section 403(b)(12)(A)(i) 
(nonelective plans), the provisions of 
this section do not apply to plan years 
beginning on or after January 1, 1996. 
For rules applicable to plan years be-
ginning on or after January 1, 1996, see 
§§ 1.401(a)(4)–1 through 1.401(a)(4)–13. 

(Secs. 411 (d)(2) and (3) and 7805 of the Inter-
nal Revenue Code of 1954 (68A Stat. 917, 88 
Stat. 912; 26 U.S.C. 411(d)(2) and (3) and 7805)) 

[T.D. 6500, 25 FR 11674, Nov. 26, 1960, as 
amended by T.D. 6675, 28 FR 10119, Sept. 17, 
1963; T.D. 7934, 49 FR 1183, Jan. 10, 1984; 49 FR 
2104, Jan. 18, 1984; T.D. 8360, 56 FR 47536, 
Sept. 19, 1991; T.D. 8485, 58 FR 46778, Sept. 3, 
1993] 

§ 1.401–5 Period for which require-
ments of section 401(a) (3), (4), (5), 
and (6) are applicable with respect 
to plans put into effect before Sep-
tember 2, 1974. 

A pension, profit-sharing, stock 
bonus, or annuity plan shall be consid-
ered as satisfying the requirements of 
section 401(a) (3), (4), (5), and (6) for the 
period beginning with the date on 
which it was put into effect and ending 
with the 15th day of the third month 

following the close of the taxable year 
of the employer in which the plan was 
put into effect, if all the provisions of 
the plan which are necessary to satisfy 
such requirements are in effect by the 
end of such period and have been made 
effective for all purposes with respect 
to the whole of such period. Thus, if an 
employer in 1954 adopts such a plan as 
of January 1, 1954, and makes a return 
on the basis of the calendar year, he 
will have until March 15, 1955, to 
amend his plan so as to make it satisfy 
the requirements of section 401(a) (3), 
(4), (5), and (6) for the calendar year 
1954 provided that by March 15, 1955, all 
provisions of such plan necessary to 
satisfy such requirements are in effect 
and have been made retroactive for all 
purposes to January 1, 1954, the effec-
tive date of the plan. If an employer is 
on a fiscal year basis, for example, 
April 1 to March 31, and in 1954 adopts 
such a plan effective as of April 1, 1954, 
he will have until June 15, 1955, to 
amend his plan so as to make it satisfy 
the requirements of section 401(a) (3), 
(4), (5), and (6) for the fiscal year begin-
ning April 1, 1954, provided that by 
June 15, 1955, all provisions of such 
plan necessary to satisfy such require-
ments are in effect and have been made 
retroactive for all purposes to April 1, 
1954, the effective date of the plan. It 
should be noted that under section 
401(b) the period in which a plan may 
be amended to qualify under section 
401(a) ends before the date on which 
taxpayers other than corporations are 
required to file income tax returns. See 
section 6072. This section shall not 
apply to any pension, profit-sharing, 
stock bonus, or annuity plan put into 
effect after September 1, 1974, and shall 
not apply with respect to any disquali-
fying provision to which § 1.401(b)–1 ap-
plies. 

[T.D. 6500, 25 FR 11674, Nov. 26, 1960; as 
amended by T.D. 7436, 41 FR 42653, Sept. 28, 
1976] 

§ 1.401–6 Termination of a qualified 
plan. 

(a) General rules. (1) In order for a 
pension, profit-sharing, or stock bonus 
trust to satisfy the requirements of 
section 401, the plan of which such 
trust forms a part must expressly pro-
vide that, upon the termination of the 
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plan or upon the complete discontinu-
ance of contributions under the plan, 
the rights of each employee to benefits 
accrued to the date of such termi-
nation or discontinuance, to the extent 
then funded, or the rights of each em-
ployee to the amounts credited to his 
account at such time, are nonforfeit-
able. As to what constitutes nonforfeit-
able rights of an employee, see para-
graph (a)(2) of § 1.402(b)–1. 

(2)(i) A qualified plan must also pro-
vide for the allocation of any pre-
viously unallocated funds to the em-
ployees covered by the plan upon the 
termination of the plan or the com-
plete discontinuance of contributions 
under the plan. Such provision may be 
incorporated in the plan at its incep-
tion or by an amendment made prior to 
the termination of the plan or the dis-
continuance of contributions there-
under. 

(ii) Any provision for the allocation 
of unallocated funds is acceptable if it 
specifies the method to be used and 
does not conflict with the provisions of 
section 401(a)(4) and the regulations 
thereunder. The allocation of 
unallocated funds may be in cash or in 
the form of other benefits provided 
under the plan. However, the allocation 
of the funds contributed by the em-
ployer among the employees need not 
necessarily benefit all the employees 
covered by the plan. For example, an 
allocation may be satisfactory if pri-
ority is given to benefits for employees 
over the age of 50 at the time of the 
termination of the plan, or those who 
then have at least 10 years of service, if 
there is no possibility of discrimina-
tion in favor of employees who are offi-
cers, shareholders, employees whose 
principal duties consist in supervising 
the work of other employees, or highly 
compensated employees. 

(iii) Subdivisions (i) and (ii) of this 
subparagraph do not require the alloca-
tion of amounts to the account of any 
employee if such amounts are not re-
quired to be used to satisfy the liabil-
ities with respect to employees and 
their beneficiaries under the plan (see 
section 401(a)(2)). 

(b) Termination defined. (1) Whether a 
plan is terminated is generally a ques-
tion to be determined with regard to 
all the facts and circumstances in a 

particular case. For example, a plan is 
terminated when, in connection with 
the winding up of the employer’s trade 
or business, the employer begins to dis-
charge his employees. However, a plan 
is not terminated, for example, merely 
because an employer consolidates or 
replaces that plan with a comparable 
plan. Similarly, a plan is not termi-
nated merely because the employer 
sells or otherwise disposes of his trade 
or business if the acquiring employer 
continues the plan as a separate and 
distinct plan of its own, or consolidates 
or replaces that plan with a com-
parable plan. See paragraph (d)(4) of 
§ 1.381(c)(11)–1 for the definition of com-
parable plan. In addition, the Commis-
sioner may determine that other plans 
are comparable for purposes of this sec-
tion. 

(2) For purposes of this section, the 
term termination includes both a partial 
termination and a complete termi-
nation of a plan. Whether or not a par-
tial termination of a qualified plan oc-
curs when a group of employees who 
have been covered by the plan are sub-
sequently excluded from such coverage 
either by reason of an amendment to 
the plan, or by reason of being dis-
charged by the employer, will be deter-
mined on the basis of all the facts and 
circumstances. Similarly, whether or 
not a partial termination occurs when 
benefits or employer contributions are 
reduced, or the eligibility or vesting 
requirements under the plan are made 
less liberal, will be determined on the 
basis of all the facts and cir-
cumstances. However, if a partial ter-
mination of a qualified plan occurs, the 
provisions of section 401(a)(7) and this 
section apply only to the part of the 
plan that is terminated. 

(c) Complete discontinuance defined. (1) 
For purposes of this section, a com-
plete discontinuance of contributions 
under the plan is contrasted with a sus-
pension of contributions under the 
plan, which is merely a temporary ces-
sation of contributions by the em-
ployer. A complete discontinuance of 
contributions may occur although 
some amounts are contributed by the 
employer under the plan if such 
amounts are not substantial enough to 
reflect the intent on the part of the 
employer to continue to maintain the 
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plan. The determination of whether a 
complete discontinuance of contribu-
tions under the plan has occurred will 
be made with regard to all the facts 
and circumstances in the particular 
case, and without regard to the amount 
of any contributions made under the 
plan by employees. 

(2) In the case of a pension plan, a 
suspension of contributions will not 
constitute a discontinuance if— 

(i) The benefits to be paid or made 
available under the plan are not af-
fected at any time by the suspension, 
and 

(ii) The unfunded past service cost at 
any time (which includes the unfunded 
prior normal cost and unfunded inter-
est on any unfunded cost) does not ex-
ceed the unfunded past service cost as 
of the date of establishment of the 
plan, plus any additional past service 
or supplemental costs added by amend-
ment. 

(3) In any case in which a suspension 
of a profit-sharing plan is considered a 
discontinuance, the discontinuance be-
comes effective not later than the last 
day of the taxable year of the employer 
following the last taxable year of such 
employer for which a substantial con-
tribution was made under the profit- 
sharing plan. 

(d) Contributions or benefits which re-
main forfeitable. The provisions of this 
section do not apply to amounts which 
are reallocated to prevent the discrimi-
nation prohibited by section 401(a)(4) 
(see paragraph (c) of § 1.401–4). 

(e) Effective date. This section shall 
apply to taxable years of a qualified 
plan commencing after September 30, 
1963. In the case of the termination or 
complete discontinuance (as defined in 
this section) of any qualified plan dur-
ing any such taxable year, the rights 
accorded to each employee covered 
under the plan must conform to the re-
quirements of this section. However, a 
plan which is qualified on September 
30, 1963, will not be disqualified merely 
because it does not expressly include 
the provisions prescribed by this sec-
tion. 

[T.D. 6675, 28 FR 10120, Sept. 17, 1963] 

§ 1.401–7 Forfeitures under a qualified 
pension plan. 

(a) General rules. In the case of a trust 
forming a part of a qualified pension 
plan, the plan must expressly provide 
that forfeitures arising from severance 
of employment, death, or for any other 
reason, must not be applied to increase 
the benefits any employee would other-
wise receive under the plan at any time 
prior to the termination of the plan or 
the complete discontinuance of em-
ployer contributions thereunder. The 
amounts so forfeited must be used as 
soon as possible to reduce the employ-
er’s contributions under the plan. How-
ever, a qualified pension plan may an-
ticipate the effect of forfeitures in de-
termining the costs under the plan. 
Furthermore, a qualified plan will not 
be disqualified merely because a deter-
mination of the amount of forfeitures 
under the plan is made only once dur-
ing each taxable year of the employer. 

(b) Examples. The rules of paragraph 
(a) of this section may be illustrated by 
the following examples: 

Example 1. The B Company Pension Trust 
forms a part of a pension plan which is fund-
ed by individual level annual premium annu-
ity contracts. The plan requires ten years of 
service prior to obtaining a vested right to 
benefits under the plan. One of the com-
pany’s employees resigns his position after 
two years of service. The insurance company 
paid to the trustees the cash surrender value 
of the contract—$750. The B Company must 
reduce its next contribution to the pension 
trust by this amount. 

Example 2. The C Corporation’s trusteed 
pension plan has been in existence for 20 
years. It is funded by individual contracts 
issued by an insurance company, and the 
premiums thereunder are paid annually. 
Under such plan, the annual premium ac-
crued for the year 1966 is due and is paid on 
January 2, 1966, and on July 1 of the same 
year the plan is terminated due to the liq-
uidation of the employer. Some forfeitures 
were incurred and collected by the trustee 
with respect to those participants whose em-
ployment terminated between January 2 and 
July 1. The plan provides that the amount of 
such forfeitures is to be applied to provide 
additional annuity benefits for the remain-
ing employees covered by the plan. The pen-
sion plan of the C Corporation satisfies the 
provisions of section 401(a)(8). Although for-
feitures are used to increase benefits in this 
case, this use of forfeitures is permissible 
since no further contributions will be made 
under the plan. 
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(c) Effective date. This section applies 
to taxable years of a qualified plan 
commencing after September 30, 1963. 
However, a plan which is qualified on 
September 30, 1963, will not be disquali-
fied merely because it does not ex-
pressly include the provisions pre-
scribed by this section. 

[T.D. 6675, 28 FR 10121, Sept. 17, 1963] 

§ 1.401–8 Custodial accounts prior to 
January 1, 1974. 

(a) Treatment of a custodial account as 
a qualified trust. For taxable years of a 
plan beginning after December 31, 1962, 
a custodial account may be used, in 
lieu of a trust, under any pension, prof-
it-sharing, or stock bonus plan, de-
scribed in section 401 if the require-
ments of paragraph (b) of this section 
are met. A custodial account may be 
used under such a plan, whether the 
plan covers common-law employees, 
self-employed individuals who are 
treated as employees by reason of sec-
tion 401(c), or both. The use of a custo-
dial account as part of a plan does not 
preclude the use of a trust or another 
custodial account as part of the same 
plan. A plan under which a custodial 
account is used may be considered in 
connection with other plans of the em-
ployer in determining whether the re-
quirements of section 401 are satisfied. 
For regulations relating to the period 
after December 31, 1973, see § 1.401(f)–11. 

(b) Rules applicable to custodial ac-
counts. (1) A custodial account shall be 
treated for taxable years beginning 
after December 31, 1962, as a qualified 
trust under section 401 if such account 
meets the following requirements de-
scribed in subdivisions (i) through (iii) 
of this subparagraph: 

(i) The custodial account must sat-
isfy all the requirements of section 401 
that are applicable to qualified trusts. 
See subparagraph (2) of this paragraph. 

(ii) The custodian of the custodial ac-
count must be a bank. 

(iii) The custodial agreement pro-
vides that the investment of the funds 
in the account is to be made— 

(A) Solely in stock of one or more 
regulated investment companies which 
is registered in the name of the custo-
dian or its nominee and with respect to 
which an employee who is covered by 
the plan is the beneficial owner, or 

(B) Solely in annuity, endowment, or 
life insurance contracts, issued by an 
insurance company and held by the 
custodian until distributed pursuant to 
the terms of the plan. For purposes of 
the preceding sentence, a face-amount 
certificate described in section 401(g) 
and § 1.401–9 is treated as an annuity 
issued by an insurance company. 
See subparagraphs (3) and (4) of this 
paragraph. 

(2) As a result of the requirement de-
scribed in subparagraph (1)(i) of this 
paragraph (relating to the require-
ments applicable to qualified trusts), 
the custodial account must, for exam-
ple, be created pursuant to a written 
agreement which constitutes a valid 
contract under local law. In addition, 
the terms of the contract must make it 
impossible, prior to the satisfaction of 
all liabilities with respect to the em-
ployees and their beneficiaries covered 
by the plan, for any part of the funds of 
the custodial account to be used for, or 
diverted to, purposes other than for the 
exclusive benefit of the employees or 
their beneficiaries as provided for in 
the plan (see paragraph (a) of § 1.401–2). 

(3) The requirement described in sub-
paragraph (1)(iii) of this paragraph, re-
lating to the investment of the funds of 
the plan, applies, for example, to the 
employer contributions under the plan, 
any employee contributions under the 
plan, and any earnings on such con-
tributions. Such requirement also ap-
plies to capital gains realized upon the 
sale of stock described in (A) of such 
subdivision, to any capital gain divi-
dends received in connection with such 
stock, and to any refunds described in 
section 852(b)(3)(D)(ii) (relating to un-
distributed capital gains of a regulated 
investment company) which is received 
in connection with such stock. How-
ever, since such requirement relates 
only to the investment of the funds of 
the plan, the custodian may deposit 
funds with a bank, in either a checking 
or savings account, while accumulating 
sufficient funds to make additional in-
vestments or while awaiting an appro-
priate time to make additional invest-
ments. 

(4) The requirement in subparagraph 
(1)(iii)(A) of this paragraph that an em-
ployee covered by the plan be the bene-
ficial owner of the stock does not mean 
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that the employee who is the beneficial 
owner must have a nonforfeitable in-
terest in the stock. Thus, a plan may 
provide for forfeitures of an employee’s 
interest in such stock in the same 
manner as plans which use a trust. In 
the event of a forfeiture of an employ-
ee’s beneficial ownership in the stock 
of a regulated investment company, 
the beneficial ownership of such stock 
must pass to another employee covered 
by the plan. 

(c) Effects of qualification. (1) Any cus-
todial account which satisfies the re-
quirements of section 401(f) shall be 
treated as a qualified trust for all pur-
poses of the Internal Revenue Code of 
1954. Accordingly, such a custodial ac-
count shall be treated as a separate 
legal person which is exempt from the 
income tax by section 501(a). On the 
other hand, such a custodial account is 
required to file the returns described in 
sections 6033 and 6047 and to supply any 
other information which a qualified 
trust is required to furnish. 

(2) In determining whether the funds 
of a custodial account are distributed 
or made available to an employee or 
his beneficiary, the rules which under 
section 402(a) are applicable to trusts 
will also apply to the custodial account 
as though it were a separate legal per-
son and not an agent of the employee. 

(d) Effect of loss of qualification. If a 
custodial account which has qualified 
under section 401 fails to qualify under 
such section for any taxable year, such 
custodial account will not thereafter 
be treated as a separate legal person, 
and the funds in such account shall be 
treated as made available within the 
meaning of section 402(a)(1) to the em-
ployees for whom they are held. 

(e) Definitions. For purposes of this 
section— 

(1) The term bank means a bank as 
defined in section 401(d)(1). 

(2) The term regulated investment com-
pany means any domestic corporation 
which issues only redeemable stock 
and is a regulated investment company 
within the meaning of section 851(a) 
(but without regard to whether such 

corporation meets the limitations of 
section 851(b)). 

(Secs. 401(f)(2), 7805, Internal Revenue Code 
of 1954 (88 Stat. 939 and 68A Stat. 917; 26 
U.S.C. 401(f)(2), 7805)) 

[T.D. 6675, 28 FR 10121, Sept. 17, 1963, as 
amended by T.D. 7565, 43 FR 41204, Sept. 15, 
1978. Redesignated and amended by T.D. 7748, 
46 FR 1695, Jan. 7, 1981] 

§ 1.401–9 Face-amount certificates— 
nontransferable annuity contracts. 

(a) Face-amount certificates treated as 
annuity contracts. Section 401(g) pro-
vides that a face-amount certificate (as 
defined in section 2(a)(15) of the Invest-
ment Company Act of 1940 (15 U.S.C. 
sec. 80a–2)) which is not transferable 
within the meaning of paragraph (b)(3) 
of this section shall be treated as an 
annuity contract for purposes of sec-
tions 401 through 404 for any taxable 
year of a plan subject to such sections 
beginning after December 31, 1962. Ac-
cordingly, there may be established for 
any such taxable year a qualified plan 
under which such face-amount certifi-
cates are purchased for the partici-
pating employees without the creation 
of a trust or custodial account. How-
ever, for such a plan to qualify, the 
plan must satisfy all the requirements 
applicable to a qualified annuity plan 
(see section 403(a) and the regulations 
thereunder). 

(b) Nontransferability of face-amount 
certificates and annuity contracts. (1)(i) 
Section 401(g) provides that, in order 
for any face-amount certificate, or any 
other contract issued after December 
31, 1962, to be subject to any provision 
under sections 401 through 404 which is 
applicable to annuity contracts, as 
compared to other forms of invest-
ment, such certificate or contract must 
be nontransferable at any time when it 
is held by any person other than the 
trustee of a trust described in section 
401(a) and exempt under section 501(a). 
Thus, for example, in order for a group 
or individual retirement income con-
tract to be treated as an annuity con-
tract, if such contract is not held by 
the trustee of an exempt employees’ 
trust, it must satisfy the requirements 
of this section. Furthermore, a face- 
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amount certificate or an annuity con-
tract will be subject to the tax treat-
ment under section 403(b) only if it sat-
isfies the requirements of section 401(g) 
and this section. Any certificate or 
contract in order to satisfy the provi-
sions of this section must expressly 
contain the provisions that are nec-
essary to make such certificate or con-
tract not transferable within the mean-
ing of this paragraph. 

(ii) In the case of any group contract 
purchased by an employer under a plan 
to which sections 401 through 404 apply, 
the restriction on transferability re-
quired by section 401(g) and this sec-
tion applies to the interest of the em-
ployee participants under such group 
contract but not to the interest of the 
employer under such contract. 

(2) If a trust described in section 
401(a) which is exempt from tax under 
section 501(a) distributes any annuity, 
endowment, retirement income, or life 
insurance contract, then the rules re-
lating to the taxability of the dis-
tributee of any such contract are set 
forth in paragraph (a)(2) of § 1.402(a)–1. 

(3) A face-amount certificate or an 
annuity contract is transferable if the 
owner can transfer any portion of his 
interest in the certificate or contract 
to any person other than the issuer 
thereof. Accordingly, such a certificate 
or contract is transferable if the owner 
can sell, assign, discount, or pledge as 
collateral for a loan or as security for 
the performance of an obligation or for 
any other purpose his interest in the 
certificate or contract to any person 
other than the issuer thereof. On the 
other hand, for purposes of section 
401(g), a face-amount certificate or an-
nuity contract is not considered to be 
transferable merely because such cer-
tificate or contract, or the plan of 
which it is a part, contains a provision 
permitting the employee to designate a 
beneficiary to receive the proceeds of 
the certificate or contract in the event 
of his death, or contains a provision 
permitting the employee to elect to re-
ceive a joint and survivor annuity, or 
contains other similar provisions. 

(4) A material modification in the 
terms of an annuity contract con-
stitutes the issuance of a new contract 
regardless of the manner in which it is 
made. 

(c) Examples. The rules of this section 
may be illustrated by the following ex-
amples: 

Example 1. The P Employees’ Annuity Plan 
is a nontrusteed plan which is funded by in-
dividual annuity contracts issued by the Y 
Insurance Company. Each annuity contract 
issued by such company after December 31, 
1962, provides, on its face, that it is ‘‘NOT 
TRANSFERABLE’’. The terms of each such con-
tract further provide that, ‘‘This contract 
may not be sold, assigned, discounted, or 
pledged as collateral for a loan or as security 
for the performance of an obligation or for 
any other purpose, to any person other than 
this company.’’ The annuity contracts of the 
P Employees’ Annuity Plan satisfy the re-
quirements of section 401(g) and this section. 

Example 2. The R Company Pension Trust 
forms a part of a pension plan which is fund-
ed by individual level premium annuity con-
tracts. Such contracts are purchased by the 
trustee of the R Company Pension Trust 
from the Y Insurance Company. The trustee 
of the R Company Pension Trust is the legal 
owner of each such contract at all times 
prior to the distribution of such contract to 
a qualifying annuitant. The trustee pur-
chases such a contract on January 3, 1963, in 
the name of an employee who qualifies on 
that date for coverage under the plan. At the 
time such contract is purchased, and while 
the contract is held by the trustee of the R 
Company Pension Trust, the contract does 
not contain any restrictions with respect to 
its transferability. The annuity contract 
purchased by the trustee of the R Company 
Pension Trust satisfies the requirements of 
section 401(g) and this section while it is held 
by the trustee. 

Example 3. A is the trustee of the X Cor-
poration’s Employees’ Pension Trust. The 
trust forms a part of a pension plan which is 
funded by individual level premium annuity 
contracts. The trustee is the legal owner of 
such contracts, but the employees covered 
under the plan obtain beneficial interests in 
such contracts after ten years of service with 
the X Corporation. On January 15, 1980, A 
distributes to D an annuity contract issued 
to A in D’s name on June 25, 1959, and dis-
tributes to E an annuity contract issued to A 
in E’s name on September 30, 1963. The con-
tract issued to D need not be nontransfer-
able, but the contract issued to E must be 
nontransferable in order to satisfy the re-
quirements of section 401(g) and this section. 

Example 4. The corpus of the Y Corpora-
tion’s Employees’ Pension Plan consists of 
individual insurance contracts in the names 
of the covered employees and an auxiliary 
fund which is used to convert such policies 
to annuity contracts at the time a bene-
ficiary of such trust retires. F retires on 
June 15, 1963, and the trustee converts the in-
dividual insurance contract on F’s life to a 
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life annuity which is distributed to him. The 
life annuity issued on F’s life must be non-
transferable in order to satisfy the require-
ments of section 401(g) and this section. 

[T.D. 6675, 28 FR 10122, Sept. 17, 1963] 

§ 1.401–10 Definitions relating to plans 
covering self-employed individuals. 

(a) In general. (1) Certain self-em-
ployed individuals may be covered by a 
qualified pension, annuity, or profit- 
sharing plan for taxable years begin-
ning after December 31, 1962. This sec-
tion contains definitions relating to 
plans covering self-employed individ-
uals. The provisions of §§ 1.401–1 
through 1.401–9, relating to require-
ments which are applicable to all 
qualified plans, are also generally ap-
plicable to any plan covering a self-em-
ployed individual. However, in addition 
to such requirements, any plan cov-
ering a self-employed individual is sub-
ject to the rules contained in §§ 1.401–11 
through 1.401–13. Section 1.401–11 con-
tains general rules which are applica-
ble to any plan covering a self-em-
ployed individual who is an employee 
within the meaning of paragraph (b) of 
this section. Section 1.401–12 contains 
special rules which are applicable to 
plans covering self-employed individ-
uals when one or more of such individ-
uals is an owner-employee within the 
meaning of paragraph (d) of this sec-
tion. Section 1.401–13 contains rules re-
lating to excess contributions by, or 
for, an owner-employee. The provisions 
of this section and of §§ 1.401–11 through 
1.401–13 are applicable to taxable years 
beginning after December 31, 1962. 

(2) A self-employed individual is cov-
ered under a qualified plan during the 
period beginning with the date a con-
tribution is first made by, or for, him 
under the qualified plan and ending 
when there are no longer funds under 
the plan which can be used to provide 
him or his beneficiaries with benefits. 

(b) Treatment of a self-employed indi-
vidual as an employee. (1) For purposes 
of section 401, a self-employed indi-
vidual who receives earned income 
from an employer during a taxable 
year of such employer beginning after 
December 31, 1962, shall be considered 
an employee of such employer for such 
taxable year. Moreover, such an indi-
vidual will be considered an employee 

for a taxable year if he would otherwise 
be treated as an employee but for the 
fact that the employer did not have net 
profits for that taxable year. Accord-
ingly, the employer may cover such an 
individual under a qualified plan dur-
ing years of the plan beginning with or 
within a taxable year of the employer 
beginning after December 31, 1962. 

(2) If a self-employed individual is en-
gaged in more than one trade or busi-
ness, each such trade or business shall 
be considered a separate employer for 
purposes of applying the provisions of 
sections 401 through 404 to such indi-
vidual. Thus, if a qualified plan is es-
tablished for one trade or business but 
not the others, the individual will be 
considered an employee only if he re-
ceived earned income with respect to 
such trade or business and only the 
amount of such earned income derived 
from that trade or business shall be 
taken into account for purposes of the 
qualified plan. 

(3)(i) The term employee, for purposes 
of section 401, does not include a self- 
employed individual when the term 
‘‘common-law’’ employee is used or 
when the context otherwise requires 
that the term ‘‘employee’’ does not in-
clude a self-employed individual. The 
term ‘‘common- law’’ employee also in-
cludes an individual who is treated as 
an employee for purposes of section 401 
by reason of the provisions of section 
7701(a)(20), relating to the treatment of 
certain full-time life insurance sales-
men as employees. Furthermore, an in-
dividual who is a common-law em-
ployee is not a self-employed indi-
vidual with respect to income attrib-
utable to such employment, even 
though such income constitutes net 
earnings from self-employment as de-
fined in section 1402(a). Thus, for exam-
ple, a minister who is a common-law 
employee is not a self-employed indi-
vidual with respect to income attrib-
utable to such employment, even 
though such income constitutes net 
earnings from self-employment as de-
fined in section 1402(a). 

(ii) An individual may be treated as 
an employee within the meaning of sec-
tion 401(c)(1) of one employer even 
though such individual is also a com-
mon-law employee of another em-
ployer. For example, an attorney who 
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is a common-law employee of a cor-
poration and who, in the evenings 
maintains an office in which he prac-
tices law as a self-employed individual 
is an employee within the meaning of 
section 401(c)(1) with respect to the law 
practice. This example would not be al-
tered by the fact that the corporation 
maintained a qualified plan under 
which the attorney is benefited as a 
common-law employee. 

(4) For the purpose of determining 
whether an employee within the mean-
ing of section 401(c)(1) satisfies the re-
quirements for eligibility under a 
qualified plan established by an em-
ployer, such an employer may take 
into account past services rendered by 
such an employee both as a self-em-
ployed individual and as a common-law 
employee if past services rendered by 
other employees, including common- 
law employees, are similarly taken 
into account. However, an employer 
cannot take into account only past 
services rendered by employees within 
the meaning of section 401(c)(1) if past 
services rendered to such employer by 
individuals who are, or were, common- 
law employees are not taken into ac-
count. Past service as described in this 
subparagraph may be taken into ac-
count for the purpose of determining 
whether an individual who is, or was, 
an employee within the meaning of sec-
tion 401(c)(1) satisfies the requirements 
for eligibility even if such service was 
rendered prior to January 1, 1963. On 
the other hand, past service cannot be 
taken into account for purposes of de-
termining the contributions which may 
be made on such an individual’s behalf 
under a qualified plan. 

(c) Definition of earned income—(1) 
General rule. For purposes of section 401 
and the regulations thereunder, 
‘‘earned income’’ means, in general, 
net earnings from self-employment (as 
defined in section 1402(a)) to the extent 
such net earnings constitute compensa-
tion for personal services actually ren-
dered within the meaning of section 
911(b). 

(2) Net earnings from self-employment. 
(i) The computation of the net earnings 
from self-employment shall be made in 
accordance with the provisions of sec-
tion 1402(a) and the regulations there-
under, with the modifications and ex-

ceptions described in subdivisions (ii) 
through (iv) of this subparagraph. 
Thus, an individual may have net earn-
ings from self-employment, as defined 
in section 1402(a), even though such in-
dividual does not have self-employ-
ment income, as defined in section 
1402(b), and, therefore, is not subject to 
the tax on self-employment income im-
posed by section 1401. 

(ii) Items which are not included in 
gross income for purposes of chapter 1 
of the Code and the deductions prop-
erly attributable to such items must be 
excluded from the computation of net 
earnings from self-employment even 
though the provisions of section 1402(a) 
specifically require the inclusion of 
such items. For example, if an indi-
vidual is a resident of Puerto Rico, so 
much of his net earnings from self-em-
ployment as are excluded from gross 
income under section 933 must not be 
taken into account in computing his 
net earnings from self-employment 
which are earned income for purposes 
of section 401. 

(iii) In computing net earnings from 
self-employment for the purpose of de-
termining earned income, a self-em-
ployed individual may disregard only 
deductions for contributions made on 
his own behalf under a qualified plan. 
However, such computation must take 
into account the deduction allowed by 
section 404 or 405 for contributions 
under a qualified plan on behalf of the 
common-law employees of the trade or 
business. 

(iv) For purposes of determining 
whether an individual has net earnings 
from self-employment and, thus, 
whether he is an employee within the 
meaning of section 401(c)(1), the excep-
tions in section 1402(c) (4) and (5) shall 
not apply. Thus, certain ministers, cer-
tain members of religious orders, doc-
tors of medicine, and Christian Science 
practitioners are treated for purposes 
of section 401 as being engaged in a 
trade or business from which net earn-
ings from self-employment are derived. 
In addition, the exceptions in section 
1402(c)(2) shall not apply in the case of 
any individual who is treated as an em-
ployee under section 3121(d)(3) (A), (C), 
or (D). Therefore, such individuals are 
treated, for purposes of section 401, as 
being engaged in a trade or business 
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from which net earnings from self-em-
ployment may be derived. 

(3) Compensation for personal services 
actually rendered. (i) For purposes of 
section 401, the term ‘‘earned income’’ 
includes only that portion of an indi-
vidual’s net earnings from self-employ-
ment which constitutes earned income 
as defined in section 911(b) and the reg-
ulations thereunder. Thus, such term 
includes only professional fees and 
other amounts received as compensa-
tion for personal services actually ren-
dered by the individual. There is ex-
cluded from ‘‘earned income’’ the 
amount of any item of income, and any 
deduction properly attributable to such 
item, if such amount is not received as 
compensation for personal services ac-
tually rendered. Therefore, an indi-
vidual who renders no personal services 
has no ‘‘earned income’’ even though 
such an individual may have net earn-
ings from self-employment from a 
trade or business. 

(ii) If a self-employed individual is 
engaged in a trade or business in which 
capital is a material income-producing 
factor, then, under section 911(b), his 
earned income is only that portion of 
the net profits from the trade or busi-
ness which constitutes a reasonable al-
lowance as compensation for personal 
services actually rendered. However, 
such individual’s earned income cannot 
exceed 30 percent of the net profits of 
such trade or business. The net profits 
of the trade or business is not nec-
essarily the same as the net earnings 
from self-employment derived from 
such trade or business. 

(4) Minimum earned income when both 
personal services and capital are material 
income-producing factors. (i) If a self-em-
ployed individual renders personal 
services on a full-time, or substantially 
full-time, basis to only one trade or 
business, and if with respect to such 
trade or business capital is a material 
income-producing factor, then the 
amount of such individual’s earned in-
come from the trade or business is con-
sidered to be not less than so much of 
his share in the net profits of such 
trade or business as does not exceed 
$2,500. 

(ii) If a self-employed individual ren-
ders substantial personal services to 
more than one trade or business, and if 

with respect to all such trades or busi-
nesses such self-employed individual 
actually renders personal services on a 
full-time, or substantially full-time, 
basis, then the earned income of the 
self-employed individual from trades or 
businesses for which he renders sub-
stantial personal services and in which 
both personal services and capital are 
material income-producing factors is 
considered to be not less than— 

(A) So much of such individual’s 
share of the net profits from all trades 
or businesses in which he renders sub-
stantial personal services as does not 
exceed $2,500, reduced by. 

(B) Such individual’s share of the net 
profits of any trade or business in 
which only personal services is a mate-
rial income-producing factor. 

However, in no event shall the share of 
the net profits of any trade or business 
in which capital is a material income- 
producing factor be reduced below the 
amount which would, without regard 
to the provisions of this subdivision, be 
treated as the earned income derived 
from such trade or business under sec-
tion 911(b). In making the computation 
required by this subdivision, any trade 
or business with respect to which the 
individual renders substantial personal 
services shall be taken into account ir-
respective of whether a qualified plan 
has been established by such trade or 
business. 

(iii) If the provisions of subdivision 
(ii) of this subparagraph apply in deter-
mining the earned income of a self-em-
ployed individual, and such individual 
is engaged in two or more trades or 
businesses in which capital and per-
sonal services are material income-pro-
ducing factors, then the total amount 
treated as the earned income shall be 
allocated to each such trade or busi-
ness for which he performs substantial 
personal services in the same propor-
tion as his share of net profits from 
each such trade or business bears to his 
share of the total net profits from all 
such trades or businesses. Thus, in such 
case, the amount of earned income at-
tributable to any such trade or busi-
ness is computed by multiplying the 
total earned income as determined 
under subdivision (ii) of this subpara-
graph by the individual’s net profits 
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from such trade or business and divid-
ing that product by the individual’s 
total net profits from all such trades or 
businesses. 

(iv) For purposes of this subpara-
graph, the determination of whether an 
individual renders personal services on 
a full-time, or substantially full-time, 
basis is to be made with regard to the 
aggregate of the trades and businesses 
with respect to which the employee 
renders substantial personal services as 
a common-law employee or as a self- 
employed individual. However, for all 
other purposes in applying the rules of 
this subparagraph, a trade or business 
with respect to which an individual is a 
common-law employee shall be dis-
regarded. 

(d) Definition of owner-employee. For 
purposes of section 401 and the regula-
tions thereunder, the term ‘‘owner-em-
ployee’’ means a proprietor of a propri-
etorship, or, in the case of a partner-
ship, a partner who owns either more 
than 10 percent of the capital interest, 
or more than 10 percent of the profits 
interest, of the partnership. Thus, an 
individual who owns only 2 percent of 
the profits interest but 11 percent of 
the capital interest of a partnership is 
an owner-employee. A partner’s inter-
est in the profits and the capital of the 
partnership shall be determined by the 
partnership agreement. In the absence 
of any provision regarding the sharing 
of profits, the interest in profits of the 
partners will be determined in the 
same manner as their distributive 
shares of partnership taxable income. 
However, a guaranteed payment (as de-
scribed in section 707(c)) is not consid-
ered a distributive share of partnership 
income for such purpose. See section 
704(b), relating to the determination of 
the distributive share by the income or 
loss ratio, and the regulations there-
under. In the absence of a provision in 
the partnership agreement, a partner’s 
capital interest in a partnership shall 
be determined on the basis of his inter-
est in the assets of the partnership 
which would be distributable to such 
partner upon his withdrawal from the 
partnership, or upon liquidation of the 
partnership, whichever is the greater. 

(e) Definition of employer. (1) For pur-
poses of section 401, a sole proprietor is 
considered to be his own employer, and 

the partnership is considered to be the 
employer of each of the partners. Thus, 
an individual partner is not an em-
ployer who may establish a qualified 
plan with respect to his services to the 
partnership. 

(2) Regardless of the provision of 
local law, a partnership is deemed, for 
purposes of section 401, to be con-
tinuing until such time as it is termi-
nated within the meaning of section 
708, relating to the continuation of a 
partnership. 

[T.D. 6675, 28 FR 10123, Sept. 17, 1963] 

§ 1.401–11 General rules relating to 
plans covering self-employed indi-
viduals. 

(a) Introduction. This section provides 
certain rules which supplement, and 
modify, the rules of §§ 1.401–1 through 
1.401–9 in the case of a qualified pen-
sion, annuity, or profit-sharing plan 
which covers a self-employed indi-
vidual who is an employee within the 
meaning of section 401(c)(1). The provi-
sions of this section apply to taxable 
years beginning after December 31, 
1962. Except as otherwise provided, 
paragraphs (b) through (m) of this sec-
tion apply to taxable years beginning 
after December 31, 1962. Paragraph (n) 
of this section applies to plan years de-
termined in accordance with paragraph 
(n)(1) of this section. 

(b) General rules. (1) If the amount of 
employer contributions for common- 
law employees covered under a quali-
fied plan is related to the earned in-
come (as defined in section 401(c)(2)) of 
a self-employed individual, or group of 
self-employed individuals, such a plan 
is a profit-sharing plan (as described in 
paragraph (b)(1)(ii) of § 1.401–1) since 
earned income is dependent upon the 
profits of the trade or business with re-
spect to which the plan is established. 
Thus, for example, a plan, which pro-
vides that the employer will contribute 
10 percent of the earned income of a 
self-employed individual but no more 
than $2,500, and that the employer con-
tribution on behalf of common-law em-
ployees shall be the same percentage of 
their salaries as the contribution on 
behalf of the self-employed individual 
bears to his earned income, is a profit- 
sharing plan, since the amount of the 
employer’s contribution for common- 
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law employees covered under the plan 
is related to the earned income of a 
self-employed individual and thereby 
to the profits of the trade or business. 
On the other hand, for example, a plan 
which defines the compensation of any 
self-employed individual as his earned 
income and which provides that the 
employer will contribute 10 percent of 
the compensation of each employee 
covered under the plan is a pension 
plan since the contribution on behalf of 
common-law employees is fixed with-
out regard to whether the self-em-
ployed individual has earned income or 
the amount thereof. 

(2) The Self-Employed Individuals 
Tax Retirement Act of 1962 (76 Stat. 
809) permits self-employed individuals 
to be treated as employees and there-
fore included in qualified plans, but it 
is clear that such law requires such 
self-employed individuals to provide 
benefits for their employees on a non-
discriminatory basis. Self-employed in-
dividuals will not be considered as pro-
viding contributions or benefits for an 
employee to the extent that the wages 
or salary of the employee covered 
under the plan are reduced at or about 
the time the plan is adopted. 

(3) In addition to permitting self-em-
ployed individuals to participate in 
qualified plans, the Self-Employed In-
dividuals Tax Retirement Act of 1962 
extends to such individuals some of the 
tax benefits allowed common-law em-
ployee-participants in such plans. How-
ever, the tax benefits allowed a self- 
employed individual are restricted by 
the limits which are placed on the de-
ductions allowed for contributions on 
such an individual’s behalf. In view of 
these restrictions on the tax benefits 
extended to any self-employed indi-
vidual, a self-employed individual par-
ticipating in a qualified plan may not 
participate in any forfeitures. There-
fore, in the case of a qualified plan 
which covers any self-employed indi-
vidual, a separate account must be es-
tablished for each self-employed indi-
vidual to which no forfeitures can be 
allocated. 

(c) Requirements as to coverage. (1) In 
general, section 401(a)(3) and the regu-
lations thereunder prescribe the cov-
erage requirements which a qualified 
plan must satisfy. However, if such a 

plan covers self-employed individuals 
who are not owner-employees, it must, 
in addition to satisfying such require-
ments, satisfy the requirements of this 
paragraph. If any owner-employee is 
covered under a qualified plan, the pro-
visions of this paragraph do not apply, 
but the provisions of section 401(d), in-
cluding section 401(d)(3), do apply (see 
§ 1.401–12). 

(2)(i) Section 401(a)(3)(B) provides 
that a plan may satisfy the coverage 
requirements for qualification if it cov-
ers such employees as qualify under a 
classification which is found not to dis-
criminate in favor of employees who 
are officers, shareholders, persons 
whose principal duties consist in super-
vising the work of other employees, or 
highly compensated employees. Sec-
tion 401(a)(5) sets forth certain classi-
fications that will not in themselves be 
considered discriminatory. Under such 
section, a classification which excludes 
all employees whose entire remunera-
tion constitutes ‘‘wages’’ under section 
3121(a)(1), will not be considered dis-
criminatory merely because of such ex-
clusion. Similarly, a plan which in-
cludes all employees will not be consid-
ered discriminatory solely because the 
contributions or benefits based on that 
part of their remuneration which is ex-
cluded from ‘‘wages’’ under section 
3121(a)(1) differ from the contributions 
or benefits based on that part of their 
remuneration which is not so excluded. 
However, in determining if a classifica-
tion is discriminatory under section 
401(a)(3)(B), consideration will be given 
to whether the total benefits resulting 
to each employee under the plan and 
under the Social Security Act, or under 
the Social Security Act only, establish 
an integrated and correlated retire-
ment system satisfying the tests of 
section 401(a). A plan which covers self- 
employed individuals, none of whom is 
an owner-employee, may also be inte-
grated with the contributions or bene-
fits under the Social Security Act. In 
such a case, the portion of the earned 
income (as defined in section 401(c)(2)) 
of such an individual which does not 
exceed the maximum amount which 
may be treated as self-employment in-
come under section 1402(b)(1), and 
which is derived from the trade or busi-
ness with respect to which the plan is 
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established, shall be treated as 
‘‘wages’’ under section 3121(a)(1) sub-
ject to the tax imposed by section 3111 
(relating to the tax on employers) for 
purposes of applying the rules of para-
graph (e)(2) of § 1.401–3, relating to the 
determination of whether a plan is 
properly integrated. However, if the 
plan covers an owner-employee, the 
rules relating to the integration of the 
plan with the contributions or benefits 
under the Social Security Act con-
tained in paragraph (b) of § 1.401–12 
apply. 

(ii) Certain of the classifications enu-
merated in section 401(a)(5) do not 
apply to plans which provide contribu-
tions or benefits for any self-employed 
individual. Since self-employed indi-
viduals are not salaried or clerical em-
ployees, the provision in section 
401(a)(5) permitting a plan, in certain 
cases to cover only this type of em-
ployee is inapplicable to plans which 
cover any self-employed individual. 

(iii) The classifications enumerated 
in section 401(a)(5) are not exclusive, 
and it is not necessary that a qualified 
plan cover all employees or all full- 
time employees. Plans may qualify 
even though coverage is limited in ac-
cordance with a particular classifica-
tion incorporated in the plan, provided 
the effect of covering only such em-
ployees as satisfy such eligibility re-
quirement does not result in the pro-
hibited discrimination. 

(d) Discrimination as to contributions or 
benefits—(1) In general. In order for a 
plan to be qualified, there must be no 
discrimination in contributions or ben-
efits in favor of employees who are offi-
cers, shareholders, supervisors, or high-
ly compensated, as against other em-
ployees whether within or without the 
plan. A self-employed individual, by 
reason of the contingent nature of his 
compensation, is considered to be a 
highly-compensated employee, and 
thus is a member of the group in whose 
favor discrimination is prohibited. In 
determining whether the prohibited 
discrimination exists, the total em-
ployer contribution on behalf of a self- 
employed individual shall be taken 
into account regardless of the fact that 
only a portion of such contribution is 
allowed as a deduction. For additional 
rules relating to discrimination as to 

contributions or benefits with regard 
to plans covering any owner-employee, 
see § 1.401–12. 

(2) Base for computing contributions or 
benefits. (i) A plan which is otherwise 
qualified is not considered discrimina-
tory merely because the contributions 
or benefits provided under the plan 
bear a uniform relationship to the 
total compensation, basic compensa-
tion, or regular rate of compensation of 
the employees, including self-employed 
individuals, covered under the plan. 

(ii) In the case of a self-employed in-
dividual who is covered under a quali-
fied plan, the total compensation of 
such individual is the earned income 
(as defined in section 401(c)(2)) which 
such individual derives from the em-
ployer’s trade or business, or trades or 
businesses, with respect to which the 
qualified plan is established. Thus, for 
example, in the case of a partner, his 
total compensation includes both his 
distributive share of partnership in-
come, whether or not distributed, and 
guaranteed payments described in sec-
tion 707(c) made to him by the partner-
ship establishing the plan, to the ex-
tent that such income constitutes 
earned income as defined in section 
401(c)(2). 

(iii)(A) The basic or regular rate of 
compensation of any self-employed in-
dividual is that portion of his earned 
income which bears the same ratio to 
his total earned income derived from 
the trade or business, or trades or busi-
nesses, with respect to which the quali-
fied plan is established as the aggre-
gate basic or regular compensation of 
all common-law employees covered 
under the plan bears to the aggregate 
total compensation of such employees 
derived from such trade or business, or 
trades or businesses. 

(B) If an employer establishes two or 
more plans which satisfy the require-
ments of section 401(a) separately, and 
only one such plan covers a self-em-
ployed individual, the determination of 
the basic or regular rate of compensa-
tion of such self-employed individual is 
made with regard to the compensation 
of common-law employees covered 
under the plan which provides con-
tributions or benefits for such self-em-
ployed individual. On the other hand, if 
two or more plans must be considered 
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together in order to satisfy the require-
ments of section 401(a), the computa-
tion of the basic or regular rate of com-
pensation of a self-employed individual 
must be made with regard to the com-
pensation of the common-law employ-
ees covered by so many of such plans as 
are required to be taken together in 
order to satisfy the qualification re-
quirements of section 401(a). 

(3) Discriminatory contributions. If a 
discriminatory contribution is made 
by, or for, a self-employed individual 
who is an employee within the meaning 
of section 401(c)(1) because of an erro-
neous assumption as to the earned in-
come of such individual, the plan will 
not be considered discriminatory if 
adequate adjustment is made to re-
move such discrimination. In the case 
of any self-employed individual who is 
an owner-employee, the amount of any 
excess contribution to be returned and 
the manner in which it is to be repaid 
are determined by the provisions of 
section 401(d)(8) and (e). However, if 
any self-employed individual, including 
any owner-employee, has not made the 
full contribution permitted to be made 
on his behalf as an employee, then, if 
the plan expressly provides, so much of 
any excess contribution by such self- 
employed individual’s employer as 
may, under the provisions of the plan, 
be treated as a contribution made by 
such individual as an employee can be 
so treated. 

(e) Distribution of entire interest. (1) If 
a trust forms part of a plan which cov-
ers a self-employed individual, such 
trust shall constitute a qualified trust 
under section 401 only if the plan of 
which such trust is a part expressly 
provides that the entire interest of 
each employee, including any common- 
law employee, will be distributed in ac-
cordance with the provisions of sub-
paragraph (2) or (3) of this paragraph. 

(2) Unless the provisions of subpara-
graph (3) of this paragraph apply, the 
entire interest of each employee (in-
cluding contributions he has made on 
his own behalf, contributions made on 
his behalf by his employer, and interest 
thereon) must be actually distributed 
to such employee— 

(i) In the case of an employee, other 
than an individual who is, or has been, 
an owner-employee under the plan, not 

later than the last day of the taxable 
year of such employee in which he at-
tains the age of 701⁄2, or not later than 
the last day of the taxable year in 
which such employee retires, which-
ever is later, and 

(ii) In the case of an employee who is, 
or has been, an owner-employee under 
the plan, not later than the last day of 
the taxable year in which he attains 
the age of 701⁄2. 

(3) In lieu of distributing an employ-
ee’s entire interest in a qualified plan 
as provided in subparagraph (2) of this 
paragraph, such interest may be dis-
tributed commencing no later than the 
last taxable year described in such sub-
paragraph (2). In such case, the plan 
must expressly provide that the entire 
interest of such an employee shall be 
distributed to him and his bene-
ficiaries, in a manner which satisfies 
the requirements of subparagraph (5) of 
this paragraph, over any of the fol-
lowing periods (or any combination 
thereof)— 

(i) The life of the employee, or 
(ii) The lives of the employee and his 

spouse, or 
(iii) A period certain not longer than 

the life expectancy of the employee, or 
(iv) A period certain not longer than 

the joint life and last survivor expect-
ancy of the employee and his spouse. 

(4) For purposes of subparagraphs (3) 
and (5) of this paragraph, the deter-
mination of the life expectancy of the 
employee or the joint life and last sur-
vivor expectancy of the employee and 
his spouse is to be made either (i) only 
once, at the time the employee re-
ceives the first distribution of his en-
tire interest under the plan, or (ii) peri-
odically, in a consistent manner. Such 
life expectancy or joint life and last 
survivor expectancy cannot exceed the 
period computed by the use of the ex-
pected return multiples in § 1.72–9, or, 
in the case of payments under a con-
tract issued by an insurance company, 
the period computed by use of the life 
expectancy tables of such company. 

(5) If an employee’s entire interest is 
to be distributed over a period de-
scribed in subparagraph (3) of this 
paragraph, then the amount to be dis-
tributed each year must be at least an 
amount equal to the quotient obtained 
by dividing the entire interest of the 
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employee under the plan at the time 
the distribution is made (expressed in 
either dollars or units) by the life ex-
pectancy of the employee, or joint life 
and last survivor expectancy of the em-
ployee and his spouse (whichever is ap-
plicable), determined in accordance 
with the provisions of subparagraph (4) 
of this paragraph. However, no dis-
tribution need be made in any year, or 
a lesser amount may be distributed, if 
the aggregate amounts distributed by 
the end of that year are at least equal 
to the aggregate of the minimum 
amounts required by this subparagraph 
to have been distributed by the end of 
such year. 

(6) If an employee’s entire interest is 
distributed in the form of an annuity 
contract, then the requirements of sec-
tion 401(a)(9) are satisfied if the dis-
tribution of such contract takes place 
before the end of the latest taxable 
year described in subparagraph (2) of 
this paragraph, and if the employee’s 
interest will be paid over a period de-
scribed in subparagraph (3) of this 
paragraph and at a rate which satisfies 
the requirements of subparagraph (5) of 
this paragraph. 

(7) The requirements of section 
401(a)(9) do not preclude contributions 
from being made on behalf of an owner- 
employee under a qualified plan subse-
quent to the taxable year in which the 
distribution of his entire interest is re-
quired to commence. Thus, if all other 
requirements for qualification are sat-
isfied, a qualified plan may provide 
contributions for an owner-employee 
who has already attained age 701⁄2. 
However, a distribution of benefits at-
tributable to contributions made on be-
half of an owner-employee in a taxable 
year beginning after the taxable year 
in which he attains the age of 701⁄2 
must satisfy the requirements of sub-
paragraph (3) of this paragraph. Thus, 
if an owner-employee has already at-
tained the age of 701⁄2 at the time the 
first contribution is made on his be-
half, the distribution of his entire in-
terest must commence in the year in 
which such contribution is first made 
on his behalf. 

(8) This paragraph shall not apply 
and an otherwise qualified trust will 
not be disqualified if the method of dis-
tribution under the plan is one which 

was designated by a common-law em-
ployee prior to October 10, 1962, and 
such method of distribution is not in 
accordance with the provisions of sec-
tion 401(a)(9). Such exception applies 
regardless of whether the actual dis-
tribution of the entire interest of an 
employee making such a designation, 
or any portion of such interest, has 
commenced prior to October 10, 1962. 

[T.D. 6675, 28 FR 10124, Sept. 17, 1963, as 
amended by T.D. 6982, 33 FR 16500, Nov. 13, 
1968] 

§ 1.401–12 Requirements for qualifica-
tion of trusts and plans benefiting 
owner-employees. 

(a) Introduction. This section pre-
scribes the additional requirements 
which must be met for qualification of 
a trust forming part of a pension or 
profit-sharing plan, or of an annuity 
plan, which covers any self-employed 
individual who is an owner-employee as 
defined in section 401(c)(3). However, to 
the extent that the provisions of 
§ 1.401–11 are not modified by the provi-
sions of this section, such provisions 
are also applicable to a plan which cov-
ers an owner-employee. The provisions 
of this section apply to taxable years 
beginning after December 31, 1962. Ex-
cept as otherwise provided, paragraphs 
(b) through (m) of this section apply to 
taxable years beginning after Decem-
ber 31, 1962. Paragraph (n) of this sec-
tion applies to plan years determined 
in accordance with paragraph (n)(1) of 
the section. 

(b) General rules. (1) The qualified 
plan and trust of an unincorporated 
trade or business does not have to sat-
isfy the additional requirements for 
qualification merely because an owner- 
employee derives earned income (as de-
fined in section 401(c)(2)) from the 
trade or business with respect to which 
the plan is established. Such additional 
requirements need be satisfied only if 
an owner-employee is actually covered 
under the plan of the employer. An 
owner-employee may only be covered 
under a plan of an employer if such 
owner-employee has so consented. 
However, the consent of the owner-em-
ployee may be either expressed or im-
plied. Thus, for example, if contribu-
tions are, in fact, made on behalf of an 
owner-employee, such owner-employee 
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is considered to have impliedly con-
sented to being covered under the plan. 

(2) A qualified plan covering an 
owner-employee must be a definite 
written program and arrangement set-
ting forth all provisions essential for 
qualification at the time such plan is 
established. Therefore, for example, 
even though the owner-employee is the 
only employee covered under the plan 
at the time the plan is established, the 
plan must incorporate all the provi-
sions relating to the eligibility and 
benefits of future employees. 

(c) Bank trustee. (1)(i) If a trust cre-
ated after October 9, 1962, is to form a 
part of a qualified pension or profit- 
sharing plan covering an owner-em-
ployee, or if a trust created before Oc-
tober 10, 1962, but not exempt from tax 
on October 9, 1962, is to form part of 
such a plan, the trustee of such trust 
must be a bank as defined in paragraph 
(c)(2) of this section, unless an excep-
tion contained in paragraph (c)(4) of 
this section applies, or paragraph (n) of 
this section applies. 

(ii) The provisions of this paragraph 
do not apply to an employees’ trust 
created prior to October 10, 1962, if such 
trust was exempt from tax on October 
9, 1962, even though the plan of which 
such trust forms a part is amended 
after December 31, 1962, to cover any 
owner-employee. Although the trustee 
of a trust described in the preceding 
sentence need not be a bank, all other 
requirements for the qualification of 
such a trust must be satisfied at the 
time an owner-employee is first cov-
ered under such plan. 

(2) The term bank as used in this 
paragraph means— 

(i) A bank as defined in section 581; 
(ii) A corporation which, under the 

laws of the State of its incorporation 
or under the laws of the District of Co-
lumbia, is subject to both the super-
vision of, and examination by, the au-
thority in such jurisdiction in charge 
of the administration of the banking 
laws; 

(iii) In the case of a trust created or 
organized outside of the United States, 
that is, outside the States and the Dis-
trict of Columbia, a bank or trust com-
pany, wherever incorporated, exer-
cising fiduciary powers and subject to 

both supervision and examination by 
governmental authority; 

(iv) Beginning on January 1, 1974, an 
insured credit union (within the mean-
ing of section 101 (6) of the Federal 
Credit Union Act, 12 U.S.C. 1752 (6)). 

(3) Although a bank is required to be 
the trustee of a qualified trust, another 
person, including the employer, may be 
granted the power in the trust instru-
ment to control the investment of the 
trust funds either by directing invest-
ments, including reinvestments, dis-
posals, and exchanges, or by dis-
approving proposed investments, in-
cluding reinvestments, disposals, or ex-
changes. 

(4)(i) This paragraph does not apply 
to a trust created or organized outside 
the States and the District of Columbia 
before October 10, 1962, if, on October 9, 
1962, such trust is described in section 
402(c) as an organization treated as if it 
was a trust exempt from tax under sec-
tion 501(a). 

(ii) In addition, the requirement that 
the trustee must be a bank does not 
apply to a qualified trust forming a 
part of a pension or profit-sharing plan 
if— 

(A) The investments of all the funds 
in such trust are in annuity, endow-
ment, or life insurance contracts, 
issued by a company which is a life in-
surance company as defined in section 
801(a) during the taxable year imme-
diately preceding the year that such 
contracts are originally purchased; 

(B) All the proceeds which are, or 
may become, payable under the con-
tract are payable directly to the em-
ployee or his beneficiary; 

(C) The plan contains a provision to 
the effect that the employer is to sub-
stitute a bank as a trustee or custodian 
of the contracts if the employer is noti-
fied by the district director that such 
substitution is required because the 
trustee is not keeping such records, or 
making such returns, or rendering such 
statements, as are required by forms or 
regulations. 
However, a qualified trust may only 
purchase insurance protection to the 
extent permitted under a qualified plan 
(see paragraph (b)(1) (i) and (ii) of 
§ 1.401–1). 

(5) An employer may designate sev-
eral trusts (or custodial accounts) or a 
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trust or trusts and an annuity plan or 
plans as constituting parts of a single 
plan which is intended to satisfy the 
requirements for qualification. How-
ever, each trust (or custodial account) 
so designated which is part of a plan 
covering an owner-employee must sat-
isfy the requirements of this para-
graph. Thus, for example, if all other 
requirements for qualification are sat-
isfied by the plan, a qualified profit- 
sharing plan may provide that a por-
tion of the contributions under the 
plan will be paid to a custodial ac-
count, the custodian of which is a 
bank, for investment in stock of a reg-
ulated investment company, and the 
remainder of such contributions will be 
paid to a trust, the trustee of which is 
not a bank, for investment in annuity 
contracts. 

(d) Profit-sharing plan. (1) A profit- 
sharing plan, as defined in paragraph 
(b)(1)(ii) of § 1.401–1, which covers any 
owner-employee must contain a defi-
nite formula for determining the con-
tributions to be made by the employer 
on behalf of employees, other than 
owner-employees. A formula to be defi-
nite must specify the portion of profits 
to be contributed to the trust and must 
also define profits for plan purposes. A 
definite formula may contain a vari-
able factor, if the value of such factor 
may not vary at the discretion of the 
employer. For example, the percentage 
of profits to be contributed each year 
may differ depending on the amount of 
profits. On the other hand, a formula 
which, for example, specifies that prof-
its for plan purposes are not to exceed 
the cash on hand at the time the em-
ployer contribution is made is not a 
definite formula. The requirement that 
the plan formula be definite is satisfied 
if such formula limits the amount to be 
contributed on behalf of all employees 
covered under the plan to the amount 
which permits self-employed individ-
uals to obtain the maximum deduction 
under section 404(a). However, even 
though the plan formula is definite, the 
plan must satisfy all the other require-
ments for qualification, including the 
requirement that the contributions 
under the plan not discriminate in 
favor of any self-employed individual, 
and the requirement that the plan be 

for the exclusive benefit of the employ-
ees in general. 

(2) A definite contribution formula 
constitutes an integral part of a quali-
fied profit-sharing plan and may not be 
amended except for a valid business 
reason. 

(3) The requirement that a profit- 
sharing plan contain a definite formula 
for determining the amount of con-
tributions to be made on behalf of em-
ployees does not apply to contributions 
which are made on behalf of owner-em-
ployees. However, such contributions 
are subject to the requirement that 
they be nondiscriminatory with respect 
to other employees and must not ex-
ceed the limitations on allowable and 
deductible contributions which may be 
made by owner-employees. 

(e) Requirements as to coverage—(1) 
Coverage of all employees. The coverage 
requirements contained in section 
401(a)(3) do not apply to a plan which 
covers any owner-employee. However, 
such a plan must satisfy the coverage 
requirements of section 401(d), includ-
ing section 401(d)(3). Accordingly, a 
plan which covers an owner-employee 
must benefit each employee of the 
trade or business (other than any 
owner-employee who does not consent 
to be covered under the plan) whose 
customary period of employment has 
been for more than 20 hours a week for 
more than five months during each of 
three consecutive periods of twelve cal-
endar months. Therefore, a plan may 
not provide, for example, that an em-
ployee, other than an owner-employee, 
is ineligible to participate because he 
does not consent to be a participant or 
because he does not consent to make 
reasonable contributions under the 
plan. 

(2) Period of service. (i) In determining 
whether an employee renders service to 
the same employer, and, therefore, 
must be covered under the plan of such 
employer, a partnership is considered 
to be one employer during the entire 
period prior to the time it is termi-
nated within the meaning of section 708 
(see paragraph (e)(2) of § 1.401–10). 

(ii) In the case of a common-law em-
ployee who becomes an employee with-
in the meaning of section 401(c)(1) with 
respect to the same trade or business, 
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his period of employment is the aggre-
gate of his service as a common-law 
employee and an employee within the 
meaning of section 401(c)(1). 

(iii) In determining whether any em-
ployee, including any owner-employee, 
has three years of service, past service 
of any such employee may be taken 
into account as provided in paragraph 
(b) of § 1.401–10. Thus, if an employer 
takes into account past service for any 
owner-employee, he must take into ac-
count the past service of all his other 
employees to the same extent. How-
ever, a plan may provide for coverage 
after a period of service which is short-
er than three years, but in no case may 
the plan require a waiting period for 
employees which is longer than that 
required for the owner-employees. 

(f) Discrimination in contributions or 
benefits. (1) Variations in contributions 
or benefits may be provided under the 
plan so long as the plan does not dis-
criminate, either as to contributions or 
benefits, in favor of officers, employees 
whose principal duties consist in super-
vising the work of other employees, or 
highly compensated employees, as 
against other employees (see § 1.401–4). 
For the purpose of determining wheth-
er the provisions of a plan which pro-
vide contributions or benefits for an 
owner-employee result in the prohib-
ited discrimination, an owner-em-
ployee, like other self-employed indi-
viduals, is considered a highly com-
pensated employee (see paragraph (d) 
of § 1.401–11). Whether or not a plan is 
discriminatory is determined by the 
actual operation of the plan as well as 
by its formal provisions. 

(2) The provisions of section 401(a)(5), 
relating to certain plan provisions 
which will not in and of themselves be 
considered discriminatory, are not ap-
plicable to any plan which covers any 
owner-employee. Such a plan must, in-
stead, satisfy the requirements of sec-
tion 401(a)(10) and section 401(d)(6). Ac-
cordingly, a plan is not discriminatory 
within the meaning of section 401(a)(4) 
merely because the contributions or 
benefits provided for the employees 
covered under the plan bear a uniform 
relationship to the total compensation, 
or to the basic or regular rate of com-
pensation, of such employees. The total 
compensation or the basic or regular 

rate of compensation of an owner-em-
ployee is computed in accordance with 
the provisions of paragraph (d)(2) of 
§ 1.401–11. 

(3) Even though the contributions 
under the plan do not bear a uniform 
relationship to the total compensation, 
or the basic or regular rate of com-
pensation, of the employees covered 
thereunder and the plan would other-
wise be considered discriminatory 
within the meaning of section 401(a)(4), 
the plan shall not be considered dis-
criminatory if such variation is due to 
employer contributions on behalf of 
any owner-employee which are re-
quired, under the plan, to be applied to 
pay premiums or other consideration 
on one or more level premium con-
tracts described in section 401(e)(3)(A). 
In a taxable year to which the fore-
going exception applies and, therefore, 
one in which the contributions under 
the plan would otherwise be discrimi-
natory, the employer contributions to 
pay such premiums or other consider-
ation must be the only employer con-
tributions made for the owner-em-
ployee, and the contributions for such 
taxable year under such plan must not 
be in excess of the amount permitted 
to be paid toward the purchase of such 
a contract under the provisions of sec-
tion 401(e)(3). Furthermore, the excep-
tion described in this subparagraph 
only applies to contributions made 
under a plan which otherwise satisfies 
the requirements of section 401(a)(4) 
and the regulations thereunder. Thus, 
if a plan provides for the purchase, in 
accordance with section 401(e)(3), of a 
level premium contract for an owner- 
employee, then such plan must provide 
either that the benefits for all employ-
ees are nondiscriminatory or, in the 
case of a money-purchase type of plan, 
that the contributions for all employ-
ees are based on compensation deter-
mined in a non-discriminatory manner. 
For example, since the contributions 
on behalf of the owner-employee are 
based on his earned income during the 
period preceding the purchase of the 
contract, the contributions for other 
employees must be based on their com-
pensation during the same period if 
this will result in larger contributions 
on their behalf. 
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(4) In the case of a plan which covers 
any owner-employee, the contributions 
or benefits provided under the plan 
cannot vary with respect to years of 
service except as provided in subpara-
graph (5) of this paragraph. 

(5) The provisions of section 401(d)(3) 
do not preclude the coverage of em-
ployees with less than three years of 
service if such coverage is provided on 
a nondiscriminatory basis. However, a 
plan will not be disqualified merely be-
cause the contributions or benefits for 
employees who have less than three 
years of service are not as favorable as 
the contributions or benefits for em-
ployees having more than three years 
of service. 

(g) Nonforfeitable rights. (1)(i) Except 
as provided in subparagraph (2) of this 
paragraph, if an owner-employee is 
covered under the plan of his employer, 
each employee’s rights to the contribu-
tions, or to the benefits derived from 
the contributions, of such employer 
must be nonforfeitable at the time 
such contributions are paid to, or 
under, the plan. The employees who 
must obtain such nonforfeitable rights 
include the self-employed individuals 
who are covered under the plan. As to 
what constitutes nonforfeitable rights 
of an employee, see paragraph (a)(2) of 
§ 1.402(b)–1. 

(ii) Under section 401(d)(2), it is nec-
essary that each employee obtain non-
forfeitable rights to the employer con-
tributions under the plan on his behalf 
from the time such contributions are 
paid. Thus, each employee must have a 
nonforfeitable interest to the portion 
of the funds under the plan which is al-
locable to the employer contributions 
made under the plan on his behalf. 

(2) The provisions of subparagraph (1) 
of this paragraph do not apply to the 
extent that employer contributions on 
behalf of any employee must remain 
forfeitable in order to satisfy the re-
quirements of paragraph (c) of § 1.401–4. 
However, employer contributions on 
behalf of employees whose rights are 
required to remain forfeitable to sat-
isfy such requirements must be non-
forfeitable except for such contin-
gency. 

(h) Integration with social security. (1) 
If a qualified plan covers any owner- 
employee, then the rules relating to 

the integration of such plan with the 
contributions or benefits under the So-
cial Security Act are provided in this 
paragraph. Accordingly, the provisions 
of paragraph (e) of § 1.401–3 and para-
graph (c) of § 1.401–11 do not apply to 
such a plan. In the case of a plan which 
provides contributions or benefits for 
any owner-employee, integration of the 
plan with the Social Security Act for 
any taxable year of the employer can 
take place only if not more than one- 
third of the employer contributions 
under the plan which are deductible 
under section 404 for that year are 
made on behalf of the owner-employ-
ees. If such requirement is satisfied, 
then the plan may be integrated with 
the contributions or benefits under the 
Social Security Act in accordance with 
the rules of subparagraph (3) of this 
paragraph. 

(2)(i) For purposes of subparagraph 
(1) of this paragraph, in determining 
the total amount of employer contribu-
tions which are deductible under sec-
tion 404, the provisions of section 
404(a), including the provisions of sec-
tion 404(a)(9) (relating to plans bene-
fiting self-employed individuals), and 
section 404(e) (relating to the special 
limitations for self-employed individ-
uals) are taken into account, but the 
provisions of section 404(a)(10) (relating 
to the special limitation on the 
amount allowed as a deduction for self- 
employed individuals) are not taken 
into account. 

(ii) The amount of deductible em-
ployer contributions which are made 
on behalf of all owner-employees for 
the year is compared with the amount 
of deductible employer contributions 
for the year made on behalf of all em-
ployees covered under the plan (includ-
ing self-employed individuals who are 
not owner-employees and owner-em-
ployees) for the purpose of determining 
whether the deductible contributions 
by the employer on behalf of owner-em-
ployees are not more than one-third of 
the total deductible contributions. 

(3) If a plan covering an owner-em-
ployee satisfies the requirement of sub-
paragraph (1) of this paragraph, and if 
the employer wishes to integrate such 
plan with the contributions or benefits 
under the Social Security Act, then— 
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(i) The employer contributions under 
the plan on behalf of any owner-em-
ployee shall be reduced by an amount 
determined by multiplying the earned 
income of such owner-employee which 
is derived from the trade or business 
with respect to which the plan is estab-
lished and which does not exceed the 
maximum amount which may be treat-
ed as self-employment income under 
section 1402(b)(1), by the rate of tax im-
posed under section 1401(a); and 

(ii) The employer contributions 
under the plan on behalf of any em-
ployee other than an owner-employee 
may be reduced by an amount not in 
excess of the amount determined by 
multiplying the employee’s wages 
under section 3121(a)(1) by the rate of 
tax imposed under section 3111(a). For 
purposes of this subdivision, the earned 
income of a self-employed individual 
which is derived from the trade or busi-
ness with respect to which the plan is 
established and which is treated as 
self-employment income under section 
1402(b)(1), shall be treated as ‘‘wages’’ 
under section 3121(a)(1). 

(4) A money purchase pension plan or 
a profit-sharing plan may provide that 
such plan will be integrated with the 
Social Security Act only for such tax-
able years of the employer in which the 
requirements for integration are satis-
fied. However, a qualified plan cannot 
provide that employer contributions 
are only to be made for taxable years 
in which the integration requirements 
are satisfied. 

(i) Limit on contributions on behalf of 
an owner-employee. (1) Section 401(d)(5) 
requires that a plan which covers any 
owner-employee must contain provi-
sions which restrict the employer con-
tributions that may be made on behalf 
of any owner-employee for each tax-
able year to an amount no greater than 
that which is deductible under section 
404. In computing the amount deduct-
ible under section 404 for purposes of 
section 401(d)(5) and this paragraph, 
the limitations contained in section 
404(a)(9) and (e), relating to special lim-
itations for self-employed individuals, 
are taken into account, but such 
amount is determined without regard 
to section 404(a)(10), relating to the 
special limitation on the amount al-
lowed as a deduction for self-employed 

individuals. Accordingly, a qualified 
plan which covers any owner-employee 
cannot permit employer contributions 
to be made on behalf of such owner-em-
ployee in excess of 10 percent of the 
earned income which is derived by such 
owner-employee from the trade or busi-
ness with respect to which the plan is 
established, or permit the employer to 
contribute more than $2,500 on behalf 
of any such owner-employee for any 
taxable year. 

(2)(i) In determining whether the 
plan permits contributions to be made 
in excess of the limitations of subpara-
graph (1) of this paragraph, employer 
contributions under the plan which are 
allocable to the purchase of life, acci-
dent, health, or other insurance are not 
to be taken into account. To determine 
the amount of employer contributions 
under the plan which are allocable to 
the purchase of life, accident, health, 
or other insurance, see paragraph (f) of 
§ 1.404(e)–1 and paragraph (b) of § 1.72–16. 
However, contributions for such insur-
ance can be made only to the extent 
otherwise permitted under sections 401 
through 404 and the regulations there-
under. 

(ii) A further exception to the limit 
on the amount of contributions which 
an employer may make under the plan 
on behalf of an owner-employee is 
made in the case of contributions 
which are required, under the plan, to 
be applied to pay premiums or other 
consideration for one or more annuity, 
endowment, or life insurance contracts 
described in section 401(e)(3) (see sec-
tion 401(e)(3) and the regulations there-
under). 

(j) Excess contributions. The provisions 
of section 401(e) define the term ‘‘ex-
cess contribution’’ and indicate the 
consequences of making such a con-
tribution (see § 1.401–13). However, sec-
tion 401(d)(8) provides that a qualified 
plan which provides contributions or 
benefits for any owner-employee must 
contain certain provisions which com-
plement the rules contained in section 
401(e). Under section 401(d)(8), a quali-
fied plan must provide that— 

(1) The net amount of any excess con-
tribution (determined in accordance 
with the provisions of § 1.401–13) must 
be returned to the owner-employee on 
whose behalf it is made, together with 
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the net income earned on such excess 
contribution; 

(2) For each taxable year for which 
the trust is considered to be a non-
qualified trust with respect to an 
owner-employee under section 401(e)(2) 
because the net amount of an excess 
contribution and the earnings thereon 
have not been returned to such owner- 
employee, the income of the trust for 
that taxable year attributable to the 
interest of such owner-employee is to 
be paid to him. 

(3) If an excess contribution is deter-
mined to be willfully made (within the 
meaning of section 401(e)(2)(E)), the en-
tire interest of the owner-employee on 
whose behalf such contribution was 
made is required to be distributed to 
such owner-employee. Furthermore, 
the plan must require the distribution 
of an owner-employee’s entire interest 
under the plan if a willful excess con-
tribution is determined to have been 
made under any other plan in which 
the owner-employee is covered as an 
owner-employee. 

(k) Contributions of property under a 
qualified plan. (1) The contribution of 
property, other than money, prior to 
January 1, 1975, by the person who is 
the employer (within the meaning of 
section 401(c)(4)) to a qualified trust 
forming a part of a plan which covers 
employees some or all of whom are 
owner-employees who control (within 
the meaning of section 401(d)(9)(B) and 
the regulations thereunder) the trade 
or business with respect to which the 
plan is established is a prohibited 
transaction between such trust and the 
employer-grantor of such trust (see 
section 503(g) prior to its repeal by sec. 
2003(b)(5) of the Employee Retirement 
Income Security Act of 1974 (88 Stat. 
978)). 

(2) A contribution of property, other 
than money, prior to January 1, 1975, 
to a qualified trust by an owner-em-
ployee who controls, or a member of a 
group of owner-employees who to-
gether control, the trade or business 
with respect to which the plan is estab-
lished, or a contribution of property, 
other than money, to a qualified trust 
by a member of such an owner-employ-
ee’s family (as defined in section 
267(c)(4)), is a prohibited transaction. 
(See section 503(g) prior to its repeal by 

section 2003(b)(5) of the Employee Re-
tirement Income Security Act of 1974 
(88 Stat. 978)). 

(3) See section 4975 and the regula-
tions thereunder with respect to rules 
relating to the contribution of prop-
erty, other than money, made after De-
cember 31, 1974. 

(l) Controlled trades or businesses—(1) 
Plans covering an owner-employee who 
controls another trade or business. (i) A 
plan must not cover any owner-em-
ployee, or group of two or more owner- 
employees, if such owner-employee, or 
group of owner-employees, control 
(within the meaning of subparagraph 
(3) of this paragraph) any other trade 
or business, unless the employees of 
such other trade or business controlled 
by such owner-employee, or such group 
of owner-employees, are included in a 
plan which satisfies the requirements 
of section 401(a), including the quali-
fication requirements of section 401(d). 
The employees who must be covered 
under the plan of the trade or business 
which is controlled include the self-em-
ployed individuals who are not owner- 
employees and the owner-employees 
who consent to be covered by such 
plan. Accordingly, the employer must 
determine whether any owner-em-
ployee, or group of owner-employees, 
who may participate in the plan which 
is established by such employer con-
trols any other trade or business, and 
whether the requirements of this sub-
paragraph are satisfied with respect to 
the plan established in such other 
trade or business. The plan of an em-
ployer may exclude an owner-employee 
who controls another trade or business 
from coverage under the plan even 
though such owner-employee consents 
to be covered, if a plan which satisfies 
the requirements of subdivision (ii) of 
this subparagraph has not been estab-
lished in the trade or business which 
such owner-employee controls. 

(ii) The qualified plan which the 
owner-employee, or owner-employees, 
are required to provide for the employ-
ees of the trade or business which they 
control must provide contributions and 
benefits which are not less favorable 
than the contributions and benefits 
provided for the owner-employee, or 
owner-employees, under the plan of 
any trade or business which they do 
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not control. Thus, for example, if the 
contributions or benefits for the owner- 
employee under the plan of the trade or 
business which he does not control are 
computed on the basis of his total (as 
compared to basic or regular rate) of 
compensation, then the contributions 
or benefits for employees covered 
under the plan of the trade or business 
which the owner controls must be com-
puted on the basis of their total com-
pensation. However, the requirements 
of this subdivision cannot be satisfied 
if the benefits and contributions pro-
vided under the plan for the employees 
of the trade or business which is con-
trolled are not comparable to those 
provided under the plan covering the 
owner-employee, or group of owner-em-
ployees, in the trade or business which 
they do not control. Thus, for example, 
if the owner-employee is covered by a 
pension plan in the trade or business 
which he does not control, he may not 
satisfy the requirements of this sub-
division by establishing a profit-shar-
ing plan in the trade or business which 
he does control. 

(iii) If an individual is covered as an 
owner-employee under the plans of two 
or more trades or businesses which he 
does not control and such individual 
controls a trade or business, then the 
contributions or benefits of the em-
ployees under the plan of the trade or 
business which he does control must be 
as favorable as those provided for him 
under the most favorable plan of the 
trade or business which he does not 
control. 

(2) Owner-employees who control more 
than one trade or business. If the plan 
provides contributions or benefits for 
an owner-employee who controls, or 
group of owner-employees who to-
gether control, the trade or business 
with respect to which the plan is estab-
lished, and such owner-employee, or 
group of owner-employees, also control 
as owner-employees one or more other 
trades or businesses, plans must be es-
tablished with respect to such con-
trolled trades or businesses so that 
when taken together they form a single 
plan which satisfies the requirements 
of section 401 (a) and (d) with respect to 
the employees of all the controlled 
trades or businesses. 

(3) Control defined. (i) For purposes of 
this paragraph, an owner-employee, or 
a group of two or more owner-employ-
ees, shall be considered to control a 
trade or business if such owner-em-
ployee, or such group of two or more 
owner-employees together— 

(A) Own the entire interest in an un-
incorporated trade or business, or 

(B) In the case of a partnership, own 
more than 50 percent of either the cap-
ital interest or the profits interest in 
such partnership. 

In determining whether an owner-em-
ployee, or group of owner-employees, 
control a trade or business within the 
meaning of the preceding sentence, it 
is immaterial whether or not such indi-
viduals could be covered under a plan 
established with respect to the trade or 
business. For example, if an individual 
who is an owner-employee has a 60-per-
cent capital interest in another trade 
or business, such individual controls 
such trade or business and the provi-
sions of this paragraph apply even 
though the individual derives no 
earned income, as defined in section 
401(c)(2), from the controlled trade or 
business. For purposes of determining 
the ownership interest of an owner-em-
ployee, or group of owner-employees, 
an owner-employee, or group of owner- 
employees, is treated as owning any in-
terest in a partnership which is owned, 
directly or indirectly, by a partnership 
controlled by such owner-employee, or 
group of owner-employees. 

(ii) The provisions of subparagraphs 
(1) and (2) of this paragraph apply only 
if the owner-employee who controls, or 
the group of owner-employees who con-
trol, a trade or business, or trades or 
businesses, within the meaning of sub-
division (i) of this subparagraph is the 
same owner-employee, or group of 
owner-employees, covered under the 
plan intended to satisfy the require-
ments for qualification. Thus, for ex-
ample, if A is a 50-percent partner in 
both the AB and AC partnership, and if 
the AB partnership wishes to establish 
a plan covering A and B, the provisions 
of subparagraphs (1) and (2) of this 
paragraph do not apply, since A does 
not control either partnership, and 
since B has no interest in the AC part-
nership. 
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(m) Distribution of benefits. (1)(i) Sec-
tion 401(d)(4)(B) requires that a quali-
fied plan which provides contributions 
or benefits for any owner-employee 
must not provide for the payment of 
benefits to such owner-employee at any 
time before he has attained age 591⁄2. 
An exception to the foregoing rule per-
mits a qualified plan to provide for the 
distribution of benefits to an owner- 
employee prior to the time he attains 
age 591⁄2 if he is disabled. For taxable 
years beginning after December 31, 
1966, see section 72(m)(7) and paragraph 
(f) of § 1.72–17 for the meaning of dis-
abled. For taxable years beginning be-
fore January 1, 1967, see section 
213(g)(3) for the meaning of disabled. In 
general, both sections 72(m)(7) and 
213(g)(3) provide that an individual is 
considered disabled if he is unable to 
engage in any substantial gainful ac-
tivity because of a medically deter-
minable physical or mental impair-
ment which can be expected to result 
in death or to be of long-continued and 
indefinite duration. In addition, sec-
tion 401(d)(4)(B) does not preclude the 
distribution of benefits to the estate or 
other beneficiary of a deceased owner- 
employee prior to the time the owner- 
employee would have attained age 591⁄2 
if he had lived. 

(ii) A qualified plan must provide 
that if, despite the restrictions in the 
plan to the contrary, an amount is pre-
maturely distributed, or made avail-
able, to a participant in such plan who 
is, or has been, an owner-employee, 
then no contribution shall be made 
under the plan by, or for, such indi-
vidual during any of the 5 taxable 
years of the plan beginning after the 
distribution is made. 

(2)(i) The provisions of subparagraph 
(1) of this paragraph preclude an 
owner-employee who is a participant in 
a qualified pension or profit-sharing 
plan of his employer from withdrawing 
any part of the funds accumulated on 
his behalf except as provided in such 
subparagraph (1). However, the dis-
tribution of an owner-employee’s inter-
est, or any portion of such interest, 
after he attains age 591⁄2 is determined 
by the provisions of the plan. Thus, for 
example, if a qualified pension plan 
provides that the normal retirement 
age under the plan is age 65, an owner- 

employee would not be entitled to a 
distribution of an amount under the 
plan merely because he attained age 
591⁄2. 

(ii) The provisions of subparagraph 
(1) of this paragraph do not preclude 
the establishment of a profit-sharing 
plan which provides for the distribu-
tion of all, or part, of participants’ ac-
counts after a fixed number of years. 
However, such a plan must not permit 
a distribution of any amount to any 
owner-employee prior to the time the 
owner-employee has attained age 591⁄2 
or becomes disabled within the mean-
ing of section 72(m)(7) or section 
213(g)(3), whichever is applicable. On 
the other hand, if a distribution would 
have been made under the plan to an 
owner-employee but for the fact that 
he had not attained age 591⁄2, then the 
amount of such distribution (including 
any increment earned on such amount) 
must be distributed to such owner-em-
ployee at such time as he attains age 
591⁄2. 

(3) A qualified pension, annuity, or 
profit-sharing plan which covers an 
owner-employee must provide that the 
distribution of an owner-employee’s en-
tire interest under the plan must begin 
prior to the end of the taxable year in 
which he attains the age of 701⁄2, and 
such distribution must satisfy the re-
quirements of section 401(a)(9) and 
paragraph (e) of § 1.401–11. Further-
more, section 401(d)(7) provides that, if 
an owner-employee dies prior to the 
time his entire interest has been dis-
tributed to him, such owner-employee’s 
entire remaining interest under the 
plan must, in general, either be distrib-
uted to his beneficiary, or bene-
ficiaries, within 5 years, or be used 
within that period to purchase an im-
mediate annuity for his beneficiary, or 
beneficiaries. However, a distribution 
within 5 years of the death of the 
owner-employee is not required if the 
distribution of his interest has com-
menced and such distribution is for a 
term certain over a period not extend-
ing beyond the joint life and survivor 
expectancy of the owner-employee and 
his spouse. Thus, for example, an annu-
ity for the joint life and survivor ex-
pectancy of an owner-employee and his 
spouse which guarantees payments for 
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10 years is a distribution which is pay-
able over a period which does not ex-
ceed the joint life and survivor expect-
ancy of the owner-employee and his 
spouse if such expectancy is at least 10 
years at the time the distribution first 
commences. 

[T.D. 6675, 28 FR 10126, Sept. 17, 1963, as 
amended by T.D. 6982, 33 FR 16500, Nov. 13, 
1968; T.D. 6985, 33 FR 19815, Dec. 27, 1968; T.D. 
7428, 41 FR 34619, Aug. 16, 1976; T.D. 7611, 44 
FR 23520, Apr. 20, 1979; T.D. 8635, 60 FR 65549, 
Dec. 20, 1995] 

§ 1.401–13 Excess contributions on be-
half of owner-employees. 

(a) Introduction. (1) The provisions of 
this section prescribe the rules relating 
to the treatment of excess contribu-
tions made under a qualified pension, 
annuity, or profit-sharing plan on be-
half of a self-employed individual who 
is an owner-employee (as defined in 
paragraph (d) of § 1.401–10). Paragraph 
(b) of this section defines the term 
‘‘excess contribution’’. Paragraph (c) of 
this section describes an exception to 
the definition of an excess contribution 
in the case of contributions which are 
applied to pay premiums on certain an-
nuity, endowment, or life insurance 
contracts. Paragraph (d) of this section 
describes the effect of making an ex-
cess contribution which is not deter-
mined to have been willfully made, and 
paragraph (e) of this section describes 
the effect of making an excess con-
tribution which is determined to have 
been willfully made. 

(2) Under section 401(c)(1), certain 
self-employed individuals are treated 
as employees for purposes of section 
401. In addition, under section 401(c)(4), 
a proprietor is treated as his own em-
ployer, and the partnership is treated 
as the employer of the partners. Under 
section 404, certain contributions on 
behalf of a self-employed individual are 
treated as deductible and taken into 
consideration in determining the 
amount allowed as a deduction under 
section 404(a). Such contributions are 
treated under section 401 and the regu-
lations thereunder as employer con-
tributions on behalf of the self-em-
ployed individual. However, in some 
cases, additional contributions may be 
made on behalf of a self-employed indi-
vidual. Such contributions are not 

taken into consideration in deter-
mining the amount deductible under 
section 404 and are not taken into con-
sideration in computing the amount al-
lowed as a deduction under section 
404(a). For purposes of section 401 and 
the regulations thereunder, such con-
tributions are treated as employee con-
tributions by the self-employed indi-
vidual. If a self-employed individual is 
an owner-employee within the meaning 
of section 401(c)(3) and paragraph (d) of 
§ 1.401–10, then this section prescribes 
the rules applicable if contributions 
are made in excess of those permitted 
to be made under section 401. 

(b) Excess contributions defined. (1)(i) 
Except as provided in paragraph (c) re-
lating to contributions which are ap-
plied to pay premiums on certain annu-
ity, endowment, or life insurance con-
tracts, an excess contribution is any 
amount described in subparagraphs (2) 
through (4) of this paragraph. 

(ii) For purposes of determining if 
the amount of any contribution made 
under the plan on behalf of an owner- 
employee is an excess contribution, the 
amount of any contribution made 
under the plan which is allocable to the 
purchase of life, accident, health, or 
other insurance is not taken into ac-
count. The amount of any contribution 
which is allocable to the cost of insur-
ance protection is determined in ac-
cordance with the provisions of para-
graph (f) of § 1.404 (e)–1 and paragraph 
(b) of § 1.72–16. 

(2)(i) In the case of a taxable year of 
the plan for which employer contribu-
tions are made on behalf of only owner- 
employees, an excess contribution is 
the amount of any contribution for 
such taxable year on behalf of such 
owner-employee which is not deduct-
ible under section 404 (determined 
without regard to section 404(a)(10)). 
This rule applies irrespective of wheth-
er the plan provides for contributions 
on behalf of common-law employees, or 
self-employed individuals who are not 
owner-employees, when such employ-
ees or individuals become eligible for 
coverage under the plan, and irrespec-
tive of whether contributions are in 
fact made for such employees or such 
individuals for other taxable years of 
the plan. 
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(ii) In the case of a taxable year of 
the plan for which employer contribu-
tions are made on behalf of both owner- 
employees and either common-law em-
ployees or self-employed individuals 
who are not owner-employees, an ex-
cess contribution is the amount of any 
employer contribution on behalf of any 
owner-employee for such taxable year 
which exceeds the amount deductible 
under section 404 (determined without 
regard to section 404(a)(10)) unless such 
amount may be treated as an employee 
contribution under the plan in accord-
ance with the rules of paragraph (d)(3) 
of § 1.401–11 and is a permissible em-
ployee contribution under subpara-
graph (3) of this paragraph. 

(3)(i) In the case of a taxable year of 
the plan for which employer contribu-
tions are made on behalf of both an 
owner-employee and either common- 
law employees or self-employed indi-
viduals who are not owner-employees, 
employee contributions on behalf of an 
owner-employee may be made for such 
taxable year of the plan. How-ever, the 
amount of such contributions, if any, 
which is described in subdivisions (ii), 
(iii), or (iv) of this subparagraph is an 
excess contribution. 

(ii) An excess contribution is the 
amount of any employee contribution 
made on behalf of any owner-employee 
during a taxable year of the plan at a 
rate in excess of the rate of contribu-
tions which may be made as employee 
contributions by common-law employ-
ees, or by self-employed individuals 
who are not owner-employees, during 
such taxable year of the plan. 

(iii) An excess contribution is the 
amount of any employee contribution 
made on behalf of an owner-employee 
which exceeds the lesser of $2,500 or 10 
percent of the earned income (as de-
fined in paragraph (c) of § 1.401–10) of 
such owner-employee for his taxable 
year in which such contributions are 
made. 

(iv) In the case of a taxable year of 
an owner-employee in which contribu-
tions are made on behalf of such owner- 
employee under more than one plan, an 
excess contribution is the amount of 
any employee contribution made on be-
half of such owner-employee under all 
such plans during such taxable year 
which exceeds $2,500. If such an excess 

contribution is made, the amount of 
the excess contribution made on behalf 
of the owner-employee with respect to 
any one of such plans is the amount by 
which the employee contribution on 
his behalf under such plan for the year 
exceeds an amount which bears the 
same ratio to $2,500 as the earned in-
come of the owner-employee derived 
from the trade or business with respect 
to which the plan is established bears 
to his earned income derived from the 
trades or businesses with respect to 
which all such plans are established. 

(4) An excess contribution is the 
amount of any contribution on behalf 
of an owner-employee for any taxable 
year of the plan with respect to which 
the plan is treated, under section 
401(e)(2), as not meeting the require-
ments of section 401(d) with respect to 
such owner-employee. 

(c) Contributions for premiums on cer-
tain annuity, endowment, or life insur-
ance contracts. (1) The term ‘‘excess 
contribution’’ does not include the 
amount of any employer contributions 
on behalf of an owner-employee which, 
under the provisions of the plan, is ex-
pressly required to be applied (either 
directly or through a trustee) to pay 
the premiums or other consideration 
for one or more annuity, endowment, 
or life insurance contracts, if— 

(i) The employer contributions so ap-
plied meet the requirements of sub-
paragraphs (2) through (4) of this para-
graph, and 

(ii) The total employer contributions 
required to be applied annually to pay 
premiums on behalf of any owner-em-
ployee for contracts described in this 
paragraph do not exceed $2,500. For 
purposes of computing such $2,500 
limit, the total employer contributions 
includes amounts which are allocable 
to the purchase of life, accident, 
health, or other insurance. 

(2)(i) The employer contributions 
must be paid under a plan which satis-
fies all the requirements for qualifica-
tion. Accordingly, for example, con-
tributions can be paid under the plan 
for life insurance protection only to 
the extent otherwise permitted under 
sections 401 through 404 and the regula-
tions thereunder. However, certain of 
the requirements for qualification are 
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modified with respect to a plan de-
scribed in this paragraph (see section 
401(a)(10)(A)(ii) and (d)(5)). 

(ii) A plan described in this para-
graph is not disqualified merely be-
cause a contribution is made on behalf 
of an owner-employee by his employer 
during a taxable year of the employer 
for which the owner-employee has no 
earned income. On the other hand, a 
plan will fail to qualify if a contribu-
tion is made on behalf of an owner-em-
ployee which results in the discrimina-
tion prohibited by section 401(a)(4) as 
modified by section 401(a)(10)(A)(ii) (see 
paragraph (f)(3) of § 1.401–12). 

(3) The employer contributions must 
be applied to pay premiums or other 
consideration for a contract issued on 
the life of the owner-employee. For 
purposes of this subparagraph, a con-
tract is not issued on the life of an 
owner-employee unless all the proceeds 
which are, or may become, payable 
under the contract are payable di-
rectly, or through a trustee of a trust 
described in section 401(a) and exempt 
from tax under section 501(a), to the 
owner-employee or to the beneficiary 
named in the contract or under the 
plan. Accordingly, for example, a non-
transferable face-amount certificate 
(as defined in section 401(g) and the 
regulations thereunder) is considered 
an annuity on the life of the owner-em-
ployee if the proceeds of such contract 
are payable only to the owner-em-
ployee or his beneficiary. 

(4)(i) For any taxable year of the em-
ployer, the amount of contributions by 
the employer on behalf of the owner- 
employee which is applied to pay pre-
miums under the contracts described in 
this paragraph must not exceed the av-
erage of the amounts deductible under 
section 404 (determined without regard 
to section 404(a)(10)) by such employer 
on behalf of such owner-employee for 
the most recent three taxable years of 
the employer (ending prior to the date 
the latest contract was entered into or 
modified to provide additional bene-
fits), in which the owner-employee de-
rived earned income from the trade or 
business with respect to which the plan 
is established. However, if such owner- 
employee has not derived earned in-
come for at least three taxable years 
preceding such date, then, in deter-

mining the ‘‘average of the amounts 
deductible’’, only so many of such tax-
able years as such owner-employee was 
engaged in such trade or business and 
derived earned income therefrom are 
taken into account. 

(ii) For the purpose of making the 
computation described in subdivision 
(i) of this subparagraph, the taxable 
years taken into account include those 
years in which the individual derived 
earned income from the trade or busi-
ness but was not an owner-employee 
with respect to such trade or business. 
Furthermore, taxable years of the em-
ployer preceding the taxable year in 
which a qualified plan is established 
are taken into account. If such taxable 
years began prior to January 1, 1963, 
the amount deductible is determined as 
if section 404 included section 404(a) (8), 
(9), (10), and (e). 

(5) The amount of any employer con-
tribution which is not deductible but 
which is not treated as an excess con-
tribution because of the provisions of 
this paragraph shall be taken into ac-
count as an employee contribution 
made on behalf of the owner-employee 
during the owner-employee’s taxable 
year with, or within which, the taxable 
year of the person treated as his em-
ployer under section 401(c)(4) ends. 
However, such contribution is only 
treated as an employee contribution 
made on behalf of the owner-employee 
for the purpose of determining whether 
any other employee contribution made 
on behalf of the owner-employee during 
such period is an excess contribution 
described in paragraph (b)(3) of this 
section. 

(d) Effect of an excess contribution 
which is not willfully made. (1) If an ex-
cess contribution (as defined in para-
graph (b) of this section) is made on be-
half of an owner-employee, and if such 
contribution is not willfully made, 
then the provisions of this paragraph 
describe the effect of such an excess 
contribution. However, if the excess 
contribution made on behalf of an 
owner-employee is determined to have 
been willfully made, then the provi-
sions of paragraph (e) of this section 
are applicable to such contribution. 

(2)(i) This paragraph does not apply 
to an excess contribution if the net 
amount of such excess contribution (as 
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defined in subparagraph (4) of this 
paragraph) and the net income attrib-
utable to such amount are repaid to 
the owner-employee on whose behalf 
the excess contribution was made at 
any time before the end of six months 
beginning on the day on which the dis-
trict director sends notice (by certified 
or registered mail) of the amount of 
the excess contribution to the trust, 
insurance company, or other person to 
whom such excess contribution was 
paid. The net income attributable to 
the net amount of the excess contribu-
tion is the aggregate of the amounts of 
net income attributable to the net 
amount of the excess contribution for 
each year of the plan beginning with 
the taxable year of the plan within 
which the excess contribution is made 
and ending with the close of the tax-
able year of the plan immediately pre-
ceding the taxable year of the plan in 
which the net amount of the excess 
contribution is repaid. The amount of 
net income attributable to the net 
amount of the excess contribution for 
each year is the amount of net income 
earned under the plan during the year 
which is allocated in a reasonable man-
ner to the net amount of the excess 
contribution. For example, the amount 
of net income earned under the plan for 
the year which is attributable to the 
net amount of an excess contribution 
can be computed as the amount which 
bears the same ratio to the amount of 
the ‘‘net income attributable to the in-
terest of the owner-employee under the 
plan’’ for such taxable year (deter-
mined in accordance with the provi-
sions of subparagraph (5)(ii) of this 
paragraph) as the net amount of the 
excess contribution bears to the aggre-
gate amount standing to the account of 
the owner-employee at the end of that 
year (including the net amount of any 
excess contribution). 

(ii) The notice described in subdivi-
sion (i) of this subparagraph shall not 
be mailed prior to the time that the 
amount of the tax under chapter 1 of 
the Code of the owner-employee to 
whom the excess contribution is to be 
repaid has been finally determined for 
his taxable year in which such excess 
contribution was made. For purposes of 
this subdivision, a final determination 

of the amount of tax liability of the 
owner-employee includes— 

(A)1 A decision by the Tax Court of 
the United States, or a judgment, de-
cree, or other order by any court of 
competent jurisdiction, which has be-
come final; 

(B) A closing agreement authorized 
by section 7121; or 

(C) The expiration of the period of 
limitation on suits by the taxpayer for 
refund, unless suit is instituted prior 
to the expiration of such period. 

(iii) For purposes of this subpara-
graph, an amount is treated as repaid 
to an owner-employee if an adequate 
adjustment is made to the account of 
the owner-employee. An adequate ad-
justment is made to the account of an 
owner-employee, for example, if the 
amount of the excess contribution 
(without any reduction for any loading 
or other administrative charge) and 
the net income attributable to such 
amount is taken into account as a con-
tribution under the plan for the cur-
rent year. In such a case, the gross in-
come of the owner-employee for his 
taxable year in which such adjustment 
is made includes the amount of the net 
income attributable to the excess con-
tribution. 

(iv) If the net amount of the excess 
contribution and the net income at-
tributable thereto is repaid, within the 
period described in subdivision (i) of 
this subparagraph, to the owner-em-
ployee on whose behalf such contribu-
tion was made, then the net income at-
tributable to the excess contribution 
is, pursuant to section 61(a), includible 
in the gross income of the owner-em-
ployee for his taxable year in which 
such amount is distributed, or made 
available, to him. However, such 
amount is not a distribution to which 
section 402 or 403 and section 72 apply 
(see subparagraph (6) of this para-
graph). 

(3)(i) If the net amount of any excess 
contribution (as defined in subpara-
graph (4) of this paragraph) and the net 
income attributable to that excess con-
tribution are not repaid to the owner- 
employee on whose behalf the excess 
contribution was made before the end 
of the six-month period described in 
subparagraph (2)(i) of this paragraph, 
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the plan under which the excess con-
tribution has been made is considered, 
for purposes of section 404, as not satis-
fying the requirements for qualifica-
tion with respect to such owner-em-
ployee for all taxable years of the plan 
described in subdivision (ii) of this sub-
paragraph. However, such disqualifica-
tion only applies to the interest of the 
owner-employee on whose behalf an ex-
cess contribution has been made and 
does not disqualify the plan with re-
spect to the other participants there-
under. 

(ii) The taxable years referred to in 
subdivision (i) of this subparagraph in-
clude the taxable year of the plan with-
in which the excess contribution is 
made and each succeeding taxable year 
of the plan until the beginning of the 
taxable year of the plan in which the 
trust, insurance company, or other per-
son to whom such excess contribution 
was paid repays to such owner-em-
ployee— 

(A) The net amount of the excess 
contribution, and 

(B) The amount of income attrib-
utable to his interest under the plan 
which is includible in his gross income 
for any taxable year by reason of the 
provisions of subparagraph (5) of this 
paragraph. 

(4) For purposes of this paragraph, 
the net amount of an excess contribu-
tion is the amount of such excess con-
tribution, as defined in paragraph (b) of 
this section, reduced by the amount of 
any loading charge or other adminis-
trative charge ratably allocable to 
such excess contribution. 

(5)(i) If a plan is considered as not 
meeting the requirements for qualifica-
tion with respect to an owner-employee 
by reason of the provisions of subpara-
graph (3) of this paragraph for any tax-
able year of the plan, such owner-em-
ployee’s gross income for any of his 
taxable years with or within which 
such taxable year of the plan ends 
shall, for purposes of chapter 1 of the 
Code, include the portion of the net in-
come earned under the plan for such 
taxable year of the plan which is at-
tributable to the interest of the owner- 
employee under the plan. 

(ii) For purposes of this subpara-
graph, the term ‘‘net income’’ means 
the net income earned under the plan 

determined in accordance with gen-
erally accepted accounting principles 
consistently applied, and the ‘‘net in-
come attributable to the interest of the 
owner-employee under the plan’’ is the 
amount which bears the same ratio to 
the aggregate amount of net income 
earned under the plan for the taxable 
year of the plan as the amount stand-
ing to the account of the owner-em-
ployee at the end of that year (includ-
ing the amount of any excess contribu-
tion which is credited to his account) 
bears to the aggregate amount of all 
funds under the plan for all employees 
at the end of that year (including the 
aggregate amount of excess contribu-
tions credited to the accounts of all 
owner-employees for that year). 

(iii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example: 

Example. A is an owner-employee covered 
under the X Employees’ Pension Trust who 
files his return on the basis of a calendar 
year. An excess contribution was made on 
behalf of A during the plan year beginning 
on January 1, 1966. The net amount of the ex-
cess contribution and the net income attrib-
utable thereto was not repaid to A before the 
end of the six-month period described in sub-
paragraph (2)(i) of this paragraph. Accord-
ingly, the net income earned under the plan 
during 1966 which is attributable to A’s in-
terest is to be included in his gross income 
for 1966. Assume that the trust which forms 
a part of the pension plan of the X Company 
also files its returns on a calendar year 
basis, and that during 1966 the trust had a 
gross income of $4,000 (including a long-term 
capital gain of $2,500) and expenses of $500. 
Assume, further, that the amount standing 
to A’s account on December 31, 1966 (includ-
ing the amount of the excess contribution), 
was $20,000, and that on that date the 
amount funded under the plan for all em-
ployees (including A) is $140,000. Then the 
net income of the trust for 1966 is $3,500 
($4,000¥$500). The net income attributable to 
the interest of A under the plan is $500 (the 
amount which bears the same ratio to $3,500 
as $20,000 bears to $140,000). Accordingly, $500 
is included in A’s gross income in accordance 
with the provisions of section 401(e)(2)(B) as 
the ‘‘net income attributable to the interest 
of the owner-employee under the plan’’. 

(6) The provisions of section 402 or 403 
and section 72 do not apply to any 
amount distributed, or made available, 
to an owner-employee which is de-
scribed in this paragraph. Accordingly, 
for example, the provisions of section 
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72(m)(5)(A)(i), relating to amounts sub-
ject to the penalty tax imposed by sec-
tion 72(m), do not apply to the amount 
of the net income attributable to the 
interest of an owner-employee (as de-
fined in subparagraph (5)(ii) of this 
paragraph) which is includible in his 
gross income. Furthermore, in such a 
case, the provisions of section 
401(d)(5)(C) do not apply to such 
amount. 

(7) Certain adjustments will be re-
quired with respect to the interest of 
an owner-employee after any amount 
previously allocated to his account has 
been returned to him pursuant to the 
provisions of this paragraph. For exam-
ple, if the determination of whether 
life insurance benefits provided under 
the plan are incidental is made, in 
part, with regard to the contributions 
allocated to the accounts of the par-
ticipants covered under the plan, an 
adjustment may have to be made with 
respect to the life insurance purchased 
under the plan for any owner-employee 
after any amount previously allocated 
to his account has been repaid to him. 
Furthermore, if, for example, an 
owner-employee has received annuity 
payments which were taxable under 
the exclusion ratio rule of section 72, 
and if such exclusion ratio took into 
account any amount credited to the ac-
count of the owner-employee which is 
subsequently repaid to him, then such 
exclusion ratio must be recomputed 
after the adjustment in such owner-em-
ployee’s account has taken place. 

(8) Notwithstanding any other provi-
sion of law, in any case in which the 
plan is treated as not satisfying the re-
quirements for qualification with re-
spect to any owner-employee by reason 
of the provisions of section 401(e), the 
period for assessing, with respect to 
such owner-employee, any deficiency 
arising by reason of— 

(i) The disallowance of any deduction 
under section 404 by reason of the pro-
visions of subparagraph (3) of this para-
graph, or 

(ii) The inclusion of amounts in the 
gross income of the owner-employee by 
reason of the provisions of subpara-
graph (5) of this paragraph, 
shall not expire prior to 18 months 
after the day the district director 
mails the notice with respect to the ex-

cess contribution (described in sub-
paragraph (2)(i) of this paragraph) 
which gives rise to such disallowance 
or inclusion. Thus, for example, not-
withstanding the provisions of section 
6212(c) (relating to the restriction on 
the determination of additional defi-
ciencies), if, after a final determination 
by the Tax Court of the income tax li-
ability of an owner-employee for a tax-
able year in which an excess contribu-
tion was made, the amount of such ex-
cess contribution and the net income 
attributable thereto is not paid to the 
owner-employee before the end of the 
six-month period described in subpara-
graph (2)(i) of this paragraph, an addi-
tional deficiency assessment may be 
made for such taxable year with re-
spect to such excess contribution. 

(e) Effect of an excess contribution 
which is determined to have been willfully 
made. If an excess contribution (as de-
fined in paragraph (b) of this section) 
on behalf of an owner-employee is de-
termined to have been willful ly made, 
then— 

(1) Only the provisions of this para-
graph apply to such contribution; 

(2) There shall be distributed to the 
owner-employee on whose behalf such 
contribution was willfully made his en-
tire interest in all plans in which he is 
a participant as an owner-employee; 

(3) The amount distributed under 
each such plan is an amount to which 
section 72 does apply (see section 
72(m)(5)(A)(iii)); and 

(4) For purposes of section 404, no 
plan in which such individual is cov-
ered as an owner-employee shall be 
considered as meeting the require-
ments for qualification with respect to 
such owner-employee for any taxable 
year of the plan beginning with or 
within the calendar year in which it is 
determined that the excess contribu-
tion has been willfully made and with 
or within the five calendar years fol-
lowing such year. 

(f) Years to which this section applies. 
This section applies to contributions 
made in taxable years of employers be-
ginning before January 1, 1976. Thus, 
for example, in the case of willful con-
tributions made in taxable years of em-
ployers beginning before January 1, 
1976, paragraphs (e) (1), (2), and (3) of 
this section apply to such taxable 
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years beginning on or after such date. 
However, in such a case, because the 
application of paragraph (e)(4) of this 
section affects contributions made in 
taxable years of employers beginning 
on or after January 1, 1976, paragraph 
(e)(4) of this section does not apply to 
such taxable years; see paragraph (c) of 
§ 1.401(e)–4 (relating to transitional 
rules for excess contributions). 

[T.D. 6676, 28 FR 10139, Sept. 17, 1963; as 
amended by T.D. 7636, 44 FR 47053, Aug. 10, 
1979] 

§ 1.401–14 Inclusion of medical bene-
fits for retired employees in quali-
fied pension or annuity plans. 

(a) Introduction. Under section 401(h) 
a qualified pension or annuity plan 
may make provision for the payment of 
sickness, accident, hospitalization, and 
medical expenses for retired employ-
ees, their spouses, and their depend-
ents. The term ‘‘medical benefits de-
scribed in section 401(h)’’ is used in this 
section to describe such payments. 

(b) In general—(1) Coverage. Under 
section 401(h), a qualified pension or 
annuity plan may provide for the pay-
ment of medical benefits described in 
section 401(h) only for retired employ-
ees, their spouses, or their dependents. 
To be ‘‘retired’’ for purposes of eligi-
bility to receive medical benefits de-
scribed in section 401(h), an employee 
must be eligible to receive retirement 
benefits provided under the pension 
plan, or else be retired by an employer 
providing such medical benefits by rea-
son of permanent disability. For pur-
poses of the preceding sentence, an em-
ployee is not considered to be eligible 
to receive retirement benefits provided 
under the plan if he is still employed 
by the employer and a separation from 
employment is a condition to receiving 
the retirement benefits. 

(2) Discrimination. A plan which pro-
vides medical benefits described in sec-
tion 401(h) must not discriminate in 
favor of officers, shareholders, super-
visory employees, or highly com-
pensated employees with respect to 
coverage and with respect to the con-
tributions or benefits under the plan. 
The determination of whether such a 
plan so discriminates is made with ref-
erence to the retirement portion of the 
plan as well as the portion providing 

the medical benefits described in sec-
tion 401(h). Thus, for example, a plan 
will not be qualified under section 401 
if it discriminates in favor of employ-
ees who are officers or shareholders 
with respect to either portion of the 
plan. 

(3) Funding medical benefits. Contribu-
tions to provide the medical benefits 
described in section 401(h) may be 
made either on a contributory or non-
contributory basis, without regard to 
whether the contributions to fund the 
retirement benefits are made on a 
similar basis. Thus, for example, the 
contributions to fund the medical ben-
efits described in section 401(h) may be 
provided for entirely out of employer 
contributions even though the retire-
ment benefits under the plan are deter-
mined on the basis of both employer 
and employee contributions. 

(4) Definitions. For purposes of sec-
tion 401(h) and this section: 

(i) The term dependent shall have the 
same meaning as that assigned to it by 
section 152, and 

(ii) The term medical expense means 
expenses for medical care as defined in 
section 213(e)(1). 

(c) Requirements. The requirements 
which must be met for a qualified pen-
sion or annuity plan to provide medical 
benefits described in section 401(h) are 
set forth in subparagraphs (1) through 
(5) of this paragraph. 

(1) Benefits. (i) The plan must specify 
the medical benefits described in sec-
tion 401(h) which will be available and 
must contain provisions for deter-
mining the amount which will be paid. 
Such benefits, when added to any life 
insurance protection provided for 
under the plan, must be subordinate to 
the retirement benefits provided by 
such plan. For purposes of this section, 
life insurance protection includes any 
benefit paid under the plan on behalf of 
an employee-participant as a result of 
the employee-participant’s death to 
the extent such payment exceeds the 
amount of the reserve to provide the 
retirement benefits for the employee- 
participant existing at his death. The 
medical benefits described in section 
401(h) are considered subordinate to the 
retirement benefits if at all times the 
aggregate of contributions (made after 
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the date on which the plan first in-
cludes such medical benefits) to pro-
vide such medical benefits and any life 
insurance protection does not exceed 25 
percent of the aggregate contributions 
(made after such date) other than con-
tributions to fund past service credits. 

(ii) The meaning of the term subordi-
nate may be illustrated by the fol-
lowing example: 

Example. The X Corporation amends its 
qualified pension plan to provide medical 
benefits described in section 401(h) effective 
for the taxable year 1964. The total contribu-
tions under the plan (excluding those for 
past service credits) for the taxable year 1964 
are $125,000, allocated as follows: $100,000 for 
retirement benefits, $10,000 for life insurance 
protection, and $15,000 for medical benefits 
described in section 401(h). The medical ben-
efits described in section 401(h) are consid-
ered subordinate to the retirement benefits 
since the portion of the contributions allo-
cated to the medical benefits described in 
section 401(h) ($15,000) and to life insurance 
protection after such medical benefits were 
included in the plan ($10,000), or $25,000, does 
not exceed 25 percent of $125,000. For the tax-
able year 1965, the X Corporation contributes 
$140,000 (exclusive of contributions for past 
service credits) allocated as follows: $100,000 
for retirement benefits, $10,000 for life insur-
ance protection, and $30,000 for medical bene-
fits described in section 401(h). The medical 
benefits described in section 401(h) are con-
sidered subordinate to the retirement bene-
fits since the aggregate contributions allo-
cated to the medical benefits described in 
section 401(h) ($45,000) and to life insurance 
protection after such medical benefits were 
included in the plan ($20,000) or $65,000 does 
not exceed 25 percent of $265,000, the aggre-
gate of the contributions made in 1964 and 
1965. 

(2) Separate accounts. Where medical 
benefits described in section 401(h) are 
provided for under a qualified pension 
or annuity plan, a separate account 
must be maintained with respect to 
contributions to fund such benefits. 
The separation required by this section 
is for recordkeeping purposes only. 
Consequently, the funds in the medical 
benefits account need not be separately 
invested. They may be invested with 
funds set aside for retirement purposes 
without identification of which invest-
ment properties are allocable to each 
account. However, where the invest-
ment properties are not allocated to 
each account, the earnings on such 

properties must be allocated to each 
account in a reasonable manner. 

(3) Reasonable and ascertainable. Sec-
tion 401(h) further requires that 
amounts contributed to fund medical 
benefits therein described must be rea-
sonable and ascertainable. For the 
rules relating to the deduction of such 
contributions, see paragraph (f) of 
§ 1.404(a)–3. The employer must, at the 
time he makes a contribution, des-
ignate that portion of such contribu-
tion allocable to the funding of medical 
benefits. 

(4) Impossibility of diversion prior to 
satisfaction of all liabilities. Section 
401(h) further requires that it must be 
impossible, at any time prior to the 
satisfaction of all liabilities under the 
plan to provide for the payment of 
medical benefits described in section 
401(h), for any part of the corpus or in-
come of the medical benefits account 
to be (within the taxable year or there-
after) used for, or diverted to, any pur-
pose other than the providing of such 
benefits. Consequently, a plan which, 
for example, under its terms, permits 
funds in the medical benefits account 
to be used for any retirement benefit 
provided under the plan does not sat-
isfy the requirements of section 401(h) 
and will not qualify under section 
401(a). However, the payment of any 
necessary or appropriate expenses at-
tributable to the administration of the 
medical benefits account does not af-
fect the qualification of the plan. 

(5) Reversion upon satisfaction of all li-
abilities. The plan must provide that 
any amounts which are contributed to 
fund medical benefits described in sec-
tion 401(h) and which remain in the 
medical benefits account upon the sat-
isfaction of all liabilities arising out of 
the operation of the medical benefits 
portion of the plan are to be returned 
to the employer. 

(6) Forfeitures. The plan must ex-
pressly provide that in the event an in-
dividual’s interest in the medical bene-
fits account is forfeited prior to termi-
nation of the plan an amount equal to 
the amount of the forfeiture must be 
applied as soon as possible to reduce 
employer contributions to fund the 
medical benefits described in section 
401(h). 
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(d) Effective date. This section applies 
to taxable years of a qualified pension 
or annuity plan beginning after Octo-
ber 23, 1962. 

[T.D. 6722, 29 FR 5072, Apr. 14, 1964] 

§ 1.401(a)–1 Post-ERISA qualified plans 
and qualified trusts; in general. 

(a) Introduction—(1) In general. This 
section and the following regulation 
sections under section 401 reflect the 
provisions of section 401 after amend-
ment by the Employee Retirement In-
come Security Act of 1974 (Pub. L. 93– 
406) (‘‘ERISA’’). 

(2) [Reserved] 
(b) Requirements for pension plans—(1) 

Definitely determinable benefits. (i) In 
order for a pension plan to be a quali-
fied plan under section 401(a), the plan 
must be established and maintained by 
an employer primarily to provide sys-
tematically for the payment of defi-
nitely determinable benefits to its em-
ployees over a period of years, usually 
for life, after retirement or attainment 
of normal retirement age (subject to 
paragraph (b)(2) of this section). A plan 
does not fail to satisfy this paragraph 
(b)(1)(i) merely because the plan pro-
vides, in accordance with section 
401(a)(36), that a distribution may be 
made from the plan to an employee 
who has attained age 62 and who is not 
separated from employment at the 
time of such distribution. 

(ii) Section 1.401–1(b)(1)(i), a pre- 
ERISA regulation, provides rules appli-
cable to this requirement, and that 
regulation is applicable except as oth-
erwise provided. 

(iii) The use of the type of plan provi-
sion described in § 1.415(a)–1(d)(1) which 
automatically freezes or reduces the 
rate of benefit accrual or the annual 
addition to insure that the limitations 
of section 415 will not be exceeded, will 
not be considered to violate the re-
quirements of this subparagraph pro-
vided that the operation of such provi-
sion precludes discretion by the em-
ployer. 

(2) Normal retirement age—(i) General 
rule. The normal retirement age under 
a plan must be an age that is not ear-
lier than the earliest age that is rea-
sonably representative of the typical 
retirement age for the industry in 

which the covered workforce is em-
ployed. 

(ii) Age 62 safe harbor. A normal re-
tirement age under a plan that is age 
62 or later is deemed to be not earlier 
than the earliest age that is reasonably 
representative of the typical retire-
ment age for the industry in which the 
covered workforce is employed. 

(iii) Age 55 to age 62. In the case of a 
normal retirement age that is not ear-
lier than age 55 and is earlier than age 
62, whether the age is not earlier than 
the earliest age that is reasonably rep-
resentative of the typical retirement 
age for the industry in which the cov-
ered workforce is employed is based on 
all of the relevant facts and cir-
cumstances. 

(iv) Under age 55. A normal retire-
ment age that is lower than age 55 is 
presumed to be earlier than the ear-
liest age that is reasonably representa-
tive of the typical retirement age for 
the industry in which the covered 
workforce is employed, unless the 
Commissioner determines that under 
the facts and circumstances the normal 
retirement age is not earlier than the 
earliest age that is reasonably rep-
resentative of the typical retirement 
age for the industry in which the cov-
ered workforce is employed. 

(v) Age 50 safe harbor for qualified pub-
lic safety employees. A normal retire-
ment age under a plan that is age 50 or 
later is deemed to be not earlier than 
the earliest age that is reasonably rep-
resentative of the typical retirement 
age for the industry in which the cov-
ered workforce is employed if substan-
tially all of the participants in the plan 
are qualified public safety employees 
(within the meaning of section 
72(t)(10)(B)). 

(3) Benefit distribution prior to retire-
ment. For purposes of paragraph 
(b)(1)(i) of this section, retirement does 
not include a mere reduction in the 
number of hours that an employee 
works. Accordingly, benefits may not 
be distributed prior to normal retire-
ment age solely due to a reduction in 
the number of hours that an employee 
works. 

(4) Effective date. Except as otherwise 
provided in this paragraph (b)(4), para-
graphs (b)(2) and (3) of this section are 
effective May 22, 2007. In the case of a 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00064 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



53 

Internal Revenue Service, Treasury § 1.401(a)–4 

governmental plan (as defined in sec-
tion 414(d)), paragraphs (b)(2) and (3) of 
this section are effective for plan years 
beginning on or after January 1, 2009. 
In the case of a plan maintained pursu-
ant to one or more collective bar-
gaining agreements that have been 
ratified and are in effect on May 22, 
2007, paragraphs (b)(2) and (3) of this 
section do not apply before the first 
plan year that begins after the last of 
such agreements terminate determined 
without regard to any extension there-
of (or, if earlier, May 24, 2010. See 
§ 1.411(d)–4, A–12, for a special transi-
tion rule in the case of a plan amend-
ment that increases a plan’s normal re-
tirement age pursuant to paragraph 
(b)(2) of this section. 

[T.D. 7748, 46 FR 1695, Jan. 7, 1981, as amend-
ed by T.D. 9319, 72 FR 16894, Apr. 5, 2007; T.D. 
9325, 72 FR 28606, May 22, 2007] 

§ 1.401(a)–2 Impossibility of diversion 
under qualified plan or trust. 

(a) General rule. Section 401(a)(2) re-
quires that in order for a trust to be 
qualified, it must be impossible under 
the trust instrument (in the taxable 
year and at any time thereafter before 
the satisfaction of all liabilities to em-
ployees or their beneficiaries covered 
by the trust) for any part of the trust 
corpus or income to be used for, or di-
verted to, purposes other than for the 
exclusive benefit of those employees or 
their beneficiaries. Section 1.401–2, a 
pre-ERISA regulation, provides rules 
under section 401(a)(2) and that regula-
tion is applicable except as otherwise 
provided. 

(b) Section 415 suspense account. Not-
withstanding paragraph (a) of this sec-
tion, a plan, or trust forming part of a 
plan, may provide for the reversion to 
the employer, upon termination of the 
plan, of amounts contributed to the 
plan that exceed the limitations im-
posed under section 415(c), to the ex-
tent set forth in rules prescribed by the 
Commissioner in revenue rulings, no-
tices, or other guidance published in 
the Internal Revenue Bulletin (see 
§ 601.601(d)(2) of this chapter). 

[T.D. 7748, 46 FR 1696, Jan. 7, 1981, as amend-
ed by T.D. 9319, 72 FR 16894, Apr. 5, 2007] 

§ 1.401(a)–4 Optional forms of benefit 
(before 1994). 

Q–1: How does section 401(a)(4) apply 
to optional forms of benefits? 

A–1: (a) In general—(1) Scope. The 
nondiscrimination requirements of sec-
tion 401(a)(4) apply to the amount of 
contributions or benefits, optional 
forms of benefit, and other benefits, 
rights and features (e.g., actuarial as-
sumptions, methods of benefit calcula-
tion, loans, social security supple-
ments, and disability benefits) under a 
plan. This section addresses the appli-
cation of section 401(a)(4) only to op-
tional forms of benefit under a plan. 
Generally, the determination of wheth-
er an optional form is nondiscrim-
inatory under section 401(a)(4) is made 
by reference to the availability of such 
optional form, and not by reference to 
the utilization or actual receipt of such 
optional form. See Q&A–2 of this sec-
tion. Even though an optional form of 
benefit under a plan may be non-
discriminatory under section 401(a)(4) 
and this § 1.401(a)–4 because the avail-
ability of such optional form does not 
impermissibly favor employees in the 
highly compensated group, such plan 
may fail to satisfy section 401(a)(4) 
with respect to the amount of con-
tributions or benefits or with respect 
to other benefits, rights and features if, 
for example, the method of calculation 
or the amount or value of benefits pay-
able under such optional form 
impermissibly favors the highly com-
pensated group. See § 1.411(d)–4, Q&A–1 
for the definition of ‘‘optional form of 
benefit.’’ 

(2) Nondiscrimination requirements. 
Each optional form of benefit provided 
under a plan is subject to the non-
discrimination requirement of section 
401(a)(4) and thus the availability of 
each optional form of benefit must not 
discriminate in favor of the employees 
described in section 401(a)(4) in whose 
favor discrimination is prohibited (the 
‘‘highly compensated group’’). See 
paragraph (b) of this Q&A–1 for a de-
scription of the employees included in 
such group. This is true without regard 
to whether a particular optional form 
of benefit is the actuarial equivalent of 
any other optional form of benefit 
under the plan. Thus, for example, a 
plan may not condition, or otherwise 
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limit, the availability of a single sum 
distribution of an employee’s benefit in 
a manner that impermissibly favors 
the highly compensated group. 

(b) Highly compensated group. For 
plan years commencing prior to the ap-
plicable effective date for the amend-
ment made to section 401(a)(4) by sec-
tion 1114 of the Tax Reform Act of 1986 
(TRA ’86), the highly compensated 
group consists of those employees who 
are officers, shareholders, or highly 
compensated. For plan years beginning 
on or after the applicable effective date 
of the amendments to section 401(a)(4) 
made by TRA ’86, the highly com-
pensated group consists of those em-
ployees who are highly compensated 
within the meaning of section 414(q). 
The amendment to section 401(a)(4) 
made by section 1114 of TRA ’86 is gen-
erally effective for plan years com-
mencing after December 31, 1988. See 
section 1114(a) of TRA ’86. 

Q–2: How is it determined whether an 
optional form of benefit satisfies the 
nondiscrimination requirements of sec-
tion 401(a)(4)? 

A–2: (a) Nondiscrimination require-
ment—(1) In general. An optional form 
of benefit under a plan is nondiscrim-
inatory under section 401(a)(4) only if 
the requirements of paragraphs (a)(2) 
and (a)(3) of this Q&A–2 are satisfied 
with respect to such optional form. The 
determination of whether an optional 
form of benefit satisfies these require-
ments is made by reference to the 
availability of the optional form, and 
not by reference to the utilization or 
actual receipt of such optional form. 
Thus, an optional form of benefit that 
satisfies the requirements of para-
graphs (a)(2) and (a)(3) of this Q&A–2 is 
nondiscriminatory under section 
401(a)(2) even though the highly com-
pensated group disproportionately uti-
lizes such optional form. However, the 
composition of the group of employees 
who actually receive benefits in an op-
tional form may be relevant in deter-
mining whether such optional form 
satisfies the requirement of paragraph 
(a)(3) of this Q&A–2 with respect to ef-
fective availability. 

(2) Current availability—(i) Plan years 
prior to TRA ’86 effective date. Except as 
provided in paragraph (a)(2)(iii) of this 
Q&A–2, for plan years prior to the ef-

fective date of the amendments made 
to section 401(b) by section 1112(a) of 
TRA ’86, the requirement of this para-
graph (a)(2) is satisfied only if the 
group of employees to whom the op-
tional form is currently available sat-
isfies either the seventy percent test of 
section 410(b)(1)(A) or the nondiscrim-
inatory classification test of section 
410(b)(1)(B). 

(ii) Plan years commencing on or after 
TRA ’86 effective date. Except as pro-
vided in paragraph (a)(2)(iii) of this 
Q&A–2, for plan years commencing on 
or after the effective date on which the 
amendments made to section 410(b) by 
section 1112(a) of TRA ’86 first apply to 
a plan, the requirement of this para-
graph (a)(2) is satisfied only if the 
group of employees to whom the op-
tional form is currently available sat-
isfies either the percentage test set 
forth in section 410(b)(1)(A), the ratio 
test set forth in section 410(b)(1)(B), or 
the nondiscriminatory classification 
test set forth in section 410(b)(2)(A)(i). 
The employer need not satisfy the av-
erage benefit percentage test in section 
410(b)(2)(A)(ii) in order for the optional 
form to be currently available to a 
nondiscriminatory group of employees. 

(iii) Special rule for certain govern-
mental or church plans. Plans described 
in section 410(c) will be treated as sat-
isfying the current availability test of 
this paragraph (a)(2) if the group of em-
ployees with respect to whom the op-
tional form is currently available sat-
isfies the requirements of section 
401(a)(3) as in effect on September 1, 
1974. 

(iv) Effective data for TRA ’86 amend-
ments to section 410(b). The amendments 
to section 410(b) made by section 
1112(a) of TRA ’86 are generally effec-
tive for plan years commencing after 
December 31, 1988. See section 1112(e)(1) 
of TRA ’86. 

(v) Elimination of optional forms—(A) 
In general. Notwithstanding paragraphs 
(a)(2)(i) and (a)(2)(ii) of this Q&A–2, in 
the case of an optional form of benefit 
that has been eliminated under a plan 
with respect to specified employees for 
benefits accrued after the later of the 
eliminating amendment’s adoption 
date or effective date, the determina-
tion of whether such optional form sat-
isfies this paragraph (a)(2) with respect 
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to such employees is to be made imme-
diately prior to the elimination. Ac-
cordingly, if, as of the later of the 
adoption date or effective date of an 
amendment eliminating an optional 
form with respect to future benefit ac-
cruals, the current availability of such 
optional form immediately prior to 
such amendment satisfies this para-
graph (a)(2), then the optional form 
will be treated as satisfying this para-
graph (a)(2) for all subsequent years. 

(B) Example. A profit-sharing plan 
that provides for a single sum distribu-
tion available to all employees on ter-
mination of employment is amended 
January 1, 1990, to eliminate such sin-
gle sum optional form of benefit with 
respect to benefits accrued after Janu-
ary 1, 1991. As of January 1, 1991, the 
single sum optional form of benefit is 
available to a group of employees that 
satisfies the percentage test of section 
410(b)(1)(A). As of January 1, 1995, all 
nonhighly compensated employees who 
were entitled to the single sum op-
tional form of benefit have terminated 
from employment with the employer 
and taken a distribution of their bene-
fits. The only remaining employees 
who have a right to take a portion of 
their benefits in the form of a single 
sum distribution on termination of em-
ployment are highly compensated em-
ployees. Because the availability of the 
single sum optional form of benefit sat-
isfied the current availability test as of 
January 1, 1991, the availability of such 
optional form of benefit is deemed to 
continue to satisfy the current avail-
ability test of this paragraph (a)(2). 

(3) Effective availability—(i) In general. 
The requirement of this paragraph 
(a)(3) is satisfied only if, based on the 
facts and circumstances, the group of 
employees to whom the optional form 
is effectively available does not sub-
stantially favor the highly com-
pensated group. This is the case even if 
the optional form is, or has been, cur-
rently available to a group of employ-
ees that satisfies the applicable re-
quirements in paragraph (a)(2) (i) or (ii) 
of this Q&A–2. 

(ii) Examples. The provisions of para-
graph (a)(3)(i) of this Q&A–2 can be il-
lustrated by the following examples: 

Example 1. Employer X maintains a defined 
benefit plan that covers both of the 2 highly 

compensated employees of the employer and 
8 of the twelve nonhighly compensated em-
ployees of the employer. Plan X provides for 
a normal retirement benefit payable as an 
annuity and based on a normal retirement 
age of 65, and an early retirement benefit 
payable upon termination in the form of an 
annuity to employees who terminate from 
service with the employer on or after age 55 
with 30 or more years of service. Each of the 
2 employees of employer X who are in the 
highly compensated group currently meet 
the age and service requirement, or will have 
30 years of service by the time they reach 
age 55. All but 2 of the 8 nonhighly com-
pensated employees of employer X who are 
covered by the plan were hired on or after 
age 35 and thus, cannot qualify for the early 
retirement benefit provision. Even though 
the group of employees to whom the early 
retirement benefit is currently available 
does not impermissibly favor the highly 
compensated group by reason of disregarding 
age and service, these facts and cir-
cumstances indicate that the effective avail-
ability of the early retirement benefit in 
plan X substantially favors the highly com-
pensated group. 

Example 2. Assume the same facts as in Ex-
ample 1 except that the early retirement ben-
efit is added by a plan amendment first 
adopted, announced and effective December 
1, 1991, and is available only to employees 
who terminate from employment with the 
employer prior to December 15, 1991. Further 
assume that all employees were hired prior 
to attaining age 25, and that the group of 
employees who have, or will have attained 
age 55 with 30 years of service, by December 
15, 1991, satisfies the ratio test of section 
410(b)(1)(B). Finally, assume that the only 
employees who terminate from employment 
with the employer during the two week pe-
riod in which the early retirement benefit is 
available are employees in the highly com-
pensated group. These facts and cir-
cumstances indicate that the effective avail-
ability of the early retirement benefit sub-
stantially favors the highly compensated 
group. This is the case even though the limi-
tation of the early retirement benefit to a 
specified period satisfies section 411(d)(6). 

Example 3. Employer Y amends plan Y on 
June 30, 1990, to provide for a single sum dis-
tribution for employees who terminate from 
employment with the employer after June 
30, 1990, and prior to January 1, 1991. The 
availability of this single sum distribution is 
conditioned on the employee having a par-
ticular disability at the time of termination 
of employment. The only employee of the 
employer who meets this disability require-
ment at the time of the amendment and 
thereafter through December 31, 1990, is a 
highly compensated employee. Generally, a 
disability condition with respect to the 
availability of a single sum distribution may 
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be disregarded in determining whether the 
current availability of such optional form of 
benefit is discriminatory. However, these 
facts and circumstances indicate that the ef-
fective availability of the optional form of 
benefit substantially favors the highly com-
pensated group. 

Example 4. Employer Z maintains a money 
purchase pension plan that covers all em-
ployees of the employer. The plan provides 
for distribution in the form of a joint and 
survivor annuity, a life annuity, or equal in-
stallments over 10 years. During the 1992 cal-
endar year the employer winds up his busi-
ness. In December of 1992, only two employ-
ees remain in the employment of the em-
ployer, both of whom are highly com-
pensated. Employer Z then amends the plan 
to provide for a single sum distribution to 
employees who terminate from employment 
on or after the date of the amendment. Both 
highly compensated employees terminate 
from employment on December 31, 1992, tak-
ing a single sum distribution of their bene-
fits. These facts and circumstances indicate 
that the effective availability of the single 
sum optional form of benefit substantially 
favors the highly compensated group. 

(b) Application of tests—(1) Current 
availability—(i) In general. Except as 
otherwise provided in this paragraph 
(b), in determining whether an optional 
form of benefit that is subject to speci-
fied eligibility conditions is currently 
available to an employee for purposes 
of paragraph (a) of this Q&A–2, the de-
termination of current availability 
generally is to be based on the current 
facts and circumstances with respect 
to the employee (e.g., the employee’s 
current compensation or the employ-
ee’s current net worth). Thus, for ex-
ample, the fact that an employee may, 
in the future, satisfy an eligibility con-
dition generally does not cause an op-
tional form of benefit to be treated as 
currently available to such employee. 

(ii) Exceptions for age, service, employ-
ment termination and certain other condi-
tions—(A) Age and service conditions. 
For purposes of applying paragraph 
(a)(2) of this Q&A–2, except as provided 
in paragraph (b)(1)(ii)(B) of this Q&A–2, 
an age condition, a service condition, 
or both are to be disregarded. For ex-
ample, an employer that maintains a 
plan that provides for an early retire-
ment benefit payable as an annuity for 
employees in division A, subject to a 
requirement that the employee has at-
tained his or her 55th birthday and has 
at least twenty years of service with 

the employer, is to disregard the age 
and service conditions in determining 
the group of employees to whom the 
early retirement annuity benefit is 
currently available. Thus, the early re-
tirement annuity benefit is treated as 
currently available to all employees of 
division A, without regard to their ages 
or years of service and without regard 
to whether they could potentially meet 
the age and service conditions prior to 
attaining the plan’s normal retirement 
age. 

(B) Exception for certain age and serv-
ice conditions. Age and service condi-
tions that must be satisfied within a 
specified period of time may not be dis-
regarded pursuant to paragraph 
(b)(1)(ii)(A) of this Q&A–2. However, in 
determining the current availability of 
an optional form of benefit subject to 
such an age condition, service condi-
tion, or both, an employer may project 
the age and service of employees to the 
last date on which the optional form of 
benefit subject to the age condition or 
service condition (or both) is available 
under the plan. An employer’s ability 
to protect age and service to the last 
date on which the optional form of ben-
efit is available under the plan is not 
cut off by a plan termination occurring 
prior to that date. Thus, for example, 
assume that an employer maintaining 
a plan that permits employees termi-
nating from employment on or after 
age 55 between June 1, 1991 to May 31, 
1992, to elect a single sum distribution, 
decides to terminate the plan on De-
cember 31, 1991. In determining the 
group of employees to whom the single 
sum optional form of benefit is cur-
rently available, this employer may 
project employees’ ages through May 
31, 1992. 

(C) Certain other conditions dis-
regarded. Conditions on the availability 
of optional forms of benefit requiring 
termination of employment, death, sat-
isfaction of a specified health condition 
(or failure to meet such condition), dis-
ability, hardship, marital status, de-
fault on a plan loan secured by a par-
ticipant’s account balance, or execu-
tion of a covenant not to compete may 
be disregarded in determining the 
group of employees to whom an op-
tional form of benefit is currently 
available. 
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(2) Employees taken into account. For 
purposes of applying paragraph (a) of 
this Q&A–2, the tests are to be applied 
on the basis of the employer’s non-
excludable employees (whether or not 
they are participants in the plan) in 
the same manner as such tests would 
be applied in determining whether the 
plan providing the optional form of 
benefit satisfies the tests under section 
410(b). 

(3) Definition of ‘‘plan’’. For purposes 
of applying paragraph (a) of this Q&A– 
2, the term ‘‘plan’’ has the meaning 
that such term has for purposes of de-
termining whether the amount of con-
tributions or benefits and whether 
other benefits, rights, and features are 
nondiscriminatory under section 
401(a)(4). 

(4) Restructuring optional forms of ben-
efit—(i) In general. For purposes of ap-
plying paragraph (a) of this Q&A–2, the 
availability of two or more optional 
forms of benefit under a plan may be 
tested by restructuring such benefits 
into two or more restructured optional 
forms of benefit and testing the avail-
ability of such restructured optional 
forms of benefit. If two or more op-
tional forms of benefit under a plan 
contain both common and distinct 
components, such optional forms of 
benefit may be restructured as a single 
optional form of benefit comprising the 
common component, and one or more 
optional forms of benefit comprising 
each distinct component. Components 
of optional forms of benefit may be 
treated as common only if they are 
identical with respect to all character-
istics taken into account under Q&A– 
1(b) of § 1.411(d)–4. The availability of 
each restructured optional form of ben-
efit must satisfy the applicable non-
discrimination requirements of para-
graph (a) of this Q&A–2. 

(ii) Example. A profit-sharing plan 
covering all the employees of an em-
ployer provides a single sum distribu-
tion option upon termination from em-
ployment for all employees earning 
less than $50,000 and a single sum dis-
tribution option upon termination 
from employment after the attainment 
of age 55 for all employees earning 
$50,000 or more. These distribution op-
tions are identical in all other respects. 
For purposes of applying section 

401(a)(4), such optional forms of benefit 
may be restructured into two different 
optional forms of benefit: (A) a single 
sum distribution option upon termi-
nation from employment after the at-
tainment of age 55 for all employees 
(i.e., the common component), and (B) 
a single sum distribution option upon 
termination from employment before 
the attainment of age 55 for all em-
ployees earning less than $50,000. The 
availability of each of these restruc-
tured optional forms of benefit must 
satisfy section 401(a)(4). 

(c) Commissioner may provide addi-
tional tests. The Commissioner may pro-
vide such additional factors, tests, and 
safe harbors as are necessary or appro-
priate for purposes of determining 
whether the availability of an optional 
form of benefit is discriminatory under 
section 401(a)(4). In addition, the Com-
missioner may provide that additional 
eligibility conditions not related di-
rectly or indirectly to compensation or 
wealth may be disregarded under para-
graph (b)(1)(ii)(C) of this Q&A–2 in de-
termining the current availability of 
an optional form of benefit. The Com-
missioner may provide such additional 
guidance only through the publication 
of revenue rulings, notices or other 
documents of general applicability. 

Q–3: May a plan condition the avail-
ability of an optional form of benefit 
on employer discretion? 

A–3: No. Even if the availability of an 
optional form of benefit that is condi-
tioned on employer discretion satisfies 
the nondiscrimination requirements of 
section 401(a)(4), the plan providing the 
optional form of benefit will fail to sat-
isfy certain other requirements of sec-
tion 401(a), including, in applicable cir-
cumstances, the definitely deter-
minable requirement of section 401(a) 
and the requirements of section 
401(a)(25) and section 411(d)(6). See 
§ 1.411(d)–4. 

Q–4: Will a plan provision violate sec-
tion 401(a)(4) merely because it re-
quires that an employee who termi-
nates from service with the employer 
receive a single sum distribution in the 
event that the present value of the em-
ployee’s benefit is not more than $3,500, 
as permitted by sections 411(a)(11) and 
417(e)? 
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A–4: No. A plan will not be treated as 
discriminatory under section 401(a)(4) 
merely because the plan mandates a 
single sum distribution when the 
present value of an employee’s benefit 
is not more than $3,500, as permitted by 
sections 411(a)(11) and 417(e). This is an 
exception to the general principles of 
this section. (No similar provision ex-
ists excepting such single sum distribu-
tions from the limits on employer dis-
cretion under section 411(d)(6). See 
§ 1.411(d)–4 Q&A–4.) 

Q–5: If the availability of an optional 
form of benefit discriminates, or may 
reasonably be expected to discrimi-
nate, in favor of the highly com-
pensated group, what acceptable alter-
natives exist for amending the plan 
without violating section 411(d)(6)? 

A–5: (a) Transitional rules—(1) In gen-
eral. The following rules apply for pur-
poses of making necessary amendments 
to existing plans (as defined in Q&A–6 
of this section) under which the avail-
ability of an optional form of benefit 
violates the nondiscrimination require-
ments of section 401(a)(4) or may rea-
sonably be expected to violate such re-
quirements. These transitional rules 
are provided under the authority of 
section 411(d)(6), which allows the 
elimination of certain optional forms 
of benefit if permitted by regulations, 
and section 7805(b). 

(2) Nondiscrimination—(i) In general. 
The determination of whether the 
availability of an optional form of ben-
efit violates section 401(a)(4) is to be 
made in accordance with Q&A–2 of this 
section. In addition, the availability of 
a particular optional form of benefit 
may reasonably be expected to violate 
the nondiscrimination requirements of 
section 401(a)(4) if, under the applicable 
facts and circumstances, there is a sig-
nificant possibility that the current 
availability of such optional form of 
benefit will impermissibly favor the 
highly compensated group. This deter-
mination must be made on the basis of 
the seventy percent test of section 
410(b)(1)(A) or the nondiscriminatory 
classification test of section 
410(b)(1)(B) as such tests existed prior 
to the effective date of the amend-
ments made to section 410(b) by section 
1112(a) of TRA ’86. Thus, a condition 
may not reasonably be expected to dis-

criminate for purposes of these rules 
merely because it results in a signifi-
cant possibility that discrimination 
will result because of the amendments 
made to section 410(b) by section 
1112(a) of TRA ’86. In addition, the 
availability of an optional form of ben-
efit may not reasonably be expected to 
discriminate merely because of an age 
or service condition that may be dis-
regarded in determining the current 
availability of such optional form of 
benefit under paragraph (b)(1)(ii)(A) of 
Q&A–2 of this section. Similarly, the 
availability of an optional form of ben-
efit may not reasonably be expected to 
discriminate merely because of an age 
or service condition that, after per-
mitted projection, does not cause such 
optional form to fail to satisfy the re-
quirement of this paragraph (a)(2). 

(ii) Examples. The provisions of para-
graph (a)(2)(i) of this Q&A–5 can be il-
lustrated by the following examples: 

Example 1. A plan provides that a single 
sum distribution option is available only to 
(A) employees earning $50,000 or more in the 
final year of employment, (B) employees who 
furnish evidence that they have a net worth 
above a certain specified amount, and (C) 
employees who present a letter from an ac-
countant or attorney declaring that it is in 
the employee’s best interest to receive a sin-
gle sum distribution. Whether the avail-
ability of such optional form of benefit dis-
criminates depends on whether it meets the 
requirements of Q&A–2 of this § 1.401(a)–4. 
However, each of the specified conditions 
limiting the availability of the optional form 
of benefit may reasonably be expected to dis-
criminate in favor of the highly compensated 
group in operation because of the likelihood 
of a significant positive correlation between 
the ability to meet any of the specified con-
ditions and membership in the highly com-
pensated group. 

Example 2. A plan limits the availability of 
a single sum distribution option to employ-
ees employed in one particular division of 
the employer’s company. All the employees 
of the company are participants in the plan. 
During the 1988 plan year, the division em-
ploys individuals who represent a non-
discriminatory classification of that com-
pany’s employees (under section 410(b)(1)(B) 
prior to the effective date of the amend-
ments made to section 410(b) by section 
1112(a) of TRA ’86) and is unlikely to cease 
employing such a nondiscriminatory classi-
fication in the future. The availability of a 
single sum distribution under this plan does 
not result in discrimination during the 1988 
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plan year and may not reasonably be ex-
pected to do so. 

(b) Transitional alternatives. If the 
availability of an optional form of ben-
efit under an existing plan is discrimi-
natory under section 401(a)(4), the plan 
must be amended either to eliminate 
the optional form of benefit or to make 
the availability of the optional form of 
benefit nondiscriminatory. For exam-
ple, the availability of an optional 
form of benefit may be made non-
discriminatory by making such benefit 
available to sufficient additional em-
ployees who are not in the highly com-
pensated group or by imposing non-
discriminatory objective criteria on its 
availability such that the group of em-
ployees to whom the benefit is avail-
able is nondiscriminatory. See Q&A–6 
of § 1.411(d)–4 for requirements with re-
spect to such objective criteria. If, 
under an existing plan, the availability 
of an optional form of benefit may rea-
sonably be expected to discriminate, 
the plan may be amended in the same 
manner permitted where the avail-
ability of an optional form of benefit is 
discriminatory. See paragraph (d) of 
this Q&A–5 for rules limiting the pe-
riod during which the availability of 
optional forms of benefit may be elimi-
nated or reduced under this paragraph. 

(c) Compliance and amendment date 
provisions—(1) Operational compliance re-
quirement. On or before the applicable 
effective date for the plan (see Q&A–6 
of this section), the plan sponsor must 
select one of the alternatives per-
mitted under paragraph (b) of this 
Q&A–5 with respect to each affected op-
tional form of benefit and the plan 
must be operated in accordance with 
this selection. This is an operational 
requirement and does not require a 
plan amendment prior to the period set 
forth in paragraph (c)(2) of this Q&A–5. 
There is no special reporting require-
ment under the Code or this section 
with respect to this selection. 

(2) Deferred amendment date. If para-
graph (c)(1) of this Q&A–5 is satisfied, a 
plan amendment conforming the plan 
to the particular alternative selected 
under paragraph (b) of this Q&A–5 must 
be adopted within the time period per-
mitted for amending plans in order to 
meet the requirements of section 410(b) 
as amended by TRA ’86. Such con-

forming amendment must be con-
sistent with the sponsor’s selection as 
reflected by plan practice during the 
period from the effective date to the 
date the amendment is adopted. Thus, 
for example, if an existing calendar 
year noncollectively bargained defined 
benefit plan has a single sum distribu-
tion form subject to a discriminatory 
condition, that was available as of Jan-
uary 30, 1986 (subject to such condi-
tion), and such employer makes one or 
more single sum distributions avail-
able on or after the first day of the 
first plan year commencing on or after 
January 1, 1989, and before the plan 
amendment, then such employer may 
not adopt a plan amendment elimi-
nating the single sum distribution 
form. Instead, such employer must 
adopt an amendment making the dis-
tribution form available to a non-
discriminatory group of employees 
while retaining the availability of such 
distribution form with respect to the 
group of employees to whom the ben-
efit is already available. Similarly, any 
objective criteria that are adopted as 
part of such amendment must be con-
sistent with the plan practice for the 
applicable period prior to the amend-
ment. A conforming amendment under 
this paragraph (c)(2) must be made 
with respect to each optional form of 
benefit for which such amendment is 
required and must be retroactive to the 
applicable effective date. 

(d) Limitation on transitional alter-
natives. The transitional alternatives 
permitting the elimination or reduc-
tion of optional forms of benefit will 
not violate section 411(d)(6) during the 
period prior to the applicable effective 
date for the plan (see Q&A–6 of this 
section). After the applicable effective 
date, any amendment (other than one 
described in paragraph (c)(2) of this 
Q&A–5) that eliminates or reduces an 
optional form of benefit or imposes 
new objective criteria restricting the 
availability of such optional form of 
benefit will fail to qualify for the ex-
ception to section 411(d)(6) provided in 
this Q&A–5. This is the case without re-
gard to whether the availability of the 
optional form of benefit is discrimina-
tory or may reasonably be expected to 
be discriminatory. 
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Q–6: For what period are the rules of 
this section effective? 

A–6: (a) General effective date—(1) In 
general. Except as otherwise provided 
in this section, the provisions of this 
section are effective January 30, 1986, 
and do not apply to plan years begin-
ning on or after January 1, 1994. For 
rules applicable to plan years begin-
ning on or after January 1, 1994, see 
§§ 1.401(a)(4)–1 through 1.401(a)(4)–13. 

(2) Plans of tax-exempt organizations. 
In the case of plans maintained by or-
ganizations exempt from income tax-
ation under section 501(a), including 
plans subject to section 403(b)(12)(A)(i) 
(nonelective plans), except as other-
wise provided in this section, the provi-
sions of this section are effective Janu-
ary 30, 1986, and do not apply to plan 
years beginning on or after January 1, 
1996. For rules applicable to plan years 
beginning on or after January 1, 1996, 
see §§ 1.401(a)(4)–1 through 1.401(a)(4)–13. 

(b) New plans—(1) In general. Unless 
otherwise provided in paragraph (b)(2) 
of this Q&A–6, plans that are either 
adopted or made effective on or after 
January 30, 1986, are ‘‘new plans’’. With 
respect to such new plans, this section 
is effective January 30, 1986. This effec-
tive date is applicable to such plans 
whether or not they are collectively 
bargained. 

(2) Exception with respect to certain 
new plans. Plans that are new plans as 
defined in paragraph (b)(1) of this Q&A– 
6, under which the availability of an 
optional form of benefit is discrimina-
tory or may reasonably be expected to 
be discriminatory, and that receive a 
favorable determination letter that 
covered such plan provisions with re-
spect to an application submitted prior 
to July 11, 1988, will be treated as exist-
ing plans with respect to such optional 
form of benefit for purposes of the 
transitional rules of this section. Thus, 
such plans are eligible for the compli-
ance and amendment alternatives set 
forth in the transitional rule in Q&A–5 
of this section. 

(c) Existing plans—(1) In general. 
Plans that are both adopted and in ef-
fect prior to January 30, 1986, are ‘‘ex-
isting plans’’. In addition, new plans 
described in paragraph (b)(2) of this 
Q&A–6 are treated as existing plans 
with respect to certain forms of ben-

efit. Subject to the limitations in para-
graph (d) of this Q&A–6, the effective 
dates set forth in paragraphs (c)(2) and 
(c)(3) of this Q&A–6 apply to these ex-
isting plans for purposes of this sec-
tion. 

(2) Existing noncollectively bargained 
plans. With respect to existing non-
collectively bargained plans, this sec-
tion is effective for the first day of the 
first plan year commencing on or after 
January 1, 1989. 

(3) Existing collectively bargained 
plans. With respect to existing collec-
tively bargained plans, this section is 
effective for the later of the first day of 
the first plan year commencing on or 
after January 1, 1989, or the first day of 
the first plan year that the require-
ments of section 410(b) as amended by 
TRA ’86 apply to such plan. 

(d) Delayed effective dates not applica-
ble to new optional forms of benefit or 
conditions—(1) In general. The delayed 
effective dates in paragraph (c) (2) and 
(3) of this Q&A–6 for existing plans are 
applicable with respect to an optional 
form of benefit only if both the op-
tional form of benefit and any applica-
ble condition either causing the avail-
ability of such optional form of benefit 
to be discriminatory or making it rea-
sonable to expect that the availability 
of such optional form will be discrimi-
natory were both adopted and in effect 
prior to January 30, 1986. If the pre-
ceding sentence is not satisfied with re-
spect to an optional form of benefit, 
this section is effective with respect to 
such optional form of benefit as if the 
plan were a new plan. 

(2) Exception for certain amendments 
covered by a favorable determination let-
ter. If a condition causing the avail-
ability of an optional form of benefit to 
be discriminatory, or to be reasonably 
expected to discriminate, was adopted 
or made effective on or after January 
30, 1986, and a favorable determination 
letter that covered such plan provision 
is or was received with respect to an 
application submitted before July 11, 
1988, the effective date of this section 
with respect to such provision is the 
applicable effective date determined 
under the rules with respect to existing 
plans, as though such provision had 
been adopted and in effect prior to Jan-
uary 30, 1986. 
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(e) Transitional rule effective date. The 
transitional rule provided in Q&A–5 of 
this section is effective January 30, 
1986. 

[53 FR 26054, July 11, 1988, as amended by 
T.D. 8360, 56 FR 47536, Sept. 19, 1991; T.D. 
8485, 58 FR 46778, Sept. 3, 1993; T.D. 8212, 61 
FR 14247, Apr. 1, 1996] 

§ 1.401(a)–11 Qualified joint and sur-
vivor annuities. 

(a) General rule—(1) Required provi-
sions. A trust, to which section 411 (re-
lating to minimum vesting standards) 
applies without regard to section 
411(e)(2), which is a part of a plan pro-
viding for the payment of benefits in 
any form of a life annuity (as defined 
in paragraph (b)(1) of this section), 
shall not constitute a qualified trust 
under section 401(a)(11) and this section 
unless such plan provides that: 

(i) Unless the election provided in 
paragraph (c)(1) of this section has 
been made, life annuity benefits will be 
paid in a form having the effect of a 
qualified joint and survivor annuity (as 
defined in paragraph (b)(2) of this sec-
tion) with respect to any participant 
who— 

(A) Begins to receive payments under 
such plan on or after the date the nor-
mal retirement age is attained, or 

(B) Dies (on or after the date the nor-
mal retirement age is attained) while 
in active service of the employer main-
taining the plan, or 

(C) In the case of a plan which pro-
vides for the payment of benefits be-
fore the normal retirement age, begins 
to receive payments under such plan on 
or after the date the qualified early re-
tirement age (as defined in paragraph 
(b)(4) of this section) is attained, or 

(D) Separates from service on or after 
the date the normal retirement age (or 
the qualified early retirement age) is 
attained and after satisfaction of eligi-
bility requirements for the payment of 
benefits under the plan (except for any 
plan requirement that there be filed a 
claim for benefits) and thereafter dies 
before beginning to receive life annuity 
benefits; 

(ii) Any participant may elect, as 
provided in paragraph (c)(1) of this sec-
tion, not to receive life annuity bene-
fits in the form of a qualified joint and 
survivor annuity; and 

(iii) If the plan provides for the pay-
ment of benefits before the normal re-
tirement age, any participant may 
elect, as provided in paragraph (c)(2) of 
this section, that life annuity benefits 
be payable as an early survivor annuity 
(as defined in paragraph (b)(3) of this 
section) upon his death in the event 
that he— 

(A) Attains the qualified early retire-
ment age (as defined in paragraph (b)(4) 
of this section), and 

(B) Dies on or before the day normal 
retirement age is attained while em-
ployed by an employer maintaining the 
plan. 

(2) Certain cash-outs. A plan will not 
fail to satisfy the requirements of sec-
tion 401(a)(11) and this section merely 
because it provides that if the present 
value of the entire nonforfeitable ben-
efit derived from employer contribu-
tions of a participant at the time of his 
separation from service does not ex-
ceed $1,750 (or such smaller amount as 
the plan may specify), such benefit will 
be paid to him in a lump sum. 

(3) Illustrations. The provisions of sub-
paragraph (1) of this paragraph may be 
illustrated by the following examples: 

Example 1. The X Corporation Defined Con-
tribution Plan was established in 1960. As in 
effect on January 1, 1974, the plan provided 
that, upon the participant’s retirement, the 
participant may elect to receive the balance 
of his account in the form of (1) a single-sum 
cash payment, (2) a single-sum distribution 
consisting of X Corporation stock, (3) five 
equal annual cash payments, (4) a life annu-
ity, or (5) a combination of options (1) 
through (4). The plan also provided that, if a 
participant did not elect another form of dis-
tribution, the balance of his account would 
be distributed to him in the form of a single- 
sum cash payment upon his retirement. As-
sume that section 401(a)(11) and this section 
became applicable to the plan as of its plan 
year beginning January 1, 1976, with respect 
to persons who were active participants in 
the plan as of such date (see paragraph (f) of 
this section). If X Corporation Defined Con-
tribution Plan continues to allow the life an-
nuity payment option after December 31, 
1975, it must be amended to provide that if a 
participant elects a life annuity option the 
life annuity benefit will be paid in a form 
having the effect of a qualified joint and sur-
vivor annuity, except to the extent that the 
participant elects another form of benefit 
payment. However, the plan can continue to 
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provide that, if no election is made, the bal-
ance will be paid as a single-sum cash pay-
ment. If the trust is not so amended, it will 
fail to qualify under section 401(a). 

Example 2. The Corporation Retirement 
Plan provides that plan benefits are payable 
only in the form of a life annuity and also 
provides that a participant may retire before 
the normal retirement age of 65 and receive 
a benefit if he has completed 30 years of serv-
ice. Under this plan, an employee who begins 
employment at the age of 18 will be eligible 
to receive retirement benefits at the age of 
48 if he then has 30 years of service. This plan 
must allow a participant to elect in the time 
and manner prescribed in paragraph (c)(2) of 
this section an early survivor annuity (de-
fined in paragraph (b)(3) of this section) to be 
payable on the death of the participant if 
death occurs while the participant is in ac-
tive service for the employer maintaining 
the plan and on or after the date the partici-
pant reaches the qualified early retirement 
age of 55 (the later of the date the partici-
pant reaches the earliest retirement age (age 
48) or 10 years before normal retirement age 
(age 55)) but before the day after the day the 
participant reaches normal retirement age 
(age 65). 

Example 3. Assume the same facts as in Ex-
ample 2. A, B, and C began employment with 
Y Corporation when they each attained age 
18. A retires and begins to receive benefit 
payments at age 48 after completing 30 years 
of service. The plan is not required to pay a 
qualified joint and survivor annuity to A and 
his spouse at any time. B does not elect an 
early survivor annuity at age 55, but retires 
at age 57 after completing 39 years of service. 
Unless B makes an election under subpara-
graph (1)(ii) of this paragraph, the plan is re-
quired to pay a qualified joint and survivor 
annuity to B and his spouse. C makes no 
elections described in subparagraph (1) of 
this paragraph, and dies while in active serv-
ice at age 66 after completing 48 years of 
service. The plan is required to pay a quali-
fied survivor annuity to C’s spouse. 

(b) Definitions. As used in this sec-
tion—(1) Life annuity. (i) The term ‘‘life 
annuity’’ means an annuity that pro-
vides retirement payments and re-
quires the survival of the participant 
or his spouse as one of the conditions 
for any payment or possible payment 
under the annuity. For example, annu-
ities that make payments for 10 years 
or until death, whichever occurs first 
or whichever occurs last, are life annu-
ities. 

(ii) However, the term ‘‘life annuity’’ 
does not include an annuity, or that 
portion of an annuity, that provides 
those benefits which, under section 

411(a)(9), would not be taken into ac-
count in the determination of the nor-
mal retirement benefit or early retire-
ment benefit. For example, ‘‘social se-
curity supplements’’ described in the 
fourth sentence of section 411(a)(9) are 
not considered to be life annuities for 
the purposes of this section, whether or 
not an early retirement benefit is pro-
vided under the plan. 

(2) Qualified joint and survivor annu-
ity. The term ‘‘qualified joint and sur-
vivor annuity’’ means an annuity for 
the life of the participant with a sur-
vivor annuity for the life of his spouse 
which is neither (i) less than one-half 
of, nor (ii) greater than, the amount of 
the annuity payable during the joint 
lives of the participant and his spouse. 
For purposes of the preceding sentence, 
amounts described in § 1.401(a)– 
11(b)(1)(ii) may be disregarded. A quali-
fied joint and survivor annuity must be 
at least the actuarial equivalent of the 
normal form of life annuity or, if great-
er, of any optional form of life annuity 
offered under the plan. Equivalence 
may be determined, on the basis of con-
sistently applied reasonable actuarial 
factors, for each participant or for all 
participants or reasonable groupings of 
participants, if such determination 
does not result in discrimination in 
favor of employees who are officers, 
shareholders, or highly compensated. 
An annuity is not a qualified joint and 
survivor annuity if payments to the 
spouse of a deceased participant are 
terminated, or reduced, because of such 
spouse’s remarriage. 

(3) Early survivor annuity. The term 
‘‘early survivor annuity’’ means an an-
nuity for the life of the participant’s 
spouse the payments under which must 
not be less than the payments which 
would have been made to the spouse 
under the joint and survivor annuity if 
the participant had made the election 
described in paragraph (c)(2) of this 
section immediately prior to his retire-
ment and if his retirement had oc-
curred on the day before his death and 
within the period during which an elec-
tion can be made under such paragraph 
(c)(2). For example, if a participant 
would be entitled to a single life annu-
ity of $100 per month or a reduced 
amount under a qualified joint and sur-
vivor annuity of $80 per month, his 
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spouse is entitled to a payment of at 
least $40 per month. However, the pay-
ments may be reduced to reflect the 
number of months of coverage under 
the survivor annuity pursuant to para-
graph (e) of this section. 

(4) Qualified early retirement age. The 
term ‘‘qualified early retirement age’’ 
means the latest of— 

(i) The earliest date, under the plan, 
on which the participant could elect 
(without regard to any requirement 
that approval of early retirement be 
obtained) to receive retirement bene-
fits (other than disability benefits). 

(ii) The first day of the 120th month 
beginning before the participant 
reaches normal retirement age, or 

(iii) The date on which the partici-
pant begins participation. 

(5) Normal retirement age. The term 
‘‘normal retirement age’’ has the 
meaning set forth in section 411(a)(8). 

(6) Annuity starting date. The term 
‘‘annuity starting date’’ means the 
first day of the first period with re-
spect to which an amount is received 
as a life annuity, whether by reason of 
retirement or by reason of disability. 

(7) Day. The term ‘‘day’’ means a cal-
endar day. 

(c) Elections—(1) Election not to take 
joint and survivor annuity form—(i) In 
general. (A) A plan shall not be treated 
as satisfying the requirements of this 
section unless it provides that each 
participant may elect, during the elec-
tion period described in subdivision (ii) 
of this subparagraph, not to receive a 
qualified joint and survivor annuity. 
However, if a plan provides that a 
qualified joint and survivor annuity is 
the only form of benefit payable under 
the plan with respect to a married par-
ticipant, no election need be provided. 

(B) The election shall be in writing 
and clearly indicate that the partici-
pant is electing to receive all or, if per-
mitted by the plan, part of his benefits 
under the plan in a form other than 
that of a qualified joint and survivor 
annuity. A plan will not fail to meet 
the requirements of this section merely 
because the plan requires the partici-
pant to obtain the written approval of 
his spouse in order for the participant 
to make this election or if the plan 
provides that such approval is not re-
quired. 

(ii) Election period. (A) For purposes 
of the election described in paragraph 
(c)(1)(i) of this section, the plan shall 
provide an election period which shall 
include a period of at least 90 days fol-
lowing the furnishing of all of the ap-
plicable information required by sub-
paragraph (3)(i) of this paragraph and 
ending prior to commencement of ben-
efits. In no event may the election pe-
riod end earlier than the 90th day be-
fore the commencement of benefits. 
Thus, for example, the commencement 
of benefits may be delayed until the 
end of such election period because the 
amount of payments to be made to a 
participant cannot be ascertained be-
fore the end of such period; see 
§ 1.401(a)–14(d). 
If a participant makes a request for ad-
ditional information as provided in 
subparagraph (3)(iii) of this paragraph 
on or before the last day of the election 
period, the election period shall be ex-
tended to the extent necessary to in-
clude at least the 90 calendar days im-
mediately following the day the re-
quested additional information is per-
sonally delivered or mailed to the par-
ticipant. Notwithstanding the imme-
diately preceding sentence, a plan may 
provide in cases in which the partici-
pant has been furnished by mail or per-
sonal delivery all of the applicable in-
formation required by subparagraph 
(3)(i) of this paragraph, that a request 
for such additional information must 
be made on or before a date which is 
not less than 60 days from the date of 
such mailing or delivery; and if the 
plan does so provide, the election pe-
riod shall be extended to the extent 
necessary to include at least the 60 cal-
endar days following the day the re-
quested additional information is per-
sonally delivered or mailed to the par-
ticipant. 

(B) In the case of a participant in a 
plan to which this subparagraph ap-
plies who separated from service after 
section 401(a)(11) and this section be-
came applicable to such plan with re-
spect to such participant, and to whom 
an election required by this subpara-
graph has not been previously made 
available (and will not become avail-
able in normal course), the plan must 
provide an election to receive the bal-
ance of his benefits (properly adjusted, 
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if applicable, for payments received, 
prior to the exercise of such election, 
in the form of a qualified joint and sur-
vivor annuity) in a form other than 
that of a qualified joint and survivor 
annuity. The provisions of paragraph 
(c)(1)(ii)(A) shall apply except that in 
no event shall the election period end 
before the 90th day after the date on 
which notice of the availability of such 
election and the applicable information 
required by subparagraph (3)(i) of this 
paragraph is given directly to the par-
ticipant. If such notice and informa-
tion is given by mail, it shall be treat-
ed as given on the date of mailing. If 
such participant has died, such election 
shall be made available to such partici-
pant’s personal representative. 

(2) Election of early survivor annuity— 
(i) In general. (A) A plan described in 
subparagraph (a)(1)(iii) of this section 
shall not be treated as satisfying the 
requirements of this section unless it 
provides that each participant may 
elect, during the period described in 
subdivision (ii) of this subparagraph, 
an early survivor annuity as described 
in paragraph (a)(1)(iii) of this section. 
Breaks in service after the participant 
has attained the qualified early retire-
ment age neither invalidate a previous 
election or revocation nor prevent an 
election from being made or revoked 
during the election period. 

(B) The election shall be in writing 
and clearly indicate that the partici-
pant is electing the early survivor an-
nuity form. 

(C) A plan is not required to provide 
an election under this subparagraph 
if— 

(1) The plan provides that an early 
survivor annuity is the only form of 
benefit payable under the plan with re-
spect to a married participant who dies 
while employed by an employer main-
taining the plan, 

(2) In the case of a defined contribu-
tion plan, the plan provides a survivor 
benefit at least equal in value to the 
vested portion of the participant’s ac-
count balance, if the participant dies 
while in active service with an em-
ployer maintaining the plan, or 

(3) In the case of a defined benefit 
plan, the plan provides a survivor ben-
efit at least equal in value to the 
present value of the vested portion of 

the participant’s normal form of the 
accrued benefit payable at normal re-
tirement age (determined immediately 
prior to death), if the participant dies 
while in active service with an em-
ployer maintaining the plan. Any 
present values must be determined in 
accordance with either the actuarial 
assumptions or factors specified in the 
plan, or a variable standard inde-
pendent of employer discretion for con-
verting optional benefits specified in 
the plan. 

(ii) Election period. (A) For purposes 
of the election described in paragraph 
(c)(2)(i) of this section the plan shall 
provide an election period which, ex-
cept as provided in the following sen-
tence, shall begin not later than the 
later of either the 90th day before a 
participant attains the qualified early 
retirement age or the date on which his 
participation begins, and shall end on 
the date the participant terminates his 
employment. If such a plan contains a 
provision that any election made under 
this subparagraph does not become ef-
fective or ceases to be effective if the 
participant dies within a certain period 
beginning on the date of such election, 
the election period prescribed in this 
subdivision (ii) shall begin not later 
than the later of (1) a date which is 90 
days plus such certain period before 
the participant attains the qualified 
early retirement age or (2) the date on 
which his participation begins. For ex-
ample, if a plan provides that an elec-
tion made under this subparagraph 
does not become effective if the partic-
ipant dies less than 2 years after the 
date of such election, the period for 
making an election under this subpara-
graph must begin not later than the 
later of (1) 2 years and 90 days before 
the participant attains the qualified 
early retirement age, or (2) the date on 
which his participation begins. How-
ever, the election period for an indi-
vidual who was an active participant 
on the date this section became effec-
tive with regard to the plan need not 
begin earlier than such effective date. 

(B) In the case of a participant in a 
plan to which this subparagraph ap-
plies who dies after section 401(a)(11) 
and this section became applicable to 
such plan with respect to such partici-
pant and to whom an election required 
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by this subparagraph has not been pre-
viously made available, the plan must 
give the participant’s surviving spouse 
or, if dead, such spouse’s personal rep-
resentative the option of electing an 
early survivor annuity. The plan may 
reduce the surviving spouse’s annuity 
to take into account any benefits al-
ready received. The period for making 
such election shall not end before the 
90th day after the date on which writ-
ten notice of the availability of such 
election and applicable information re-
quired by subparagraph (3)(i) of this 
paragraph is given directly to such sur-
viving spouse or personal representa-
tive. If such notice and information is 
given by mail, if shall be treated as 
given on the date of mailing. 

(3) Information to be provided by plan. 
For rules regarding the information re-
quired to be provided with respect to 
the election to waive a QJSA or a 
QPSA, see § 1.417(a)(3)–1. 

(4) Election is revocable. A plan to 
which this section applies must provide 
that any election made under this 
paragraph may be revoked in writing 
during the specified election period, 
and that after such election has been 
revoked, another election under this 
paragraph may be made during the 
specified election period. 

(5) Election by surviving spouse. A plan 
will not fail to meet the requirements 
of section 401(a)(11) and this section 
merely because it provides that the 
spouse of a deceased participant may 
elect to have benefits paid in a form 
other than a survivor annuity. If the 
plan provides that such a spouse may 
make such an election, the plan admin-
istrator must furnish to this spouse, 
within a reasonable amount of time 
after a written request has been made 
by this spouse, a written explanation 
in non-technical language of the sur-
vivor annuity and any other form of 
payment which may be selected. This 
explanation must state the financial 
effect (in terms of dollars) of each form 
of payment. A plan need not respond to 
more than one such request. 

(d) Permissible additional plan provi-
sions—(1) In general. A plan will not fail 
to meet the requirements of section 
401(a)(11) and this section merely be-
cause it contains one or more of the 

provisions described in paragraphs 
(d)(2) through (5) of this section. 

(2) Claim for benefits. A plan may pro-
vide that as a condition precedent to 
the payment of benefits, a participant 
must express in writing to the plan ad-
ministrator the form in which he pre-
fers benefits to be paid and provide all 
the information reasonably necessary 
for the payment of such benefits. How-
ever, if a participant files a claim for 
benefits with the plan administrator 
and provides the plan administrator 
with all the information necessary for 
the payment of benefits but does not 
indicate a preference as to the form for 
the payment of benefits, benefits must 
be paid in the form of a qualified joint 
and survivor annuity if the participant 
has attained the qualified early retire-
ment age unless such participant has 
made an effective election not to re-
ceive benefits in such form. For rules 
relating to provisions in a plan to the 
effect that a claim for benefits must be 
filed before the payment of benefits 
will commence, see § 1.401(a)–14. 

(3) Marriage requirements. A plan may 
provide that a joint and survivor annu-
ity will be paid only if— 

(i) The participant and his spouse 
have been married to each other 
throughout a period (not exceeding one 
year) ending on the annuity starting 
date. 

(ii) The spouse of the participant is 
not entitled to receive a survivor annu-
ity (whether or not the election de-
scribed in paragraph (c)(2) of this sec-
tion has been made) unless the partici-
pant and his spouse have been married 
to each other throughout a period (not 
exceeding one year) ending on the date 
of such participant’s death. 

(iii) The same spouse must satisfy 
the requirements of subdivisions (i) and 
(ii) of this subparagraph. 

(iv) The participant must notify the 
plan administrator (as defined by sec-
tion 414(g)) of his marital status within 
any reasonable time period specified in 
the plan. 

(4) Effect of participant’s death on an 
election or revocation of an election under 
paragraph (c). A plan may provide that 
any election described in paragraph (c) 
of this section or any revocation of any 
such election does not become effective 
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or ceases to be effective if the partici-
pant dies within a period, not in excess 
of 2 years, beginning on the date of 
such election or revocation. However, a 
plan containing a provision described 
in the preceding sentence shall not sat-
isfy the requirements of this section 
unless it also provides that any such 
election or any revocation of any such 
election will be given effect in any case 
in which— 

(i) The participant dies from acci-
dental causes, 

(ii) A failure to give effect to the 
election or revocation would deprive 
the participant’s survivor of a survivor 
annuity, and 

(iii) Such election or revocation is 
made before such accident occurred. 

(5) Benefit option approval by third 
party. (i) A plan may provide that an 
optional form of benefit elected by a 
participant is subject to the approval 
of an administrative committee or 
similar third party. However, the ad-
ministrative committee cannot deny a 
participant any of the benefits required 
by section 401(a)(11). For example, if a 
plan offers a life annuity option, the 
committee may deny the participant a 
qualified joint and survivor annuity 
only by denying the participant access 
to all life annuity options without 
knowledge of whether the participant 
wishes to receive a qualified joint and 
survivor annuity. Alternatively, if the 
committee knows which form of life 
annuity the participant has chosen be-
fore the committee makes its decision, 
the committee cannot withhold its 
consent for payment of a qualified 
joint and survivor annuity event 
though it denies all other life annuity 
options. This subparagraph (5) only ap-
plies before the effective date of the 
amendment made to section 411(d)(6) 
by section 301 of the Retirement Eq-
uity Act of 1984. See section 411(d)(6) 
and the regulations thereunder for 
rules limiting employer discretion. 

(ii) The provisions of this subpara-
graph may be illustrated by the fol-
lowing example: 

Example. In 1980 plan M provides that the 
automatic form of benefit is a single sum 
distribution. The plan also permits, subject 
to approval by the administrative com-
mittee, the election of several optional 
forms of life annuity. On the election form 

that is reviewed by the administrative com-
mittee the participant indicates whether any 
life annuity option is preferred, without indi-
cating the particular life annuity chosen. 
Thus, the committee approves or disapproves 
the election without knowledge of whether a 
qualified joint and survivor annuity will be 
elected. The administrative committee ap-
proval provision in Plan M does not cause 
the plan to fail to satisfy this section. On the 
other hand, if the form indicates which form 
of life annuity is preferred, committee dis-
approval of any election of the qualified 
joint and survivor annuity would cause the 
plan to fail to satisfy this section. 

(e) Costs of providing qualified joint 
and survivor annuity form or early sur-
vivor annuity form. A plan may take 
into account in any equitable manner 
consistent with generally accepted ac-
tuarial principles applied on a con-
sistent basis any increased costs re-
sulting from providing qualified joint 
and survivor annuity and early sur-
vivor annuity benefits. A plan may 
give a participant the option of paying 
premiums only if it provides another 
option under which an out-of-pocket 
expense by the participant is not re-
quired. 

(f) Application and effective date. Sec-
tion 401(a)(11) and this section shall 
apply to a plan only with respect to 
plan years beginning after December 
31, 1975, and shall apply only if— 

(1) The participant’s annuity starting 
date did not fall within a plan year be-
ginning before January 1, 1976, and 

(2) The participant was an active par-
ticipant in the plan on or after the first 
day of the first plan year beginning 
after December 31, 1975. 

For purposes of this paragraph, the 
term ‘‘active participant’’ means a par-
ticipant for whom benefits are being 
accrued under the plan on his behalf (in 
the case of a defined benefit plan), the 
employer is obligated to contribute to 
or under the plan on his behalf (in the 
case of a defined contribution plan 
other than a profit-sharing plan), or 
the employer either is obligated to 
contribute to or under the plan on his 
behalf or would have been obligated to 
contribute to or under the plan on his 
behalf if any contribution were made 
to or under the plan (in the case of a 
profit-sharing plan). 
If benefits under a plan are provided by 
the distribution to the participants of 
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individual annuity contracts, the annu-
ity starting date will be considered for 
purposes of this paragraph to fall with-
in a plan year beginning before Janu-
ary 1, 1976, with respect to any such in-
dividual contract that was distributed 
to the participant during a plan year 
beginning before January 1, 1976, if no 
premiums are paid with respect to such 
contract during a plan year beginning 
after December 31, 1975. In the case of 
individual annuity contracts that are 
distributed to participants before Jan-
uary 1, 1978, and which contain an op-
tion to provide a qualified joint and 
survivor annuity, the requirements of 
this section will be considered to have 
been satisfied if, not later than Janu-
ary 1, 1978, holders of individual annu-
ity contracts who are participants de-
scribed in the first sentence of this 
paragraph are given an opportunity to 
have such contracts amended, so as to 
provide for a qualified joint and sur-
vivor annuity in the absence of a con-
trary election, within a period of not 
less than one year from the date such 
opportunity was offered. In no event, 
however, shall the preceding sentence 
apply with respect to benefits attrib-
utable to premiums paid after Decem-
ber 31, 1977. 

(g) Effect of REA 1984—(1) In general. 
The Retirement Equity Act of 1984 
(REA 1984) significantly changed the 
qualified joint and survivor annuity 
rules generally effective for plan years 
beginning after December 31, 1984. The 
new survivor annuity rules are pri-
marily in sections 401(a)(11) and 417 as 
revised by REA 1984 and §§ 1.401(a)–20 
and 417(e)–1. 

(2) Regulations after REA 1984. (i) REA 
and the regulations thereunder to the 
extent inconsistent with pre-REA 1984 
section 401(a)(11) and this section are 
controlling for years to which REA 1984 
applies. See e.g., paragraphs (a)(1) and 
(2) of this section, relating to required 
provisions and certain cash-outs, re-
spectively and (e), relating to costs of 
providing annuities, for rules that are 
inconsistent with REA 1984 and, there-
fore, are not applicable to REA 1984 
years. 

(ii) To the extent that the pre-REA 
1984 law either is the same as or con-
sistent with REA 1984 and the new reg-
ulations hereunder, the rules in this 

section shall continue to apply for 
years to which REA 1984 applies. (See, 
e.g., paragraph (c) (relating to how in-
formation is furnished participants and 
spouses) and paragraph (b) (defining a 
life annuity) for some of the rules that 
apply to REA 1984 years.) The rules in 
this section shall not apply for such 
years to the extent that they are in-
consistent with REA 1984 and the regu-
lations thereunder. 

(iii) The Commissioner may provide 
additional guidance as to the con-
tinuing effect of the various rules in 
this section for years to which REA 
1984 applies. 

(Secs. 401(a)(11), 7805 Internal Revenue Code 
of 1954, (88 Stat. 935, 68A Stat. 917; (26 U.S.C. 
401(a)(11), 7805))) 

[T.D. 7458, 42 FR 1466, Jan. 7, 1977; 42 FR 6367, 
Feb. 2, 1977, as amended by T.D. 7510, 42 FR 
53956, Oct. 4, 1977; T.D. 8219, 53 FR 31841, Aug. 
22, 1988; 53 FR 48534, Dec. 1, 1988; T.D. 9099, 68 
FR 70144, Dec. 17, 2003] 

§ 1.401(a)–12 Mergers and consolida-
tions of plans and transfers of plan 
assets. 

A trust will not be qualified under 
section 401 unless the plan of which the 
trust is a part provides that in the case 
of any merger or consolidation with, or 
transfer of assets or liabilities to, an-
other plan after September 2, 1974, each 
participant in the plan would receive a 
minimum benefit if the plan termi-
nated immediately after the merger, 
consolidation, or transfer. This benefit 
must be equal to or greater than the 
benefit the participant would have 
been entitled to receive immediately 
before the merger, consolidation, or 
transfer if the plan in which he was a 
participant had then terminated. This 
section applies to a multiemployer 
plan only to the extent determined by 
the Pension Benefit Guaranty Corpora-
tion. For additional rules concerning 
mergers or consolidations of plans and 
transfers of plan assets, see section 
414(l) and § 1.414(l)–1. 

[T.D. 7638, 44 FR 48195, Aug. 17, 1979] 

§ 1.401(a)–13 Assignment or alienation 
of benefits. 

(a) Scope of the regulations. This sec-
tion applies only to plans to which sec-
tion 411 applies without regard to sec-
tion 411(e)(2). Thus, for example, it does 
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not apply to a governmental plan, 
within the meaning of section 414(d); a 
church plan, within the meaning of sec-
tion 414(e), for which there has not 
been made the election under section 
410(a) to have the participation, vest-
ing, funding, etc. requirements apply; 
or a plan which at no time after Sep-
tember 2, 1974, provided for employer 
contributions. 

(b) No assignment or alienation—(1) 
General rule. Under section 401(a)(13), a 
trust will not be qualified unless the 
plan of which the trust is a part pro-
vides that benefits provided under the 
plan may not be anticipated, assigned 
(either at law or in equity), alienated 
or subject to attachment, garnishment, 
levy, execution or other legal or equi-
table process. 

(2) Federal tax levies and judgments. A 
plan provision satisfying the require-
ments of subparagraph (1) of this para-
graph shall not preclude the following: 

(i) The enforcement of a Federal tax 
levy made pursuant to section 6331. 

(ii) The collection by the United 
States on a judgment resulting from an 
unpaid tax assessment. 

(c) Definition of assignment and alien-
ation—(1) In general. For purposes of 
this section, the terms ‘‘assignment’’ 
and ‘‘alienation’’ include— 

(i) Any arrangement providing for 
the payment to the employer of plan 
benefits which otherwise would be due 
the participant under the plan, and 

(ii) Any direct or indirect arrange-
ment (whether revocable or irrev-
ocable) whereby a party acquires from 
a participant or beneficiary a right or 
interest enforceable against the plan 
in, or to, all or any part of a plan ben-
efit payment which is, or may become, 
payable to the participant or bene-
ficiary. 

(2) Specific arrangements not considered 
an assignment or alienation. The terms 
‘‘assignment’’ and ‘‘alienation’’ do not 
include, and paragraph (e) of this sec-
tion does not apply to, the following 
arrangements: 

(i) Any arrangement for the recovery 
of amounts described in section 4045(b) 
of the Employee Retirement Income 
Security Act of 1974, 88 Stat. 1027 (re-
lating to the recapture of certain pay-
ments), 

(ii) Any arrangement for the with-
holding of Federal, State or local tax 
from plan benefit payments, 

(iii) Any arrangement for the recov-
ery by the plan of overpayments of 
benefits previously made to a partici-
pant, 

(iv) Any arrangement for the transfer 
of benefit rights from the plan to an-
other plan, or 

(v) Any arrangement for the direct 
deposit of benefit payments to an ac-
count in a bank, savings and loan asso-
ciation or credit union, provided such 
arrangement is not part of an arrange-
ment constituting an assignment or 
alienation. Thus, for example, such an 
arrangement could provide for the di-
rect deposit of a participant’s benefit 
payments to a bank account held by 
the participant and the participant’s 
spouse as joint tenants. 

(d) Exceptions to general rule prohib-
iting assignments or alienations—(1) Cer-
tain voluntary and revocable assignments 
or alienations. Not withstanding para-
graph (b)(1) of this section, a plan may 
provide that once a participant or ben-
eficiary begins receiving benefits under 
the plan, the participant or beneficiary 
may assign or alienate the right to fu-
ture benefit payments provided that 
the provision is limited to assignments 
or alienations which— 

(i) Are voluntary and revocable; 
(ii) Do not in the aggregate exceed 10 

percent of any benefit payment; and 
(iii) Are neither for the purpose, nor 

have the effect, of defraying plan ad-
ministration costs. 
For purposes of this subparagraph, an 
attachment, garnishment, levy, execu-
tion, or other legal or equitable process 
is not considered a voluntary assign-
ment or alienation. 

(2) Benefits assigned or alienated as se-
curity for loans. (i) Notwithstanding 
paragraph (b)(1) of this section, a plan 
may provide for loans from the plan to 
a participant or a beneficiary to be se-
cured (by whatever means) by the par-
ticipant’s accrued nonforfeitable ben-
efit provided that the following condi-
tions are met. 

(ii) The plan provision providing for 
the loans must be limited to loans from 
the plan. A plan may not provide for 
the use of benefits accrued or to be ac-
crued under the plan as security for a 
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loan from a party other than the plan, 
regardless of whether these benefits are 
nonforfeitable within the meaning of 
section 411 and the regulations there-
under. 

(iii) The loan, if made to a partici-
pant or beneficiary who is a disquali-
fied person (within the meaning of sec-
tion 4975(e)(2)), must be exempt from 
the tax imposed by section 4975 (relat-
ing to the tax imposed on prohibited 
transactions) by reason of section 
4975(d)(1). If the loan is made to a par-
ticipant or beneficiary who is not a dis-
qualified person, the loan must be one 
which would the exempt from the tax 
imposed by section 4975 by reason of 
section 4975(d)(1) if the loan were made 
to a disqualified person. 

(e) Special rule for certain arrange-
ments—(1) In general. For purposes of 
this section and notwithstanding para-
graph (c)(1) of this section, an arrange-
ment whereby a participant or bene-
ficiary directs the plan to pay all, or 
any portion, of a plan benefit payment 
to a third party (which includes the 
participant’s employer) will not con-
stitute an ‘‘assignment or alienation’’ 
if— 

(i) It is revocable at any time by the 
participant or beneficiary; and 

(ii) The third party files a written ac-
knowledgement with the plan adminis-
trator pursuant to subparagraph (2) of 
this paragraph. 

(2) Acknowledgement requirement for 
third party arrangements. In accordance 
with paragraph (e)(1)(ii) of this section, 
the third party is required to file a 
written acknowledgement with the 
plan administrator. This acknowledge-
ment must state that the third party 
has no enforceable right in, or to, any 
plan benefit payment or portion there-
of (except to the extent of payments 
actually received pursuant to the 
terms of the arrangement). A blanket 
written acknowledgement for all par-
ticipants and beneficiaries who are 
covered under the arrangement with 
the third party is sufficient. The writ-
ten acknowledgement must be filed 
with the plan administrator no later 
than the later of— 

(i) August 18, 1978; or 
(ii) 90 days after the arrangement is 

entered into. 

(f) Effective date. Section 401(a)(13) is 
applicable as of January 1, 1976, and 
the plan provision required by this sec-
tion must be effective as of that date. 
However, regardless of when the provi-
sion is adopted, it will not affect— 

(1) Attachments, garnishments, lev-
ies, or other legal or equitable process 
permitted under the plan that are 
made before January 1, 1976; 

(2) Assignments permitted under the 
plan that are irrevocable on December 
31, 1975, including assignments made 
before January 1, 1976, as security for 
loans to a participant or beneficiary 
from a party other than the plan; and 

(3) Renewals or extensions of loans 
described in subparagraph (2) of this 
paragraph, if— 

(i) The principal amount of the obli-
gation outstanding on December 31, 
1975 (or, if less, the principal amount 
outstanding on the date of renewal or 
extension), is not increased; 

(ii) The loan, as renewed or extended, 
does not bear a rate of interest in ex-
cess of the rate prevailing for similar 
loans at the time of the renewal or ex-
tensions; and 

(iii) With respect to loans that are re-
newed or extended to bear a variable 
interest rate, the formula for deter-
mining the applicable rate is con-
sistent with the formula for formulae 
prevailing for similar loans at the time 
of the renewal or extension. For pur-
poses of subparagraphs (2) and (3) of 
this paragraph, a loan from a party 
other than the plan made after Decem-
ber 31, 1975, will be treated as a new 
loan. This is so even if the lender’s se-
curity interest for the loan arises from 
an assignment of the participant’s ac-
crued nonforfeitable benefit made be-
fore that date. 

(g) Special rules for qualified domestic 
relations orders—(1) Definition. The term 
‘‘qualified domestic relations order’’ 
(QDRO) has the meaning set forth in 
section 414(p). For purposes of the In-
ternal Revenue Code, a QDRO also in-
cludes any domestic relations order de-
scribed in section 303(d) of the Retire-
ment Equity Act of 1984. 

(2) Plan amendments. A plan will not 
fail to satisfy the qualification require-
ments of section 401(a) or 403(a) merely 
because it does not include provisions 
with regard to a QDRO. 
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(3) Waiver of distribution requirements. 
A plan shall not be treated as failing to 
satisfy the requirements of sections 401 
(a) and (k) and 409(d) solely because of 
a payment to an alternate payee pursu-
ant to a QDRO. This is the case even if 
the plan provides for payments pursu-
ant to a QDRO to an alternate payee 
prior to the time it may make pay-
ments to a participant. Thus, for exam-
ple, a pension plan may pay an alter-
nate payee even though the participant 
may not receive a distribution because 
he continues to be employed by the em-
ployer. 

(4) Coordination with section 417—(i) 
Former spouse. (A) In general. Under sec-
tion 414(p)(5), a QDRO may provide 
that a former spouse shall be treated as 
the current spouse of a participant for 
all or some purposes under sections 
401(a)(11) and 417. 

(B) Consent. (1) To the extent a 
former spouse is treated as the current 
spouse of the participant by reason of a 
QDRO, any current spouse shall not be 
treated as the current spouse. For ex-
ample, assume H is divorced from W, 
but a QDRO provides that H shall be 
treated as W’s current spouse with re-
spect to all of W’s benefits under a 
plan. H will be treated as the surviving 
spouse under the QPSA and QJSA un-
less W obtains H’s consent to waive the 
QPSA or QJSA or both. The fact that 
W married S after W’s divorce from H 
is disregarded. If, however, the QDRO 
had provided that H shall be treated as 
W’s current spouse only with respect to 
benefits that accrued prior to the di-
vorce, then H’s consent would be need-
ed by W to waive the QPSA or QJSA 
with respect to benefits accrued before 
the divorce. S’s consent would be re-
quired with respect to the remainder of 
the benefits. 

(2) In the preceding examples, if the 
QDRO ordered that a portion of W’s 
benefit (either through separate ac-
counts or a percentage of the benefit) 
must be distributed to H rather than 
ordering that H be treated as W’s 
spouse, the survivor annuity require-
ments of sections 401(a)(11) and 417 
would not apply to the part of W’s ben-
efit awarded H. Instead, the terms of 
the QDRO would determine how H’s 
portion of W’s accrued benefit is paid. 
W is required to obtain S’s consent if W 

elects to waive either the QJSA or 
QPSA with respect to the remaining 
portion of W’s benefit. 

(C) Amount of the QPSA or QJSA. (1) 
Where, because of a QDRO, more than 
one individual is to be treated as the 
surviving spouse, a plan may provide 
that the total amount to be paid in the 
form of a QPSA or survivor portion of 
a QJSA may not exceed the amount 
that would be paid if there were only 
one surviving spouse. The QPSA or sur-
vivor portion of the QJSA, as the case 
may be, payable to each surviving 
spouse must be paid as an annuity 
based on the life of each such spouse. 

(2) Where the QDRO splits the par-
ticipant’s accrued benefit between the 
participant and a former spouse (either 
through separate accounts or percent-
age of the benefit), the surviving 
spouse of the participant is entitled to 
a QPSA or QJSA based on the partici-
pant’s accrued benefit as of the date of 
death or the annuity starting date, less 
the separate account or percentage 
that is payable to the former spouse. 
The calculation is made as if the sepa-
rate account or percentage had been 
distributed to the participant prior to 
the relevant date. 

(ii) Current spouse. Under section 
414(p)(5), even if the applicable election 
periods (i.e., the first day of the year in 
which the participant attains age 35 
and 90 days before the annuity starting 
date) have not begun, a QDRO may pro-
vide that a current spouse shall not be 
treated as the current spouse of the 
participant for all or some purposes 
under sections 401(a)(11) and 417. A 
QDRO may provide that the current 
spouse waives all future rights to a 
QPSA or QJSA. 

(iii) Effects on benefits. (A) A plan is 
not required to provide additional vest-
ing or benefits because of a QDRO. 

(B) If an alternate payee is treated 
pursuant to a QDRO as having an inter-
est in the plan benefit, including a sep-
arate account or percentage of the par-
ticipant’s account, then the QDRO can-
not provide the alternate payee with a 
greater right to designate a beneficiary 
for the alternate payee’s benefit 
amount than the participant’s right. 
The QJSA or QPSA provisions of sec-
tion 417 do not apply to the spouse of 
an alternate payee. 
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(C) If the former spouse who is treat-
ed as a current spouse dies prior to the 
participant’s annuity starting date, 
then any actual current spouse of the 
participant is treated as the current 
spouse, except as otherwise provided in 
a QDRO. 

(iv) Section 415 requirements. Even 
though a participant’s benefits are 
awarded to an alternate payee pursu-
ant to a QDRO, the benefits are bene-
fits of the participant for purposes of 
applying the limitations of section 415 
to the participant’s benefits. 

[T.D. 7534, 43 FR 6943, Feb. 17, 1978, as amend-
ed by T.D. 8219, 53 FR 31850, Aug. 22, 1988; 53 
FR 48534, Dec. 1, 1988] 

§ 1.401(a)–14 Commencement of bene-
fits under qualified trusts. 

(a) In general. Under section 
401(a)(14), a trust to which section 411 
applies (without regard to section 
411(e)(2) is not qualified under section 
401 unless the plan of which such trust 
is a part provides that the payment of 
benefits under the plan to the partici-
pant will begin not later than the 60th 
day after the close of the plan year in 
which the latest of the following events 
occurs— 

(1) The attainment by the participant 
of age 65, or, if earlier, the normal re-
tirement age specified under the plan, 

(2) The 10th anniversary of the date 
on which the participant commenced 
participation in the plan, 

(3) The termination of the partici-
pant’s service with the employer, or 

(4) The date specified in an election 
made pursuant to paragraph (b) of this 
section. 
Notwithstanding the preceding sen-
tence, a plan may require that a partic-
ipant file a claim for benefits before 
payment of benefits will commence. 

(b) Election of later date—(1) General 
rule. A plan may permit a participant 
to elect that the payment to him of 
any benefit under a plan will com-
mence at a date later than the dates 
specified under paragraphs (a)(1), (2), 
and (3) of this section. 

(2) Manner of election. A plan permit-
ting an election under this paragraph 
shall require that such election must 
be made by submitting to the plan ad-
ministrator a written statement, 
signed by the participant, which de-

scribes the benefit and the date on 
which the payment of such benefit 
shall commence. 

(3) Restriction. An election may not be 
made pursuant to a plan provision per-
mitted by this paragraph if the exer-
cise of such election will cause benefits 
payable under the plan with respect to 
the participant in the event of his 
death to be more than ‘‘incidental’’ 
within the meaning of paragraph 
(b)(1)(i) of § 1.401–1. 

(c) Special early retirement rule—(1) 
Separation prior to early retirement age. 
A trust forming part of a plan which 
provides for the payment of an early 
retirement benefit is not qualified 
under section 401 unless, upon satisfac-
tion of the age requirement for such 
early retirement benefit, a participant 
who— 

(i) Satisfied the service requirements 
for such early retirement benefit, but 

(ii) Separated from service (with any 
nonforfeitable right to an accrued ben-
efit) before satisfying such age require-
ment, 

is entitled to receive not less than the 
reduced normal retirement benefit de-
scribed in paragraph (c)(2) of this sec-
tion. A plan may establish reasonable 
conditions for payments of early retire-
ment benefits (including for example, a 
requirement that a claim for benefits 
be made) if the conditions are equally 
applicable to participants who separate 
from service when eligible for an early 
retirement benefit and participants 
who separate from service earlier. 

(2) Reduced normal retirement benefit. 
For purposes of this section, the re-
duced normal retirement benefit is the 
benefit to which the participant would 
have been entitled under the plan at 
normal retirement age, reduced in ac-
cordance with reasonable actuarial as-
sumptions. 

(3) Separation prior to effective date of 
this section. The provisions of this para-
graph shall not apply in the case of a 
plan participant who separates from 
service before attainment of early re-
tirement age and prior to the effective 
date of this section set forth in para-
graph (e) of this section. 

(4) Illustration. The provisions of this 
paragraph may be illustrated by the 
following example: 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00083 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



72 

26 CFR Ch. I (4–1–15 Edition) § 1.401(a)–15 

Example. The X Corporation Defined Ben-
efit Plan provides that a normal retirement 
benefit will be payable to a participant upon 
attainment of age 65. The plan also provides 
that an actuarially reduced retirement ben-
efit will be payable, upon application, to any 
participant who has completed 10 years of 
service with the X Corporation and attained 
age 60. When he is 55 years of age and has 
completed 10 years of service with X Cor-
poration, A, a participant in the plan, leaves 
the service of X Corporation and does not re-
turn. The plan will not be qualified under 
section 401 unless, upon attainment of age 60 
and application for benefits, A is entitled to 
receive a reduced normal retirement benefit 
described in subparagraph (2) of this para-
graph. 

(d) Retroactive payment rule. If the 
amount of the payment required to 
commence on the date determined 
under this section cannot be 
ascertained by such date, or if it is not 
possible to make such payment on such 
date because the plan administrator 
has been unable to locate the partici-
pant after making reasonable efforts to 
do so, a payment retroactive to such 
date may be made no later than 60 days 
after the earliest date on which the 
amount of such payment can be 
ascertained under the plan or the date 
on which the participant is located 
(whichever is applicable). 

(e) Effective date. This section shall 
apply to a plan for those plan years to 
which section 411 of the Code applies 
without regard to section 411(e)(2). 

(Secs. 401(a)(14), 7805, Internal Revenue Code 
of 1954 (88 Stat. 937, 68A Stat. 917; 26 U.S.C. 
401(a)(14), 7805)) 

[T.D. 7436, 41 FR 42651, Sept. 28, 1976; 41 FR 
44690, Oct. 12, 1976] 

§ 1.401(a)–15 Requirement that plan 
benefits are not decreased on ac-
count of certain Social Security in-
creases. 

(a) In general. Under section 
401(a)(15), a trust which is part of a 
plan to which section 411 applies (with-
out regard to section 411(e)(2)) is not 
qualified under section 401 unless, 
under the plan of which such trust is a 
part: 

(1) Benefit being received by participant 
or beneficiary. A benefit (including a 
death or disability benefit) being re-
ceived under the plan by a participant 
or beneficiary (other than a participant 
to whom subparagraph (2)(ii) of this 

paragraph applies, or a beneficiary of 
such a participant) is not decreased by 
reason of any post-separation social se-
curity benefit increase effective after 
the later of— 

(i) September 2, 1974, or 
(ii) The date of first receipt of any re-

tirement benefit, death benefit, or dis-
ability benefit under the plan by the 
participant or by a beneficiary of the 
participant (whichever receipt occurs 
first). 

(2) Benefit to which participant sepa-
rated from service has nonforfeitable 
right. In the case of a benefit to which 
a participant has a nonforfeitable right 
under such plan— 

(i) If such participant is separated 
from service and does not subsequently 
return to service and resume participa-
tion in the plan, such benefit is not de-
creased by reason of any post-separa-
tion social security benefit increase ef-
fective after the later of September 2, 
1974, or separation from service, or 

(ii) If such participant is separated 
from service and subsequently returns 
to service and resumes participation in 
the plan, such benefit is not decreased 
by reason of any post-separation social 
security benefit increase effective after 
September 2, 1974, which occurs during 
separation from service and which 
would decrease such benefit to a level 
below the level of benefits to which he 
would have been entitled had he not re-
turned to service after his separation. 

(b) Post-separation social security ben-
efit increase. For purposes of this sec-
tion, the term ‘‘post-separation social 
security benefit increase’’ means, with 
respect to a participant or a bene-
ficiary of the participant, an increase 
in a benefit level or wage base under 
title II of the Social Security Act 
(whether such increase is a result of an 
amendment of such title II or is a re-
sult of the application of the provisions 
of such title II) occurring after the ear-
lier of such participant’s separation 
from service or commencement of ben-
efits under the plan. 

(c) Illustrations. The provisions of 
paragraphs (a) and (b) of this section 
may be illustrated by the following ex-
amples: 

Example 1. A plan to which section 
401(a)(15) applies provides an annual benefit 
at the normal retirement age, 65, in the form 
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of a stated benefit formula amount less a 
specified percentage of the primary insur-
ance amount payable under title II of the So-
cial Security Act. The plan provides no early 
retirement benefits. In the case of a partici-
pant who separates from service before age 
65 with a nonforfeitable right to a benefit 
under the plan, the plan defines the primary 
insurance amount as the amount which the 
participant is entitled to receive under title 
II of the Social Security Act at age 65, multi-
plied by the ratio of the number of years of 
service with the employer to the number of 
years of service the participant would have 
had if he had worked for the employer until 
age 65. The plan does not satisfy the require-
ments of section 401(a)(15), because social se-
curity increases that occur after a partici-
pant’s separation from service will reduce 
the benefit the participant will receive under 
the plan. 

Example 2. A plan to which section 
401(a)(15) applies provides an annual benefit 
at the normal retirement age, 65, in the form 
of a stated benefit formula amount less a 
specified percentage of the primary insur-
ance amount payable under title II of the So-
cial Security Act. The plan provides no early 
retirement benefits. In the case of a partici-
pant who separates from service before age 
65 with a nonforfeitable right to a benefit 
under the plan, the plan defines the primary 
insurance amount as the amount which the 
participant is entitled to receive under title 
II of the Social Security Act at age 65 based 
upon the assumption that he will continue to 
receive until reaching age 65 compensation 
which would be treated as wages for purposes 
of the Social Security Act at the same rate 
as he received such compensation at the 
time he separated from service, but deter-
mined without regard to any post-separation 
social security benefit increase, multiplied 
by the ratio of the number of years of service 
with the employer to the number of years of 
service the participant would have had if he 
had worked for the employer until age 65. 
The plan satisfies the requirements of sec-
tion 401(a)(15), because social security in-
creases that occur after a participant’s sepa-
ration from service will not reduce the ben-
efit the participant will receive under the 
plan. 

(d) Other Federal or State laws. To the 
extent applicable, the rules discussed 
in this section will govern classifica-
tions under a plan supplementing the 
benefits provided by other Federal or 
State laws, such as the Railroad Re-
tirement Act of 1937. See section 206(b) 
of the Employee Retirement Income 
Security Act of 1974 (Public Law 93–406, 
88 Stat. 864). 

(e) Effect on prior law. Nothing in this 
section shall be construed as amending 

or modifying the rules applicable to 
post-separation social security in-
creases prior to September 2, 1974. See 
paragraph (e) of § 1.401–3. 

(f) Effective date. Section 401(a)(15) 
and this section shall apply to a plan 
only with respect to plan years to 
which section 411 (relating to minimum 
vesting standards) is applicable to the 
plan without regard to section 411(e)(2). 

[T.D. 7434, 41 FR 42650, Sept. 28, 1976] 

§ 1.401(a)–16 Limitations on benefits 
and contributions under qualified 
plans. 

A trust will not be a qualified trust 
and a plan will not be a qualified plan 
if the plan provides for benefits or con-
tributions which exceed the limitations 
of section 415. Section 415 and the regu-
lations thereunder provide rules con-
cerning these limitations on benefits 
and contributions. 

[T.D. 7748, 46 FR 1696, Jan. 7, 1981] 

§ 1.401(a)–19 Nonforfeitability in case 
of certain withdrawals. 

(a) Application of section. Section 
401(a)(19) and this section apply to a 
plan to which section 411(a) applies. 
(See section 411(e) and § 1.411(a)–2 for 
applicability of section 411). 

(b) Prohibited forfeitures—(1) General 
rule. A plan to which this section ap-
plies is not a qualified plan (and a trust 
forming a part of such plan is not a 
qualified trust) if, under such plan, any 
part of a participant’s accrued benefit 
derived from employer contributions is 
forfeitable solely because a benefit de-
rived from the participant’s contribu-
tions under the plan is voluntarily 
withdrawn by him after he has become 
a 50 percent vested participant. 

(2) 50 percent vested participant. For 
purposes of subparagraph (1) of this 
paragraph, a participant is a 50 percent 
vested participant when he has a non-
forfeitable right (within the meaning 
of section 411 and the regulations 
thereunder) to at least 50 percent of his 
accrued benefit derived from employer 
contributions. Whether or not a partic-
ipant is 50 percent vested shall be de-
termined by the ratio of the partici-
pant’s total nonforfeitable employer- 
derived accrued benefit under the plan 
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to his total employer-derived accrued 
benefit under the plan. 

(3) Certain forfeitures. Paragraph (b)(1) 
of this section does not apply in the 
case of a forfeiture permitted by sec-
tion 411(a)(3)(D)(iii) and § 1.411(a)–7(d)(3) 
(relating to forfeitures of certain bene-
fits accrued before September 2, 1974). 

(c) Supersession. Section 11.401(a)–(19) 
of the Temporary Income Tax Regula-
tions under the Employee Retirement 
Income Security Act of 1974 is super-
seded by this section. 

(Sec. 411 Internal Revenue Code of 1954 (88 
Stat. 901; 26 U.S.C. 411)) 

[T.D. 7501, 42 FR 42320, Aug. 23, 1977] 

§ 1.401(a)–20 Requirements of qualified 
joint and survivor annuity and 
qualified preretirement survivor 
annuity. 

Q–1: What are the survivor annuity 
requirements added to the Code by the 
Retirement Equity Act of 1984 (REA 
1984)? 

A–1: REA 1984 replaced section 
401(a)(11) with a new section 401(a)(11) 
and added section 417. Plans to which 
new section 401(a)(11) applies must 
comply with the requirements of sec-
tions 401(a)(11) and 417 in order to re-
main qualified under sections 401(a) or 
403(a). In general, these plans must pro-
vide both a qualified joint and survivor 
annuity (QJSA) and a qualified pre-
retirement survivor annuity (QPSA) to 
remain qualified. These survivor annu-
ity requirements are applicable to any 
benefit payable under a plan, including 
a benefit payable to a participant 
under a contract purchased by the plan 
and paid by a third party. 

Q–2: Must annuity contracts pur-
chased and distributed to a participant 
or spouse by a plan subject to the sur-
vivor annuity requirements of sections 
401(a)(11) and 417 satisfy the require-
ments of those sections? 

A–2: Yes. Rights and benefits under 
section 401(a)(11) or 417 may not be 
eliminated or reduced because the plan 
uses annuity contracts to provide bene-
fits merely because (a) such a contract 
is held by a participant or spouse in-
stead of a plan trustee, or (b) such con-
tracts are distributed upon plan termi-
nation. Thus, the requirements of sec-
tions 401(a)(11) and 417 apply to pay-

ments under the annuity contracts, not 
to the distributions of the contracts. 

Q–3: What plans are subject to the 
survivor annuity requirements of sec-
tion 401(a)(11)? 

A–3: (a) Section 401(a)(11) applies to 
any defined benefit plan and to any de-
fined contribution plan that is subject 
to the minimum funding standards of 
section 412. This section also applies to 
any participant under any other de-
fined contribution plan unless all of 
the following conditions are satisfied— 

(1) The plan provides that the partici-
pant’s nonforfeitable accrued benefit is 
payable in full, upon the participant’s 
death, to the participant’s surviving 
spouse (unless the participant elects, 
with spousal consent that satisfies the 
requirements of section 417(a)(2), that 
such benefit be provided instead to a 
designated beneficiary); 

(2) The participant does not elect the 
payment of benefits in the form of a 
life annuity; and 

(3) With respect to the participant, 
the plan is not a transferee or an offset 
plan. (See Q&A 5 of this section.) 

(b) A defined contribution plan not 
subject to the minimum funding stand-
ards of section 412 will not be treated 
as satisfying the requirement of para-
graph (a)(1) unless both of the fol-
lowing conditions are satisfied— 

(1) The benefit is available to the sur-
viving spouse within a reasonable time 
after the participant’s death. For this 
purpose, availability within the 90-day 
period following the date of death is 
deemed to be reasonable and the rea-
sonableness of longer periods shall be 
determined based on the particular 
facts and circumstances. A time period 
longer than 90 days, however, is 
deemed unreasonable if it is less favor-
able to the surviving spouse than any 
time period under the plan that is ap-
plicable to other distributions. Thus, 
for example, the availability of a ben-
efit to the surviving spouse would be 
unreasonable if the distribution was re-
quired to be made by the close of the 
plan year including the participant’s 
death while distributions to employees 
who separate from service were re-
quired to be made within 90 days of 
separation. 

(2) The benefit payable to the sur-
viving spouse is adjusted for gains or 
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losses occurring after the participant’s 
death in accordance with plan rules 
governing the adjustment of account 
balances for other plan distributions. 
Thus, for example, the plan may not 
provide for distributions of an account 
balance to a surviving spouse deter-
mined as of the last day of the quarter 
in which the participant’s death oc-
curred with no adjustments of an ac-
count balance for gains or losses after 
death if the plan provides for such ad-
justments for a participant who sepa-
rates from service within a quarter. 

(c) For purposes of determining the 
extent to which section 401(a)(11) ap-
plies to benefits under an employee 
stock ownership plan (as defined in sec-
tion 4975(e)(7)), the portion of a partici-
pant’s accrued benefit that is subject 
to section 409(h) is to be treated as 
though such benefit were provided 
under a defined contribution plan not 
subject to section 412. 

(d) The requirements set forth in sec-
tion 401(a)(11) apply to other employee 
benefit plans that are covered by appli-
cable provisions under title I of the 
Employee Retirement Income Security 
Act of 1974. For purposes of applying 
the regulations under sections 
401(a)(11) and 417, plans subject to 
ERISA section 205 are treated as if 
they were described in section 401(a). 
For example, to the extent that section 
205 covers section 403(b) contracts and 
custodial accounts they are treated as 
section 401(a) plans. Individual retire-
ment plans (IRAs), including IRAs to 
which contributions are made under 
simplified employee pensions described 
in section 408(k) and IRAs that are 
treated as plans subject to title I, are 
not subject to these requirements. 

Q–4: What rules apply to a partici-
pant who elects a life annuity option 
under a defined contribution plan not 
subject to section 412? 

A–4: If a participant elects at any 
time (irrespective of the applicable 
election period defined in section 
417(a)(6)) a life annuity option under a 
defined contribution plan not subject 
to section 412, the survivor annuity re-
quirements of sections 401(a)(11) and 
417 will always thereafter apply to all 
of the participant’s benefits under such 
plan unless there is a separate account-
ing of the account balance subject to 

the election. A plan may allow a par-
ticipant to elect an annuity option 
prior to the applicable election period 
described in section 417(a)(6). If a par-
ticipant elects an annuity option, the 
plan must satisfy the applicable writ-
ten explanation, consent, election, and 
withdrawal rules of section 417, includ-
ing waiver of the QJSA within 90 days 
of the annuity starting date. If a par-
ticipant selecting such an option dies, 
the surviving spouse must be able to 
receive the QPSA benefit described in 
section 417(c)(2) which is a life annuity, 
the actuarial equivalent of which is not 
less than 50 percent of the nonforfeit-
able account balance (adjusted for 
loans as described in Q&A 24(d) of this 
section). The remaining account bal-
ance may be paid to a designated non-
spouse beneficiary. 

Q–5: How do sections 401(a)(11) and 
417 apply to transferee plans which are 
defined contribution plans not subject 
to section 412? 

A–5: (a) Transferee plans. Although 
the survivor annuity requirements of 
sections 401(a)(11) and 417 generally do 
not apply to defined contribution plans 
not subject to section 412, such plans 
are subject to the survivor annuity re-
quirements to the extent that they are 
transferee plans with respect to any 
participant. A defined contribution 
plan is a transferee plan with respect 
to any participant if the plan is a di-
rect or indirect transferee of such par-
ticipant’s benefits held on or after Jan-
uary 1, 1985, by: 

(1) A defined benefit plan, 
(2) A defined contribution plan sub-

ject to section 412 or 
(3) A defined contribution plan that 

is subject to the survivor annuity re-
quirements of sections 401(a)(11) and 
417 with respect to that participant. 

If through a merger, spinoff, or other 
transaction having the effect of a 
transfer, benefits subject to the sur-
vivor annuity requirements of sections 
401(a)(11) and 417 are held under a plan 
that is not otherwise subject to such 
requirements, such benefits will be sub-
ject to the survivor annuity require-
ments even though they are held under 
such plan. Even if a plan satisfies the 
survivor annuity requirements, other 
rules apply to these transactions. See, 
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e.g., section 411(d)(6) and the regula-
tions thereunder. A transfer made be-
fore January 1, 1985, and any rollover 
contribution made at any time, are not 
transactions that subject the trans-
feree plan to the survivor annuity re-
quirements with respect to a partici-
pant. If a plan is a transferee plan with 
respect to a participant, the survivor 
annuity requirements do not apply 
with respect to other plan participants 
solely because of the transfer. Any plan 
that would not otherwise be subject to 
the survivor annuity requirements of 
sections 401(a)(11) and 417 whose bene-
fits are used to offset benefits in a plan 
subject to such requirements is subject 
to the survivor annuity requirements 
with respect to those participants 
whose benefits are offset. Thus, if a 
stock bonus or profit-sharing plan off-
sets benefits under a defined benefit 
plan, such a plan is subject to the sur-
vivor annuity requirements. 

(b) Benefits covered. The survivor an-
nuity requirements apply to all ac-
crued benefits held for a participant 
with respect to whom the plan is a 
transferee plan unless there is an ac-
ceptable separate accounting between 
the transferred benefits and all other 
benefits under the plan. A separate ac-
counting is not acceptable unless 
gains, losses, withdrawals, contribu-
tions, forfeitures, and other credits or 
charges are allocated on a reasonable 
and consistent basis between the ac-
crued benefits subject to the survivor 
annuity requirements and other bene-
fits. If there is an acceptable separate 
accounting between transferred bene-
fits and any other benefits under the 
plan, only the transferred benefits are 
subject to the survivor annuity re-
quirements. 

Q–6: Is a frozen or terminated plan 
required to satisfy the survivor annu-
ity requirements of sections 401(a)(11) 
and 417? 

A–6: In general, benefits provided 
under a plan that is subject to the sur-
vivor annuity requirements of sections 
401(a)(11) and 417 must be provided in 
accordance with those requirements 
even if the plan is frozen or termi-
nated. However, any plan that has a 
termination date prior to September 
17, 1985, and that distributed all re-
maining assets as soon as administra-

tively feasible after the termination 
date, is not subject to the survivor an-
nuity requirements. The date of termi-
nation is determined under section 
411(d)(3) and § 1.411(d)–2(c). 

Q–7: If the Pension Benefit Guaranty 
Corporation (PBGC) is administering a 
plan, are benefits payable in the form 
of a QPSA or QJSA- 

A–7: Yes, the PBGC will pay benefits 
in such forms. 

Q–8: How do the survivor annuity re-
quirements of sections 401(a)(11) and 
417 apply to participants? 

A–8: (a) If a participant dies before 
the annuity starting date with vested 
benefits attributable to employer or 
employee contributions (or both), bene-
fits must be paid to the surviving 
spouse in the form of a QPSA. If a par-
ticipant survives until the annuity 
starting date with vested benefits at-
tributable to employer or employee 
contributions (or both), benefits must 
be provided to the participant in the 
form of a QJSA. 

(b) A participant may waive the 
QPSA or the QJSA (or both) if the ap-
plicable notice, election, and spousal 
consent requirements of section 417 are 
satisfied. 

(c) Benefits are not required to be 
paid in the form of a QPSA or QJSA if 
at the time of death or distribution the 
participant was vested only in em-
ployee contributions and such death 
occurred, or distribution commenced, 
before October 22, 1986. 

(d) Certain mandatory distributions. A 
distribution may occur without satis-
fying the spousal consent requirements 
of section 417 (a) and (e) if the present 
value of the nonforfeitable benefit does 
not exceed the cash-out limit in effect 
under§ 1.411(a)–11(c)(3)(ii). See § 1.417(e)– 
1. 

Q–9: May separate portions of a par-
ticipant’s accrued benefit be subject to 
QPSA and QJSA requirements at any 
particular point in time? 

A–9: (a) Dual QPSA and QJSA rights. 
One portion of a participant’s benefit 
may be subject to the QPSA and an-
other portion to the QJSA require-
ments at the same time. For example, 
in order for a money purchase pension 
plan to distribute any portion of a mar-
ried participant’s benefit to the partic-
ipant, the plan must distribute such 
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portion in the form of a QJSA (unless 
the plan satisfies the applicable con-
sent requirements of section 417 (a) and 
(e) with respect to such portion of the 
participant’s benefit). This rule applies 
even if the distribution is merely an in- 
service distribution attributable to vol-
untary employee contributions and re-
gardless of whether the participant has 
attained the normal retirement age 
under the plan. The QJSA require-
ments apply to such a distribution be-
cause the annuity starting date has oc-
curred with respect to this portion of 
the participant’s benefit. In the event 
of a participant’s death following the 
commencement of a distribution in the 
form of a QJSA, the remaining pay-
ments must be made to the surviving 
spouse under the QJSA. In addition, 
the plan must satisfy the QPSA re-
quirements with respect to any portion 
of the participant’s benefits for which 
the annuity starting date had not yet 
occurred. 

(b) Example. Assume that participant 
A has a $100,000 account balance in a 
money purchase pension plan. A makes 
an in-service withdrawal of $20,000 at-
tributable to voluntary employee con-
tributions. The QJSA requirements 
apply to A’s withdrawal of the $20,000. 
Accordingly, unless the QJSA form is 
properly waived such amount must be 
distributed in the form of a QJSA. A’s 
remaining account balance ($80,000) re-
mains subject to the QPSA require-
ments because the annuity starting 
date has not occurred with respect to 
the $80,000. (If A survives until the an-
nuity starting date, the $80,000 would 
be subject to the QJSA requirements.) 
If A died on the day following the an-
nuity starting date for the withdrawal, 
A’s spouse would be entitled to a QPSA 
with a value equal to at least $40,000 
with respect to the $80,000 account bal-
ance, in addition to any survivor ben-
efit without respect to the $20,000. If 
the $20,000 payment to A had been the 
first payment of an annuity purchased 
with the entire $100,000 account bal-
ance rather than an in-service distribu-
tion, then the QJSA requirements 
would apply to the entire account bal-
ance at the time of the annuity start-
ing date. In such event, the plan would 
have no obligation to provide A’s 
spouse with a QPSA benefit upon A’s 

death. Of course, A’s spouse would re-
ceive the QJSA benefit (if the QJSA 
had not been waived) based on the full 
$100,000. 

Q–10: What is the relevance of the an-
nuity starting date with respect to the 
survivor benefit requirements? 

A–10: (a) Relevance. The annuity 
starting date is relevant to whether 
benefits are payable as either a QJSA 
or QPSA, or other selected optional 
form of benefit. If a participant is alive 
on the annuity starting date, the bene-
fits must be payable as a QJSA. If the 
participant is not alive on the annuity 
starting date, the surviving spouse 
must receive a QPSA. The annuity 
starting date is also used to determine 
when a spouse may consent to and a 
participant may waive a QJSA. A waiv-
er is only effective if it is made 90 days 
before the annuity starting date. Thus, 
a deferred annuity cannot be selected 
and a QJSA waived until 90 days before 
payments commence under the de-
ferred annuity. In some cases, the an-
nuity starting date will have occurred 
with respect to a portion of the partici-
pant’s accrued benefit and will not 
have occurred with respect to the re-
maining portion. (See Q&A–9.) 

(b) Annuity starting date—(1) General 
rule. For purposes of sections 401(a)(11), 
411(a)(11) and 417, the annuity starting 
date is the first day of the first period 
for which an amount is paid as an an-
nuity or any other form. 

(2) Annuity payments. The annuity 
starting date is the first date for which 
an amount is paid, not the actual date 
of payment. Thus, if participant A is to 
receive annuity payments as of the 
first day of the first month after retire-
ment but does not receive any pay-
ments until three months later, the an-
nuity starting date is the first day of 
the first month. For example, if an an-
nuity is to commence on January 1, 
January 1 is the annuity starting date 
even though the payment for January 
is not actually made until a later date. 
In the case of a deferred annuity, the 
annuity starting date is the date for 
which the annuity payments are to 
commence, not the date that the de-
ferred annuity is elected or the date 
the deferred annuity contract is dis-
tributed. 
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(3) Administrative delay. A payment 
shall not be considered to occur after 
the annuity starting date merely be-
cause actual payment is reasonably de-
layed for calculation of the benefit 
amount if all payments are actually 
made. 

(4) Forfeitures on death. Prior to the 
annuity starting date, section 
411(a)(3)(A) allows a plan to provide for 
a forfeiture of a participant’s benefit, 
except in the case of a QPSA or a 
spousal benefit described in section 
401(a)(11)(B)(iii)(I). Once the annuity 
starting date has occurred, even if ac-
tual payment has not yet been made, a 
plan must pay the benefit in the dis-
tribution form elected. 

(5) Surviving spouses, alternate payees, 
etc. The definition of ‘‘annuity starting 
date’’ for surviving spouses, other 
beneficiaries and alternate payees 
under section 414(p) is the same as it is 
for participants. 

(c) Disability auxiliary benefit—(1) Gen-
eral rule. The annuity starting date for 
a disability benefit is the first day of 
the first period for which the benefit 
becomes payable unless the disability 
benefit is an auxiliary benefit. The 
payment of any auxiliary disability 
benefits is disregarded in determining 
the annuity starting date. A disability 
benefit is an auxiliary benefit if upon 
attainment of early or normal retire-
ment age, a participant receives a ben-
efit that satisfies the accrual and vest-
ing rules of section 411 without taking 
into account the disability benefit pay-
ments up to that date. 

Example. (i) Assume that participant A at 
age 45 is entitled to a vested accrued benefit 
of $100 per month commencing at age 65 in 
the form of a joint and survivor annuity 
under Plan X. If prior to age 65 A receives a 
disability benefit under Plan X and the pay-
ment of such benefit does not reduce the 
amount of A’s retirement benefit of $100 per 
month commencing at age 65, any disability 
benefit payments made to A between ages 45 
and 65 are auxiliary benefits. Thus, A’s annu-
ity starting date does not occur until A at-
tains age 65. A’s surviving spouse B would be 
entitled to receive a QPSA if A died before 
age 65. B would be entitled to receive the 
survivor portion of a QJSA (unless waived) if 
A died after age 65. The QPSA payable to B 
upon A’s death prior to age 65 would be com-
puted by reference to the QJSA that would 
have been payable to A and B had A survived 
to age 65. 

(ii) If in the above example A’s benefit pay-
able at age 65 is reduced to $99 per month be-
cause a disability benefit is provided to A 
prior to age 65, the disability benefit would 
not be an auxiliary benefit. The benefit of $99 
per month payable to A at age 65 would not, 
without taking into account the disability 
benefit payments to A prior to age 65, satisfy 
the minimum vesting and accrual rules of 
section 411. Accordingly, the first day of the 
first period for which the disability pay-
ments are to be made to A would constitute 
A’s annuity starting date, and any benefit 
paid to A would be required to be paid in the 
form of a QJSA (unless waived by A with the 
consent of B). 

(d) Other rules—(1) Suspension of bene-
fits. If benefit payments are suspended 
after the annuity starting date pursu-
ant to a suspension of benefits de-
scribed in section 411(a)(3)(B) after an 
employee separates from service, the 
recommencement of benefit payments 
after the suspension is not treated as a 
new annuity starting date unless the 
plan provides otherwise. In such case, 
the plan administrator is not required 
to provide new notices nor to obtain 
new waivers for the recommenced dis-
tributions if the form of distribution is 
the same as the form that was appro-
priately selected prior to the suspen-
sion. If benefits are suspended for an 
employee who continues in service 
without a separation and who never re-
ceives payments, the commencement 
of payments after the period of suspen-
sion is treated as the annuity starting 
date unless the plan provides other-
wise. 

(2) Additional accruals. In the case of 
an annuity starting date that occurs on 
or after normal retirement age, such 
date applies to any additional accruals 
after the annuity starting date, unless 
the plan provides otherwise. For exam-
ple, if a participant who continues to 
accrue benefits elects to have benefits 
paid in an optional form at normal re-
tirement age, the additional accruals 
must be paid in the optional form se-
lected unless the plan provides other-
wise. In the case of an annuity starting 
date that occurs prior to normal retire-
ment age, such date does not apply to 
any additional accruals after such 
date. 

Q–11: Do the survivor annuity re-
quirements apply to benefits derived 
from both employer and employee con-
tributions? 
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A–11: Yes. The survivor annuity ben-
efit requirements apply to benefits de-
rived from both employer and em-
ployee contributions. Benefits are not 
required to be paid in the form of a 
QPSA or a QJSA if the participant was 
vested only in employee contributions 
at the time of death or distribution and 
such death or distribution occurred be-
fore October 22, 1986. All benefits pro-
vided under a plan, including benefits 
attributable to rollover contributions, 
are subject to the survivor annuity re-
quirements. 

Q–12: To what benefits do the sur-
vivor annuity requirements of sections 
401(a)(11) and 417 apply? 

A–12: (a) Defined benefit plans. Under a 
defined benefit plan, sections 401(a)(11) 
and 417 apply only to benefits in which 
a participant was vested immediately 
prior to death. They do not apply to 
benefits to which a participant’s bene-
ficiary becomes entitled by reason of 
death or to the proceeds of a life insur-
ance contract to the extent such pro-
ceeds exceed the present value of the 
participant’s nonforfeitable benefits 
that existed immediately prior to 
death. 

(b) Defined contribution plans. Sec-
tions 401(a)(11) and 417 apply to all non-
forfeitable benefits which are payable 
under a defined contribution plan, 
whether nonforfeitable before or upon 
death, including the proceeds of insur-
ance contracts. 

Q–13: Does the rule of section 
411(a)(3)(A) which permits forfeitures 
on account of death apply to a QPSA or 
the spousal benefit described in section 
401(a)(11)(B)(iii)? 

A–13: No. Section 411(a)(3)(A) permits 
forfeiture on account of death prior to 
the time all the events fixing payment 
occur. However, this provision does not 
operate to deprive a surviving spouse of 
a QPSA or the spousal benefit de-
scribed in section 401(a)(11)(B)(iii). 
Therefore, sections 401(a)(11) and 417 
apply to benefits that were nonforfeit-
able immediately prior to death (deter-
mined without regard to section 
411(a)(3)(A)). Thus, in the case of the 
death of a married participant in a de-
fined contribution plan not subject to 
section 412 which provides that, upon a 
participant’s death, the entire non-
forfeitable accrued benefit is payable 

to the participant’s spouse, the non-
forfeitable benefit is determined with-
out regard to the provisions of section 
411(a)(3)(A). 

Q–14: Do sections 411(a)(11), 401(a)(11) 
and 417 apply to accumulated deduct-
ible employee contributions, as defined 
in section 72(o)(5)(B) (Accumulated 
DECs)? 

A–14: (a) Employee consent, section 411. 
The requirements of section 411(a)(11) 
apply to Accumulated DECs. Thus, Ac-
cumulated DECs may not be distrib-
uted without participant consent un-
less the applicable exemptions apply. 

(b) Survior requirements. Accumulated 
DECs are treated as though held under 
a separate defined contribution plan 
that is not subject to section 412. Thus, 
section 401(a)(11) applies to Accumu-
lated DECs only as provided in section 
401(a)(11)(B)(iii). All Accumulated 
DECs are treated in this manner, in-
cluding Accumulated DECs that are 
the only benefit held under a plan and 
Accumulated DECs that are part of a 
defined benefit or a defined contribu-
tion plan. 

(c) Effective date. Sections 401(a)(11) 
and 411(a)(11) shall not apply to dis-
tributions of accumulated DECs until 
the first plan year beginning after De-
cember 31, 1988. 

Q–15: How do the survivor annuity re-
quirements of sections 401(a)(11) and 
417 apply to a defined benefit plan that 
includes an accrued benefit based upon 
a contribution to a separate account or 
mandatory employee contributions? 

A–15: (a) 414(k) plans. In the case of a 
section 414(k) plan that includes both a 
defined benefit plan and a separate ac-
count, the rules of sections 401(a)(11) 
and 417 apply separately to the defined 
benefit portion and the separate ac-
count portion of the plan. The separate 
account portion is subject to the sur-
vivor annuity requirements of sections 
401(a)(11) and 417 and the special QPSA 
rules in section 417(c)(2). 

(b) Employee contributions—(1) Vol-
untary. In the case of voluntary em-
ployee contributions to a defined ben-
efit plan, the plan must maintain a 
separate account with respect to the 
voluntary employee contributions. 
This separate account is subject to the 
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survivor annuity requirements of sec-
tions 401(a)(11) and 417 and the special 
QPSA rules in section 417(c)(2). 

(2) Mandatory. In the case of a defined 
benefit plan providing for mandatory 
employee contributions, the entire ac-
crued benefit is subject to the survivor 
annuity requirements of sections 
401(a)(11) and 417 as a defined benefit 
plan. 

(c) Accumulated DECs. See Q&A 14 of 
this section for the rule applicable to 
accumulated deductible employee con-
tributions. 

Q–16: Can a plan provide a benefit 
form more valuable than the QJSA and 
if a plan offers more than one annuity 
option satisfying the requirements of a 
QJSA, is spousal consent required 
when the participant chooses among 
the various forms? 

A–16: In the case of an unmarried par-
ticipant, the QJSA may be less valu-
able than other optional forms of ben-
efit payable under the plan. In the case 
of a married participant, the QJSA 
must be at least as valuable as any 
other optional form of benefit payable 
under the plan at the same time. Thus, 
if a plan has two joint and survivor an-
nuities that would satisfy the require-
ments for a QJSA, but one has a great-
er actuarial value than the other, the 
more valuable joint and survivor annu-
ity is the QJSA. If there are two or 
more actuarially equivalent joint and 
survivor annuities that satisfy the re-
quirements for a QJSA, the plan must 
designate which one is the QJSA and, 
therefore, the automatic form of ben-
efit payment. A plan, however, may 
allow a participant to elect out of such 
a QJSA, without spousal consent, in 
favor of another actuarially equivalent 
joint and survivor annuity that satis-
fies the QJSA conditions. Such an elec-
tion is not subject to the requirement 
that it be made within the 90-day pe-
riod before the annuity starting date. 
For example, if a plan designates a 
joint and 100% survivor annuity as the 
QJSA and also offers an actuarially 
equivalent joint and 50% survivor an-
nuity that would satisfy the require-
ments of a QJSA, the participant may 
elect the joint and 50% survivor annu-
ity without spousal consent. The par-
ticipant, however, does need spousal 
consent to elect a joint and survivor 

annuity that was not actuarially 
equivalent to the automatic QJSA. A 
plan does not fail to satisfy the re-
quirements of this Q&A–16 merely be-
cause the amount payable under an op-
tional form of benefit that is subject to 
the minimum present value require-
ment of section 417(e)(3) is calculated 
using the applicable interest rate (and, 
for periods when required, the applica-
ble mortality table) under section 
417(e)(3). 

Q–17: When must distributions to a 
participant under a QJSA commence? 

A–17: (a) QJSA benefits upon earliest re-
tirement. A plan must permit a partici-
pant to receive a distribution in the 
form of a QJSA when the participant 
attains the earliest retirement age 
under the plan. Written consent of the 
participant is required. However, the 
consent of the participant’s spouse is 
not required. Any payment not in the 
form of a QJSA is subject to spousal 
consent. For example, if the partici-
pant separates from service under a 
plan that allows for distributions on 
separation from service or if a plan al-
lows for in-service distributions, the 
participant may receive a QJSA with-
out spousal consent in such events. 
Payments in any other form, including 
a single sum, would require waiver of 
the QJSA by the participant’s spouse. 

(b) Earliest retirement age. (1) This 
paragraph (b) defines the term ‘‘ear-
liest retirement age’’ for purposes of 
sections 401(a)(11), 411(a)(11) and 417. 

(2) In the case of a plan that provides 
for voluntary distributions that com-
mence upon the participant’s separa-
tion from service, earliest retirement 
age is the earliest age at which a par-
ticipant could separate from service 
and receive a distribution. Death of a 
participant is treated as a separation 
from service. 

(3) In the case of a plan that provides 
for in-service distributions, earliest re-
tirement age is the earliest age at 
which such distributions may be made. 

(4) In the case of a plan not described 
in subparagraph (2) or (3) of this para-
graph, the rule below applies. Earliest 
retirement age is the early retirement 
age determined under the plan, or if no 
early retirement age, the normal re-
tirement age determined under the 
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plan. If the participant dies or sepa-
rates from service before such age, 
then only the participant’s actual 
years of service at the time of the par-
ticipant’s separation from service or 
death are taken into account. Thus, in 
the case of a plan under which benefits 
are not payable until the attainment of 
age 65, or upon attainment of age 55 
and completion of 10 years of service, 
the earliest retirement age of a partici-
pant who died or separated from serv-
ice with 8 years of service is when the 
participant would have attained age 65 
(if the participant had survived). On 
the other hand, if a participant died or 
separated from service after 10 years of 
service, the earliest retirement age is 
when the participant would have at-
tained age 55 (if the participant had 
survived). 

Q–18: What is a qualified preretire-
ment survivor annuity (QPSA) in a de-
fined benefit plan? 

A–18: A QPSA is an immediate annu-
ity for the life of the surviving spouse 
of a participant. Each payment under a 
QPSA under a defined benefit plan is 
not to be less than the payment that 
would have been made to the survivor 
under the QJSA payable under the plan 
if (a) in the case of a participant who 
dies after attaining the earliest retire-
ment age under the plan, the partici-
pant had retired with a QJSA on the 
day before the participant’s death, and 
(b) in the case of a participant who dies 
on or before the participant’s earliest 
retirement age under the plan, the par-
ticipant had separated from service at 
the earlier of the actual time of separa-
tion or death, survived until the ear-
liest retirement age, retired at that 
time with a QJSA, and died on the day 
thereafter. If the participant elects be-
fore the annuity starting date a form 
of joint and survivor annuity that sat-
isfies the requirements for a QJSA and 
dies before the annuity starting date, 
the elected form is treated as the QJSA 
and the QPSA must be based on such 
form. 

Q–19: What rules apply in deter-
mining the amount and forfeitability 
of a QPSA? 

A–19: The QPSA is calculated as of 
the earliest retirement age if the par-
ticipant dies before such time, or at 
death if the participant dies after the 

earliest retirement age. The plan must 
make reasonable actuarial adjustments 
to reflect a payment earlier or later 
than the earliest retirement age. A de-
fined benefit plan may provide that the 
QPSA is forfeited if the spouse does not 
survive until the date prescribed under 
the plan for commencement of the 
QPSA (i.e., the earliest retirement 
age). Similarly, if the spouse survives 
past the participant’s earliest retire-
ment age (or other earlier QPSA dis-
tribution date under the plan) and 
elects after the death of the partici-
pant to defer the commencement of the 
QPSA to a later date, a defined benefit 
plan may provide for a forfeiture of the 
QPSA benefit if the spouse does not 
survive until the deferred commence-
ment date. The account balance in a 
defined contribution plan may not be 
forfeited even though the spouse does 
not survive until the time the account 
balance is used to purchase the QPSA. 
See Q&A–17 of this section for the 
meaning of earliest retirement age. 

Q–20: What preretirement survivor 
annuity benefits must a defined 
contibution plan subject to the sur-
vivor annuity requirements of sections 
401(a)(11) and 417 provide? 

A–20: A defined contribution plan 
that is subject to the survivor annuity 
requirements of sections 401(a)(11) and 
417 must provide a preretirement sur-
vivor annuity with a value which is not 
less than 50 percent of the nonforfeit-
able account balance of the participant 
as of the date of the participant’s 
death. If a contributory defined con-
tribution plan has a forfeiture provi-
sion permitted by section 411(a)(3)(A), 
not more than a proportional percent 
of the account balance attributable to 
contributions that may not be forfeited 
at death (for example, employee and 
section 401(k) contributions) may be 
used to satisfy the QPSA benefit. Thus, 
for example, if the QPSA benefit is to 
be provided from 50 percent of the ac-
count balance, not more than 50 per-
cent of the nonforfeitable contribu-
tions may be used for the QPSA. 

Q–21: May a defined benefit plan 
charge the participant for the cost of 
the QPSA benefit? 

A–21: Prior to the later of the time 
the plan allows the participant to 
waive the QPSA or provides notice of 
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the ability to waive the QPSA, a de-
fined benefit plan may not charge the 
participant for the cost of the QPSA by 
reducing the participant’s plan benefits 
or by any other method. The preceding 
sentence does not apply to any charges 
prior to the first plan year beginning 
after December 31, 1988. Once the par-
ticipant is given the opportunity to 
waive the QPSA or the notice of the 
QPSA is later, the plan may charge the 
participant for the cost of the QPSA. A 
charge for the QPSA that reasonably 
reflects the cost of providing the QPSA 
will not fail to satisfy section 411 even 
if it reduces the accrued benefit. 

Q–22: When must distributions to a 
surviving spouse under a QPSA com-
mence? 

A–22: (a) In the case of a defined ben-
efit plan, the plan must permit the sur-
viving spouse to direct the commence-
ment of payments under QPSA no later 
than the month in which the partici-
pant would have attained the earliest 
retirement age. However, a plan may 
permit the commencement of pay-
ments at an earlier date. 

(b) In the case of a defined contribu-
tion plan, the plan must permit the 
surviving spouse to direct the com-
mencement of payments under the 
QPSA within a reasonable time after 
the participant’s death. 

Q–23: Must a defined benefit plan ob-
tain the consent of a participant and 
the participant’s spouse to commence 
payments in the form of a QJSA in 
order to avoid violating section 415 or 
411(b)? 

A–23: No. A defined benefit plan may 
commence distributions in the form of 
a QJSA without the consent of the par-
ticipant and spouse, even if consent 
would otherwise be required (see 
§ 1.417(e)–1(b)), to the extent necessary 
to avoid a violation of section 415 or 
411(b). For example, assume a plan has 
a normal retirement age of 55. A is a 
married participant, age 55, and has ac-
crued a $75,000 joint and 100 percent 
survivor annuity that satisfies section 
415. If an actuarial increase would be 
required under section 411 because of 
deferred commencement and the in-
crease would cause the benefit to ex-
ceed the applicable limit under section 
415, the plan may commence payment 
of a QJSA at age 55 without the par-

ticipant’s election or consent and with-
out the spouse’s concent. 

Q–24: What are the rules under sec-
tions 401(a)(11) and 417 applicable to 
plan loans? 

A–24: (a) Consent rules. (1) A plan does 
not satisfy the survivor annuity re-
quirements of sections 401(a)(11) and 
417 unless the plan provides that, at 
the time the participant’s accrued ben-
efit is used as security for a loan, 
spousal consent to such use is ob-
tained. Consent is required even if the 
accrued benefit is not the primary se-
curity for the loan. No spousal consent 
is necessary if, at the time the loan is 
secured, no consent would be required 
for a distribution under section 
417(a)(2)(B). Spousal consent is not re-
quired if the plan or the participant is 
not subject to section 401(a)(11) at the 
time the accrued benefit is used as se-
curity, or if the total accrued benefit 
subject to the security is not in excess 
of the cash-out limit in effect under 
§ 1.411(a)–11(c)(3)(ii). The spousal con-
sent must be obtained no earlier than 
the beginning of the 90-day period that 
ends on the date on which the loan is 
to be so secured. The consent is subject 
to the requirements of section 417(a)(2). 
Therefore, the consent must be in writ-
ing, must acknowledge the effect of the 
loan and must be witnessed by a plan 
representative or a notary public. 

(2) Participant consent is deemed ob-
tained at the time the participant 
agrees to use his accrued benefit as se-
curity for a loan for purposes of satis-
fying the requirements for participant 
consent under sections 401(a)(11), 
411(a)(11) and 417. 

(b) Change in status. If spousal con-
sent is obtained or is not required 
under paragraph (a) of this Q&A 24 at 
the time the benefits are used as secu-
rity, spousal consent is not required at 
the time of any setoff of the loan 
against the accrued benefit resulting 
from a default, even if the participant 
is married to a different spouse at the 
time of the setoff. Similarly, in the 
case of a participant who secured a 
loan while unmarried, no consent is re-
quired at the time of a setoff of the 
loan against the accrued benefit even if 
the participant is married at the time 
of the setoff. 
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(c) Renegotiation. For purposes of ob-
taining any required spousal consent, 
any renegotiation, extension, renewal, 
or other revision of a loan shall be 
treated as a new loan made on the date 
of the renegotiation, extension, re-
newal, or other revision. 

(d) Effect on benefits. For purposes of 
determining the amount of a QPSA or 
QJSA, the accrued benefit of a partici-
pant shall be reduced by any security 
interest held by the plan by reason of a 
loan outstanding to the participant at 
the time of death or payment, if the se-
curity interest is treated as payment 
in satisfaction of the loan under the 
plan. A plan may offset any loan out-
standing at the participant’s death 
which is secured by the participant’s 
account balance against the spousal 
benefit required to be paid under sec-
tion 401(a)(11)(B)(iii). 

(e) Effective date. Loans made prior to 
August 19, 1985, are deemed to satisfy 
the consent requirements of paragraph 
(a) of this Q&A 24. 

Q–25: How do the survivor annuity re-
quirements of sections 401(a)(11) and 
417 apply with respect to participants 
who are not married or to surviving 
spouses and participants who have a 
change in marital status? 

A–25: (a) Unmarried participant rule. 
Plans subject to the survivor annuity 
requirements of sections 401(a)(11) and 
417 must satisfy those requirements ap-
plicable to QJSAs with respect to par-
ticipants who are not married. A QJSA 
for a participant who is not married is 
an annuity for the life of the partici-
pant. Thus, an unmarried participant 
must be provided the written expla-
nation described in section 417(a)(3)(A) 
and a single life annuity unless another 
form of benefit is elected by the partic-
ipant. An unmarried participant is 
deemed to have waived the QPSA re-
quirements. This deemed waiver is null 
and void if the participant later mar-
ries. 

(b) Marital status change—(1) Remar-
riage. If a participant is married on the 
date of death, payments to a surviving 
spouse under a QPSA or QJSA must 
continue even if the surviving spouse 
remarries. 

(2) One-year rule. (i) A plan is not re-
quired to treat a participant as mar-
ried unless the participant and the par-

ticipant’s spouse have been married 
throughout the one-year period ending 
on the earlier of (A) the participant’s 
annuity starting date or (B) the date of 
the participant’s death. Nevertheless, 
for purposes of the preceding sentence, 
a participant and the participant’s 
spouse must be treated as married 
throughout the one-year period ending 
on the participant’s annuity starting 
date even though they are married to 
each other for less than one year before 
the annuity starting date if they re-
main married to each other for at least 
one year. See section 417(d)(2). If a plan 
adopts the one-year rule provided in 
section 417(d), the plan must treat the 
participant and spouse who are married 
on the annuity starting date as mar-
ried and must provide benefits which 
are to commence on the annuity start-
ing date in the form of a QJSA unless 
the participant (with spousal consent) 
elects another form of benefit. The 
plan is not required to provide the par-
ticipant with a new or retroactive elec-
tion or the spouse with a new consent 
when the one-year period is satisfied. If 
the participant and the spouse do not 
remain married for at least one year, 
the plan may treat the participant as 
having not been married on the annu-
ity starting date. In such event, the 
plan may provide that the spouse loses 
any survivor benefit right; further, no 
retroactive correction of the amount 
paid the participant is required. 

(ii) Example. Plan X provides that 
participants who are married on the 
annuity starting date for less than one 
year are treated as unmarried partici-
pants. Plan X provides benefits in the 
form of a QJSA or an optional single 
sum distribution. Participant A was 
married 6 months prior to the annuity 
starting date. Plan X must treat A as 
married and must commence payments 
to A in the form of a QJSA unless an-
other form of benefit is elected by A 
with spousal consent. If a QJSA is paid 
and A is divorced from his spouse S, 
within the first year of the marriage, S 
will no longer have any survivor rights 
under the annuity (unless a QDRO pro-
vides otherwise). If A continues to be 
married to S, and A dies within the 
one-year period, Plan X may treat A as 
unmarried and forfeit the OJSA benefit 
payable to S. 
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(3) Divorce. If a participant divorces 
his spouse prior to the annuity starting 
date, any elections made while the par-
ticipant was married to his former 
spouse remain valid, unless otherwise 
provided in a QDRO, or unless the par-
ticipant changes them or is remarried. 
If a participant dies after the annuity 
starting date, the spouse to whom the 
participant was married on the annuity 
starting date is entitled to the QJSA 
protection under the plan. The spouse 
is entitled to this protection (unless 
waived and consented to by such 
spouse) even if the participant and 
spouse are not married on the date of 
the participant’s death, except as pro-
vided in a QDRO. 

Q–26: In the case of a defined con-
tribution plan not subject to section 
412, does the requirement that a par-
ticipant’s nonforfeitable accrued ben-
efit be payable in full to a surviving 
spouse apply to a spouse who has been 
married to the participant for less than 
one year? 

A–26: A plan may provide that a 
spouse who has not been married to a 
participant throughout the one-year 
period ending on the earlier of (a) the 
participant’s annuity starting date or 
(b) the date of the participant’s death 
is not treated as a surviving spouse and 
is not required to receive the partici-
pant’s account balance. The special ex-
ception described in section 417(d)(2) 
and Q&A 25 of this section does not 
apply. 

Q–27: Are there circumstances when 
spousal consent to a participant’s elec-
tion to waive the QJSA or the QPSA is 
not required? 

A–27: Yes. If it is established to the 
satisfaction of a plan representative 
that there is no spouse or that the 
spouse cannot be located, spousal con-
sent to waive the QJSA or the QPSA is 
not required. If the spouse is legally 
incompetnent to give consent, the 
spouse’s legal guardian, even if the 
guardian is the participant, may give 
consent. Also, if the participant is le-
gally separated or the participant has 
been abandoned (within the meaning of 
local law) and the participant has a 
court order to such effect, spousal con-
sent is not required unless a QDRO pro-
vides otherwise. Similar rules apply to 

a plan subject to the requirements of 
section 401(a)(11)(B)(iii)(I). 

Q–28: Does consent contained in an 
antenuptial agreement or similar con-
tract entered into prior to marriage 
satisfy the consent requirements of 
sections 401(a)(11) and 417? 

A–28: No. An agreement entered into 
prior to marriage does not satisfy the 
applicable consent requirements, even 
if the agreement is executed within the 
applicable election period. 

Q–29: If a participant’s spouse con-
sents under section 417(a)(2)(A) to the 
participant’s waiver of a survivor an-
nuity form of benefit, is a subsequent 
spouse of the same participant bound 
by the consent? 

A–29: No. A consent under section 
417(a)(2)(A) by one spouse is binding 
only with respect to the consenting 
spouse. See Q&A–24 of this section for 
an exception in the case of plan bene-
fits securing plan loans. 

Q–30: Does the spousal consent re-
quirement of section 417(a)(2)(A) re-
quire that a spouse’s consent be rev-
ocable? 

A–30: No. A plan may preclude a 
spouse from revoking consent once it 
has been given. Alternatively, a plan 
may also permit a spouse to revoke a 
consent after it has been given, and 
thereby to render ineffective the par-
ticipant’s prior election not to receive 
a QPSA or QJSA. A participant must 
always be allowed to change his elec-
tion during the applicable election pe-
riod. Spousal consent is required in 
such cases to the extent provided in 
Q&A 31, except that spousal consent is 
never required for a QJSA or QPSA. 

Q–31: What rules govern a partici-
pant’s waiver of a QPSA or QJSA under 
section 417(a)(2)? 

A–31: (a) Specific beneficiary. Both the 
participant’s waivers of a QPSA and 
QJSA and the spouse’s consents there-
to must state the specific nonspouse 
beneficiary (including any class of 
beneficiaries or any contingent bene-
ficiaries) who will receive the benefit. 
Thus, for example, if spouse B consents 
to participant A’s election to waive a 
QPSA, and to have any benefits pay-
able upon A’s death before the annuity 
starting date paid to A’s children, A 
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may not subsequently change bene-
ficiaries without the consent of B (ex-
cept if the change is back to a QPSA). 
If the designated beneficiary is a trust, 
A’s spouse need only consent to the 
designation of the trust and need not 
consent to the designation of trust 
beneficiaries or any changes of trust 
beneficiaries. 

(b) Optional form of benefit—(1) QJSA. 
Both the participant’s waiver of a 
QJSA (and any required spouse’s con-
sent thereto) must specify the par-
ticular optional form of benefit. The 
participant who has waived a QJSA 
with the spouse’s consent in favor of 
another form of benefit may not subse-
quently change the optional form of 
benefit without obtaining the spouse’s 
consent (except back to a QJSA). Of 
course, the participant may change the 
form of benefit if the plan so provides 
after the spouse’s death or a divorce 
(other than as provided in a QDRO). A 
participant’s waiver of a QJSA (and 
any required spouse’s consent thereto) 
made prior to the first plan year begin-
ning after December 31, 1986, is not re-
quired to specify the optional form of 
benefit. 

(2) QPSA. A participant’s waiver of a 
QPSA and the spouse’s consent thereto 
are not required to specify the optional 
form of any preretirement benefit. 
Thus, a participant who waives the 
QPSA with spousal consent may subse-
quently change the form of the pre-
retirement benefit, but not the non-
spouse beneficiary, without obtaining 
the spouse’s consent. 

(3) Change in form. After the partici-
pant’s death, a beneficiary may change 
the optional form of survivor benefit as 
permitted by the plan. 

(c) General consent. In lieu of satis-
fying paragraphs (a) and (b) of this 
Q&A 31, a plan may permit a spouse to 
execute a general consent that satisfies 
the requirements of this paragraph (c). 
A general consent permits the partici-
pant to waive a QPSA or QJSA, and 
change the designated beneficary or 
the optional form of benefit payment 
without any requirement of further 
consent by such spouse. No general 
consent is valid unless the general con-
sent acknowledges that the spouse has 
the right to limit consent to a specific 
beneficiary and a specific optional 

form of benefit, where applicable, and 
that the spouse voluntarily elects to 
relinquish both of such rights. Not-
withstanding the previous sentence, a 
spouse may execute a general consent 
that is limited to certain beneficiaries 
or forms of benefit payment. In such 
case, paragraphs (a) and (b) of this Q&A 
31 shall apply to the extent that the 
limited general consent is not applica-
ble and this paragraph (c) shall apply 
to the extent that the limited general 
consent is applicable. A general con-
sent, including a limited general con-
sent, is not effective unless it is made 
during the applicable election period. A 
general consent executed prior to Octo-
ber 22, 1986 does not have to satisfy the 
specificity requirements of this Q&A 
31. 

Q–32: What rules govern a partici-
pant’s waiver of the spousal benefit 
under section 401(a)(11)(B)? 

A–32: (a) Application. In the case of a 
defined contribution plan that is not 
subject to the survivor annuity re-
quirements of sections 401(a)(11) and 
417, a participant may waive the spous-
al benefit of section 401(a)(11)(B)(iii) if 
the conditions of paragraph (b) are sat-
isfied. In general, a spousal benefit is 
the nonforfeitable account balance on 
the participant’s date of death. 

(b) Conditions. In general, the same 
conditions, other than the age 35 re-
quirement, that apply to the partici-
pant’s waiver of a QPSA and the 
spouse’s consent thereto apply to the 
participant’s waiver of the spousal ben-
efit and the spouse’s consent thereto. 
See Q&A–31. Thus, the participant’s 
waiver of the spousal benefit must 
state the specific nonspouse bene-
ficiary who will receive such benefit. 
The waiver is not required to specify 
the optional form of benefit. The par-
ticipant may change the optional form 
of benefit, but not the nonspouse bene-
ficiary, without obtaining the spouse’s 
consent. 

Q–33: When and in what manner, may 
a participant waive a spousal benefit or 
a QPSA? 

A–33: (a) Plans not subject to section 
401(a)(11). A participant in a plan that 
is not subject to the survivor annuity 
requirements of section 401(a)(11) (be-
cause of subparagraph (B)(iii) thereof) 
may waive the spousal benefit at any 
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time, provided that no such waiver 
shall be effective unless the spouse has 
consented to the waiver. The spouse 
may consent to a waiver of the spousal 
benefit at any time, even prior to the 
participant’s attaining age 35. No 
spousal consent is required for a pay-
ment to the participant or the use of 
the accrued benefit as security for a 
plan loan to the participant. 

(b) Plans subject to section 401(a)(11). A 
participant in a plan subject to the sur-
vivor annuity requirements of section 
401(a)(11) generally may waive the 
QPSA benefit (with spousal consent) 
only on or after the first day of the 
plan year in which the participant at-
tains age 35. However, a plan may pro-
vide for an earlier waiver (with spousal 
consent), provided that a written ex-
planation of the QPSA is given to the 
participant and such waiver becomes 
invalid upon the beginning of the plan 
year in which the participant’s 35th 
birthday occurs. If there is no new 
waiver after such date, the partici-
pant’s spouse must receive the QPSA 
benefit upon the participant’s death. 

Q–34: Must the written explanations 
required by section 417(a)(3) be pro-
vided to nonvested participants? 

A–34: Such written explantions must 
be provided to nonvested participants 
who are employed by an employer 
maintaining the plan. Thus, they are 
not required to be provided to those 
nonvested participants who are no 
longer employed by such an employer. 

Q–35: When must a plan provide the 
written explanation, required by sec-
tion 417(a)(3)(B), of the QPSA to a par-
ticipant? 

A–35: (a) General rule. A plan must 
provide the written explanation of the 
QPSA to a participant within the ap-
plicable period. Except as provided in 
paragraph (b), the applicable period 
means, with respect to a participant, 
whichever of the following periods ends 
last: 

(1) The period beginning with the 
first day of the plan year in which the 
participant attains age 32 and ending 
with the close of the plan year pre-
ceding the plan year in which the par-
ticipant attains age 35. 

(2) A reasonable period ending after 
the individual becomes a participant. 

(3) A reasonable period ending after 
the QPSA is no longer fully subsidized. 

(4) A reasonable period ending after 
section 401(a)(11) first applies to the 
participant. Section 401(a)(11) would 
first apply when a benefit is trans-
ferred from a plan not subject to the 
survivor annuity requirements of sec-
tion 401(a)(11) to a plan subject to such 
section or at the time of an election of 
an annuity under a defined contribu-
tion plan described in section 
401(a)(11)(B)(iii). 

(b) Pre-35 separations. In the case of a 
participant who separates from service 
before attaining age 35, the applicable 
period means the period beginning one 
year before the separation from service 
and ending one year after such separa-
tion. If such a participant returns to 
service, the plan must also comply 
with pragraph (a). 

(c) Reasonable period. For purposes of 
applying paragraph (a), a reasonable 
period ending after the enumerated 
events described in paragraphs (a) (2), 
(3) and (4) is the end of the one-year pe-
riod beginning with the date the appli-
cable event occurs. The applicable pe-
riod for such events begins one year 
prior to the occurrence of the enumer-
ated events. 

(d) Transition rule. In the case of an 
individual who was a participant in the 
plan on August 23, 1984, and, as of that 
date had attained age 34, the plan will 
satisfy the requriement of section 
417(a)(3)(B) if it provided the expla-
nation not later than December 31, 
1985. 

Q–36: How do plans satisfy the re-
quirements of providing participants 
explanations of QPSAs and QJSAs? 

A–36. For rules regarding the expla-
nation of QPSAs and QJSAs required 
under section 417(a)(3), see § 1.417(a)(3)– 
1. However, the rules of § 1.401(a)–20, 
Q&A–36, as it appeared in 26 CFR part 
1 revised April 1, 2003, apply to the ex-
planation of a QJSA under section 
417(a)(3) for an annuity starting date 
prior to February 1, 2006. 

Q–37: What are the consequences of 
fully subsidizing the cost of either a 
QJSA or a QPSA in accordance with 
section 417(a)(5)? 
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A–37: If a plan fully subsidizes a 
QJSA or QPSA in accordance with sec-
tion 417(a)(5) and does not allow a par-
ticipant to waive such QJSA or QPSA 
or to select a nonspouse beneficiary, 
the plan is not required to provide the 
written explanation required by sec-
tion 417(a)(3). However, if the plan of-
fers an election to waive the benefit or 
designate a beneficiary, it must satisfy 
the election, consent, and notice re-
quirements of section 417(a) (1), (2), and 
(3), with respect to such subsidized 
QJSA or QPSA, in accordance with sec-
tion 417(a)(5). 

Q–38: What is a fully subsidized ben-
efit? 

A–38: (a) QJSA—(1) General rule. A 
fully subsidized QJSA is one under 
which no increase in cost to, or de-
crease in actual amounts received by, 
the participant may result from the 
participant’s failure to elect another 
form of benefit. 

(2) Examples. 

Example 1. . If a plan provides a joint and 
survivor annuity and a single sum option, 
the plan does not fully subsidize the joint 
and survivor annuity, regardless of the actu-
arial value of the joint and survivor annuity 
because, in the event of the participant’s 
early death, the participant would have re-
ceived less under the annuity than he would 
have received under the single sum option. 

Example 2. . If a plan provides for a life an-
nuity of $100 per month and a joint and 100% 
survivor benefit of $99 per month, the plan 
does not fully subsidize the joint and sur-
vivor benefit. 

(b) QPSA. A QPSA is fully subsidized 
if the amount of the participant’s ben-
efit is not reduced because of the QPSA 
coverage and if no charge to the partic-
ipant under the plan is made for the 
coverage. Thus, a QPSA is fully sub-
sidized in a defined contribution plan. 

Q–39: When do the survivor annuity 
requirements of sections 401(a)(11) and 
417 apply to plans? 

A–39: Sections 401(a)(11) and 417 gen-
erally apply to plan years beginning 
after December 31, 1984. Sections 302 
and 303 of REA 1984 provide specific ef-
fective dates and transitional rules 
under which the QJSA or QPSA (or 
pre-REA 1984 section 401(a)(11)) require-
ments may be applicable to particular 
plans or with respect to benefits pro-
vided to (as amended by REA 1984) par-
ticular participants. In general, the 

section 401(a)(11) (as amended by REA 
1984) survivor annuity requirements do 
not apply with respect to a participant 
who does not have at least one hour of 
service or one hour of paid leave under 
the plan after August 22, 1984. 

Q–40: Are there special effective dates 
for plans maintained pursuant to col-
lective bargaining agreements? 

A–40: Yes. Section 302(b) of REA 1984 
as amended by section 1898(g) of the 
Tax Reform Act of 1986 provides a spe-
cial deferred effective date for such 
plans. Whether a plan is described in 
section 302(b) of REA 1984 is deter-
mined under the principles applied 
under section 1017(c) of the Employee 
Retirement Income Security Act of 
1974. See H.R. Rep. No. 1280, 93d Cong., 
2d Sess. 266 (1974). In addition, a plan 
will not be treated as maintained under 
a collective bargaining agreement un-
less the employee representatives sat-
isfy section 7701(a)(46) of the Internal 
Revenue Code after March 31, 1984. See 
§ 301.7701–17T for other requirements for 
a plan to be considered to be collec-
tively bargained. Nothing in section 
302(b) of REA 1984 denies a participant 
or spouse the rights set forth in sec-
tions 303(c)(2), 303(c)(3), 303(e)(1), and 
303(e)(2) of REA 1984. 

Q–41: What is one hour of service or 
paid leave under the plan for purposes 
of the transition rules in section 303 of 
REA 1984? 

A–41: One hour of service or paid 
leave under the plan is one hour of 
service or paid leave recognized or re-
quired to be recognized under the plan 
for any purpose, e.g., participation, 
vesting percentage, or benefit accrual 
purposes. For plans that do not com-
pute hours of service, one hour of serv-
ice or paid leave means any service or 
paid leave recognized or required to be 
recognized under the plan for any pur-
pose. 

Q–42: Must a plan be amended to pro-
vide for the QPSA required by section 
303(c)(2) of REA 1984, or for the sur-
vivor annuities required by section 
303(e) of REA 1984? 

A–42: A plan will not fail to satisfy 
the qualification requirements of sec-
tion 401(a) or 403(a) merely because it is 
not amended to provide the QPSA re-
quired by section 303(c)(2) or the sur-
vivor annuities required by section 
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303(e). The plan must, however, satisfy 
those requirements in operation. 

Q–43: Is a participant’s election, or a 
spouse’s consent to an election, with 
respect to a QPSA, made before August 
23, 1984, valid? 

A–43: No. 
Q–44: Is spousal consent required for 

certain survivor annuity elections 
made by the participant after Decem-
ber 31, 1984, and before the first plan 
year to which new sections 401(a)(11) 
and 417 apply? 

A–44: Yes. Section 303(c)(3) of REA 
1984 provides that any election not to 
take a QJSA made after December 31, 
1984, and before the date sections 
401(a)(11) and 417 apply to the plan by a 
participant who has 1 hour of service or 
leave under the plan after August 23, 
1984, is not effective unless the spousal 
consent requirements of section 417 are 
met with respect to such election. Un-
less the participant’s annuity starting 
date occurred before January 1, 1985, 
the spousal consent required by section 
417 (a)(2) and (e) must be obtained even 
though the participant elected the ben-
efit prior to January 1, 1985. The plan is 
not required to be amended to comply 
with section 303(c)(3) of REA 1984, but 
the plan must satisfy this requirement 
in operation. 

Q–45: Are there special rules for cer-
tain participants who separated from 
service prior to August 23, 1984? 

A–45: Yes. Section 303(e) of REA 1984 
provides special rules for certain par-
ticipants who separated from service 
before August 23, 1984. Section 303(e)(1), 
which applies only to plans subject to 
section 401(a)(11) of the Code (as in ef-
fect on August 22, 1984), provides that 
participants whose annuity starting 
date did not occur before August 24, 
1984, and who had one hour of service 
on or after September 2, 1974, but not 
in a plan year beginning after Decem-
ber 31, 1975, may elect to receive the 
benefits required to be provided under 
section 401(a)(11) of the Code (as in ef-
fect on August 22, 1984). Section 
303(e)(2) provides that certain partici-
pants who had one hour of service in a 
plan year beginning on or after Janu-
ary 1, 1976, but not after August 22, 
1984, may elect QPSA coverage under 
new sections 401(a)(11) and 417 in plans 
subject to these provisions. Section 

303(e)(4)(A) requires plans or plan ad-
ministrators to notify those partici-
pants of the provisions of section 
303(e). 

Q–46: When must a plan provide the 
notice required by section 303(e)(4)(A) 
of REA 1984? 

A–46: The notice required by section 
303(e)(4)(A) must be provided no later 
than the earlier of: 

(a) The date the first summary an-
nual report provided after September 
17, 1985, is distributed to participants; 
or 

(b) September 30, 1985. 

A plan will not fail to satisfy the pre-
ceding sentence if the plan provides a 
fully subsidized QPSA with respect to 
any participant described in section 
303(e) who dies on or after July 19, 1985, 
and before the notice is received. If the 
plan ceases to fully subsidize the 
QPSA, the cessation must not be effec-
tive until the notice is given. For this 
purpose, an annuity payable to a non-
spouse beneficiary elected by the par-
ticipant, in lieu of a spouse, shall sat-
isfy the QPSA requirement, so long as 
the survivor benefit is fully subsidized. 
The notice required by this paragraph 
must be in writing and sent to the par-
ticipant’s last known address. 

Q–47: Is there another time when 
plans must provide notice of the right, 
described in section 303(e)(1) of REA 
’84, to elect a pre-REA 1984 qualified 
joint and survivor annuity? 

A–47: Yes. Notice of this right must 
also be provided to a participant at the 
time the participant applies for benefit 
payments. 

[53 FR 31842, Aug. 22, 1988; 53 FR 48534, Dec. 
1, 1988, as amended by T.D. 8794, 63 FR 70338, 
Dec. 21, 1998; T.D. 8891, 65 FR 44682, July 19, 
2000; T.D. 9099, 68 FR 70144, Dec. 17, 2003; T.D. 
9256, 71 FR 14802, Mar. 24, 2006] 

§ 1.401(a)–21 Rules relating to the use 
of an electronic medium to provide 
applicable notices and to make par-
ticipant elections. 

(a) Introduction—(1) In general—(i) 
Permission to use an electronic medium. 
This section provides rules relating to 
the use of an electronic medium to pro-
vide applicable notices and to make 
participant elections as defined in 
paragraph (e)(1) and (6) of this section 
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with respect to retirement plans, em-
ployee benefit arrangements, and indi-
vidual retirement plans described in 
paragraph (a)(2) of this section. The 
rules in this section reflect the provi-
sions of the Electronic Signatures in 
Global and National Commerce Act, 
Public Law 106–229 (114 Stat. 464 (2000) 
(E–SIGN)). 

(ii) Notices and elections required to be 
in writing or in written form—(A) In gen-
eral. The rules of this section must be 
satisfied in order to use an electronic 
medium to provide an applicable notice 
or to make a participant election if the 
notice or election is required to be in 
writing or in written form under the 
Internal Revenue Code, Department of 
Treasury regulations, or other guid-
ance issued by the Commissioner. 

(B) Rules relating to applicable notices. 
An applicable notice that is provided 
using an electronic medium is treated 
as being provided in writing or in writ-
ten form if and only if the require-
ments of paragraph (a)(5) of this sec-
tion are satisfied and either the con-
sumer consent requirements of para-
graph (b) of this section or the require-
ments for exemption from the con-
sumer consent requirements under 
paragraph (c) of this section are satis-
fied. For example, in order to provide a 
section 402(f) notice electronically, a 
qualified plan must satisfy either the 
consumer consent requirements of 
paragraph (b) of this section or the re-
quirements for exemption under para-
graph (c) of this section. If a plan fails 
to satisfy either of these requirements, 
the plan must provide the section 402(f) 
notice using a written paper document 
in order to satisfy the requirements of 
section 402(f). 

(C) Rules relating to participant elec-
tions. A participant election that is 
made using an electronic medium is 
treated as being provided in writing or 
in written form if and only if the re-
quirements of paragraphs (a)(5) and (d) 
of this section are satisfied. 

(iii) Safe harbor method for applicable 
notices and participant elections that are 
not required to be in writing or written 
form. For an applicable notice or a par-
ticipant election that is not required to 
be in writing or in written form, the 
rules of this section provide a safe har-
bor method for using an electronic me-

dium to provide the applicable notice 
or to make the participant election. 

(2) Application of rules—(i) Notices, 
elections, or consents under retirement 
plans. The rules of this section apply to 
any applicable notice or any partici-
pant election relating to the following 
retirement plans: A qualified retire-
ment plan under section 401(a) or 
403(a); a section 403(b) plan; a sim-
plified employee pension (SEP) under 
section 408(k); a simple retirement plan 
under section 408(p); or an eligible gov-
ernmental plan under section 457(b). 

(ii) Notices, elections, or consents under 
other employee benefit arrangements. The 
rules of this section also apply to any 
applicable notice or any participant 
election relating to the following em-
ployee benefit arrangements: An acci-
dent and health plan or arrangement 
under sections 104(a)(3) and 105; a cafe-
teria plan under section 125; an edu-
cational assistance program under sec-
tion 127; a qualified transportation 
fringe program under section 132; an 
Archer MSA under section 220; or a 
health savings account under section 
223. 

(iii) Notices, elections, or consents 
under individual retirement plans. The 
rules of this section also apply to any 
applicable notice or any participant 
election relating to individual retire-
ment plans, including a Roth IRA 
under section 408A; or a deemed IRA 
under a qualified employer plan de-
scribed in section 408(q). 

(3) Limitation on application of rules— 
(i) In general. The rules of this section 
do not apply to any notice, election, 
consent, disclosure, or obligation re-
quired under the provisions of title I or 
IV of the Employee Retirement Income 
Security Act of 1974, as amended 
(ERISA), over which the Department of 
Labor or the Pension Benefit Guaranty 
Corporation has interpretative and en-
forcement authority. For example, the 
rules in 29 CFR 2520.104b–1 of the De-
partment of Labor Regulations apply 
with respect to an employee benefit 
plan providing disclosure documents, 
such as a summary plan description or 
a summary annual report. The rules in 
this section also do not apply to Inter-
nal Revenue Code section 411(a)(3)(B) 
(relating to suspension of benefits), In-
ternal Revenue Code section 4980B(f)(6) 
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(relating to an individual’s COBRA 
rights), or any other Internal Revenue 
Code provision over which Department 
of Labor or the Pension Benefit Guar-
anty Corporation has similar interpre-
tative authority. 

(ii) Recordkeeping and other require-
ments. The rules in this section only 
apply with respect to applicable no-
tices and participant elections relating 
to an individual’s rights under a retire-
ment plan, an employee benefit ar-
rangement, or an individual retirement 
plan. Thus, the rules in this section do 
not alter the otherwise applicable re-
quirements under the Internal Revenue 
Code, such as the requirements relat-
ing to tax reporting, tax records, or 
substantiation of expenses. See section 
6001 for rules relating to the mainte-
nance of records, statements, and spe-
cial returns. See also section 101(e) of 
E–SIGN, which provides that if an elec-
tronic record of an applicable notice or 
a participant election is not main-
tained in a form that is capable of 
being retained and accurately repro-
duced for later reference, then the 
legal effect, validity, or enforceability 
of such electronic record may be de-
nied. 

(4) General requirements related to ap-
plicable notices and participant elections. 
The rules of this section supplement 
the general requirements related to 
each applicable notice and participant 
election. Thus, in addition to satis-
fying the rules for timing and content, 
the rules in this section must be satis-
fied. 

(5) Requirements related to the design of 
an electronic system used to deliver appli-
cable notices and to make participant 
elections—(i) The electronic system must 
take into account the content of a notice. 
With respect to the content of an appli-
cable notice, the electronic system 
must be reasonably designed to provide 
the information in the notice to a re-
cipient in a manner that is no less un-
derstandable to the recipient than a 
written paper document. 

(ii) Identification of the significance of 
information in the notice. The electronic 
system must be designed to alert the 
recipient, at the time an applicable no-
tice is provided, to the significance of 
the information in the notice (includ-
ing identification of the subject matter 

of the notice), and provide any instruc-
tions needed to access the notice, in a 
manner that is readily understandable. 

(b) Consumer consent requirements—(1) 
Requirements. With respect to an appli-
cable notice, the consumer consent re-
quirements of this paragraph (b) are 
satisfied if— 

(i) The requirements in paragraphs 
(b)(2) through (4) of this section are 
satisfied; and 

(ii) In accordance with section 
101(c)(6) of E–SIGN, the applicable no-
tice is not provided through the use of 
oral communication or a recording of 
an oral communication. 

(2) Consent—(i) In general. The recipi-
ent must affirmatively consent to the 
delivery of the applicable notice using 
an electronic medium. This consent 
must be either— 

(A) Made electronically in a manner 
that reasonably demonstrates that the 
recipient can access the applicable no-
tice in the electronic medium in the 
form that will be used to provide the 
notice; or 

(B) Made using a written paper docu-
ment (or using another form not de-
scribed in paragraph (b)(2)(i)(A) of this 
section), but only if the recipient con-
firms the consent electronically in a 
manner that reasonably demonstrates 
that the recipient can access the appli-
cable notice in the electronic medium 
in the form that will be used to provide 
the notice. 

(ii) Withdrawal of consumer consent. 
The consent to receive electronic deliv-
ery requirement of this paragraph 
(b)(2) is not satisfied if the recipient 
withdraws his or her consent before the 
applicable notice is delivered. 

(3) Required disclosure statement. The 
recipient, prior to consenting under 
paragraph (b)(2)(i) of this section, must 
be provided with a clear and con-
spicuous statement containing the dis-
closures described in paragraphs 
(b)(3)(i) through (v) of this section: 

(i) Right to receive paper document— 
(A) In general. The statement informs 
the recipient of any right to have the 
applicable notice be provided using a 
written paper document or other non-
electronic form. 

(B) Post-consent request for paper copy. 
The statement informs the recipient 
how, after having provided consent to 
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receive the applicable notice electroni-
cally, the recipient may, upon request, 
obtain a paper copy of the applicable 
notice and whether any fee will be 
charged for such copy. 

(ii) Right to withdraw consumer con-
sent. The statement informs the recipi-
ent of the right to withdraw consent to 
receive electronic delivery of an appli-
cable notice on a prospective basis at 
any time and explains the procedures 
for withdrawing that consent and any 
conditions, consequences, or fees in the 
event of the withdrawal. 

(iii) Scope of the consumer consent. The 
statement informs the recipient wheth-
er the consent to receive electronic de-
livery of an applicable notice applies 
only to the particular transaction that 
gave rise to the applicable notice or to 
other identified transactions that may 
be provided or made available during 
the course of the parties’ relationship. 
For example, the statement may pro-
vide that a recipient’s consent to re-
ceive electronic delivery will apply to 
all future applicable notices of the re-
cipient relating to the employee ben-
efit arrangement until the recipient is 
no longer a participant in the employee 
benefit arrangement (or withdraws the 
consent). 

(iv) Description of the contact proce-
dures. The statement describes the pro-
cedures to update information needed 
to contact the recipient electronically. 

(v) Hardware or software requirements. 
The statement describes the hardware 
and software requirements needed to 
access and retain the applicable notice. 

(4) Post-consent change in hardware or 
software requirements. If, after a recipi-
ent provides consent to receive elec-
tronic delivery, there is a change in the 
hardware or software requirements 
needed to access or retain the applica-
ble notice and such change creates a 
material risk that the recipient will 
not be able to access or retain the ap-
plicable notice in electronic format— 

(i) The recipient must receive a 
statement of— 

(A) The revised hardware or software 
requirements for access to and reten-
tion of the applicable notice; and 

(B) The right to withdraw consent to 
receive electronic delivery without the 
imposition of any fees for the with-
drawal and without the imposition of 

any condition or consequence that was 
not previously disclosed in paragraph 
(b)(3) of this section; and 

(ii) The recipient must reaffirm con-
sent to receive electronic delivery in 
accordance with the requirements of 
paragraph (b)(2) of this section. 

(c) Exemption from consumer consent 
requirements—(1) In general. This para-
graph (c) is satisfied if the conditions 
in paragraphs (c)(2) and (3) of this sec-
tion are satisfied. This paragraph (c) 
constitutes an exemption from the con-
sumer consent requirements of section 
101(c) of E–SIGN pursuant to the au-
thority granted in section 104(d)(1) of 
E–SIGN. 

(2) Effective ability to access. For pur-
poses of this paragraph (c), the elec-
tronic medium used to provide an ap-
plicable notice must be a medium that 
the recipient has the effective ability 
to access. 

(3) Free paper copy of applicable notice. 
At the time the applicable notice is 
provided, the recipient must be advised 
that he or she may request and receive 
the applicable notice in writing on 
paper at no charge, and, upon request, 
that applicable notice must be pro-
vided to the recipient at no charge. 

(d) Special rules for participant elec-
tions—(1) In general. This paragraph (d) 
is satisfied if the conditions described 
in the following paragraphs (d)(2) 
through (6) are satisfied: 

(2) Effective ability to access. The elec-
tronic medium under an electronic sys-
tem used to make a participant elec-
tion must be a medium that the person 
who is eligible to make the election is 
effectively able to access. If the appro-
priate individual is not effectively able 
to access the electronic medium for 
making the participant election, the 
participant election will not be treated 
as made available to that individual. 
Thus, for example, the participant 
election will not be treated as made 
available to that individual for pur-
poses of the rules under section 
401(a)(4). 
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(3) Authentication. The electronic sys-
tem used in making participant elec-
tions is reasonably designed to pre-
clude any person other than the appro-
priate individual from making the elec-
tion. Whether this condition is satis-
fied is based on facts and cir-
cumstances, including whether the par-
ticipant election has the potential for a 
conflict of interest between the indi-
viduals involved in the election. See 
Examples 3, 4, and 5 of paragraph (f) of 
this section for illustrations of elec-
tronic systems that satisfy the authen-
tication requirement of this paragraph 
(d)(3). 

(4) Opportunity to review. The elec-
tronic system used in making partici-
pant elections provides the person 
making the participant election with a 
reasonable opportunity to review, con-
firm, modify, or rescind the terms of 
the election before the election be-
comes effective. 

(5) Confirmation of action. The person 
making the participant election re-
ceives, within a reasonable time, a con-
firmation of the effect of the election 
under the terms of the plan or arrange-
ment through either a written paper 
document or an electronic medium 
under a system that satisfies the re-
quirements of either paragraph (b) or 
(c) of this section (as if the confirma-
tion were an applicable notice). 

(6) Participant elections, including 
spousal consents, that are required to be 
witnessed by a plan representative or a 
notary public—(i) In general. In the case 
of a participant election which is re-
quired to be witnessed by a plan rep-
resentative or a notary public (such as 
a spousal consent under section 417), 
the signature of the individual making 
the participant election is witnessed in 
the physical presence of a plan rep-
resentative or a notary public. 

(ii) Electronic notarization permitted. If 
the requirements of paragraph (d)(6)(i) 
of this section are satisfied, an elec-
tronic notarization acknowledging a 
signature (in accordance with section 
101(g) of E–SIGN and State law applica-
ble to notary publics) will not be de-
nied legal effect if the signature of the 
individual is witnessed in the physical 
presence of a notary public. 

(iii) Delegation to Commissioner. In 
guidance published in the Internal Rev-

enue Bulletin, the Commissioner may 
provide that the use of procedures 
under an electronic system is deemed 
to satisfy the physical presence re-
quirement under paragraph (d)(6)(i) of 
this section, but only if those proce-
dures with respect to the electronic 
system provide the same safeguards for 
participant elections as are provided 
through the physical presence require-
ment. See § 601.601(d)(2)(ii)(b) of this 
chapter. 

(e) Definitions. The definitions in this 
paragraph (e) apply for purposes of this 
section. 

(1) Applicable notice. The term appli-
cable notice includes any notice, report, 
statement, or other document required 
to be provided to a recipient under a 
retirement plan, employee benefit ar-
rangement, or individual retirement 
plan as described in paragraph (a)(2) of 
this section. 

(2) Electronic. The term electronic 
means technology having electrical, 
digital, magnetic, wireless, optical, 
electromagnetic, voice-recording sys-
tems, or similar capabilities. 

(3) Electronic medium. The term elec-
tronic medium means an electronic 
method of communication (e.g., Web 
site, electronic mail, telephonic sys-
tem, magnetic disk, and CD-ROM). 

(4) Electronic record. The term elec-
tronic record means an applicable notice 
or a participant election that is cre-
ated, generated, sent, communicated, 
received, or stored by electronic media. 

(5) Electronic system. The term elec-
tronic system means a system designed 
for creating, generating, sending, re-
ceiving, storing, retrieving, displaying, 
or processing information that makes 
use of any electronic medium. 

(6) Participant election. The term par-
ticipant election includes any consent, 
election, request, agreement, or simi-
lar communication made by or from a 
participant, beneficiary, alternate 
payee, or an individual entitled to ben-
efits under a retirement plan, em-
ployee benefit arrangement, or indi-
vidual retirement plan as described in 
paragraph (a)(2) of this section. 

(7) Recipient. The term recipient 
means a plan participant, beneficiary, 
employee, alternate payee, or any 
other person to whom an applicable no-
tice is to be provided. 
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(f) Examples. The following examples 
illustrate the rules of this section. Ex-
amples 1, 2, 3, and 6 assume that the re-
quirements of paragraph (a)(4) and (5) 
of this section are satisfied. 

Example 1. (i) Facts involving using the con-
sumer consent requirements to deliver a section 
402(f) notice via e-mail. Plan A, a qualified 
plan, permits participants to request benefit 
distributions from the plan on Plan A’s 
Internet Web site. Under Plan A’s system for 
such transactions, a participant must enter 
his or her account number, personal identi-
fication number (PIN), and his or her e-mail 
address to which the notice is to be sent. The 
participant’s PIN and account number must 
match the information in Plan A’s records in 
order for the transaction to proceed. Partici-
pant H requests a distribution from Plan A 
on Plan A’s Web site, and, at the time of the 
request for distribution, a disclosure state-
ment appears on the computer screen that 
explains that Participant H can consent to 
receive the section 402(f) notice electroni-
cally. The disclosure statement provides in-
formation relating to the consent, including 
how to receive a paper copy of the notice, 
how to withdraw consent, the hardware and 
software requirements, and the procedures 
for accessing the section 402(f) notice, which 
is in a file format from a specific spreadsheet 
program. After reviewing the disclosure 
statement, which satisfies the requirements 
of paragraph (b)(3) of this section, Partici-
pant H consents to receive the section 402(f) 
notice via e-mail by selecting the consent 
button at the end of the disclosure state-
ment. As a part of the consent procedure, an 
e-mail is sent to Participant H’s e-mail ad-
dress in order to demonstrate that Partici-
pant H can access the spreadsheet program. 
In the e-mail, Participant H is prompted to 
answer a question from the spreadsheet pro-
gram, which is in an attachment to the e- 
mail. Once Participant H correctly answers 
the question, the section 402(f) notice is then 
delivered to Participant H via e-mail. 

(ii) Conclusion. In this Example 1, Plan A’s 
delivery of the section 402(f) notice to Par-
ticipant H satisfies the requirements of para-
graph (b) of this section. 

Example 2. (i) Facts—(A) Facts involving 
using the alternative method to deliver a section 
411(a)(11) notice via e-mail. Plan B, a qualified 
plan, permits participants to request benefit 
distributions from the plan on Plan B’s 
Internet Web site. Under Plan B’s system for 
such transactions, a participant must enter 
his or her account number and personal iden-
tification number (PIN), and his or her e- 
mail address to which the notice is to be 
sent. The participant’s PIN and account 
number must match the information in Plan 
B’s records in order for the transaction to 
proceed. After Participant K, a single em-

ployee, requests a distribution from Plan B 
on Plan B’s Internet Web site, the plan ad-
ministrator provides Participant K with a 
section 411(a)(11) notice in an attachment to 
an e-mail. Plan B sends the e-mail with a re-
quest for a computer generated notification 
that the message was received and opened. 
The e-mail instructs Participant K to read 
the attachment for important information 
regarding the request for a distribution. In 
addition, the e-mail also states that Partici-
pant K may request the section 411(a)(11) no-
tice on a written paper document and that, if 
Participant K requests the notice on a writ-
ten paper document, it will be provided at no 
charge. Plan B receives notification indi-
cating that the e-mail was received and 
opened by Participant K. 

(B) Facts involving making a participant’s 
consent to a distribution. In order to consent 
to a distribution, Plan B requires a partici-
pant to enter the participant’s account num-
ber and PIN in order to preclude any person 
other than the participant from making the 
election. After the authentication process, 
Participant K completes a distribution re-
quest form on the Web site. After completing 
the request form, the Web site provides a 
summary of the information entered on the 
form and gives Participant K an opportunity 
to review or modify the distribution request 
form before the transaction is completed. 
Within a reasonable period of time after Par-
ticipant K consents to the distribution, the 
plan administrator, by e-mail, sends con-
firmation of the terms (including the form) 
of the distribution to Participant K and ad-
vises Participant K that, upon request, the 
confirmation may be provided to Participant 
K on a written paper document at no charge. 
Plan B retains an electronic copy of the con-
sent to the distribution in a form that is ca-
pable of being retained and accurately repro-
duced for later reference by Participant K. 

(ii) Conclusion. In this Example 2, Plan B’s 
delivery of the section 411(a)(11) notice and 
the electronic system used to make Partici-
pant K’s consent to a distribution satisfy the 
requirements of paragraphs (a), (c), and (d) of 
this section. 

Example 3. (i) Facts involving the trans-
mission of a spousal consent via electronic nota-
rization. Plan C, a qualified money purchase 
pension plan, permits a married participant 
to request a plan loan through the Plan C’s 
Internet Web site with the notarized consent 
of the spouse. Under Plan C’s system for re-
questing a plan loan, a participant must 
enter his or her account number, personal 
identification number (PIN), and his or her 
e-mail address. The information entered by 
the participant must match the information 
in Plan C’s records in order for the trans-
action to proceed. Participant M, a married 
participant, is effectively able to access the 
Web site available to apply for a plan loan. 
In order to apply for a loan, Plan C requires 
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a participant to enter the participant’s ac-
count number and PIN in order to preclude 
any person other than the participant from 
making the election. Participant M com-
pletes the loan application on Plan C’s Web 
site. Within a reasonable period of time after 
submitting the plan loan application, the 
plan administrator, by e-mail, sends Partici-
pant M the loan application, including all at-
tachments setting forth the terms of the 
loan agreement and all other required infor-
mation. In the e-mail, Plan C also notifies 
Participant M that, upon request, the loan 
application may be provided to Participant 
M on a written paper document at no charge. 
Plan C then instructs Participant M that, in 
order for the loan application to proceed, 
Participant M must submit to the plan ad-
ministrator a notarized spousal consent 
form. Participant M and M’s spouse go to a 
notary public and the notary witnesses Par-
ticipant M’s spouse signing the spousal con-
sent for the loan agreement on an electronic 
signature capture pad with adequate secu-
rity. After witnessing M’s spouse signing the 
spousal consent, the notary public sends an 
e-mail with an electronic acknowledgement 
that is attached to or logically associated 
with the signature of M’s spouse to the plan 
administrator. The electronic acknowledge-
ment is in accordance with section 101(g) of 
E–SIGN and the relevant State law applica-
ble to notary publics. After the plan receives 
the e-mail, Plan C sends an e-mail to Partic-
ipant M, giving M a reasonable period to re-
view and confirm the completed loan appli-
cation and to determine whether the loan ap-
plication should be modified or rescinded. In 
addition, the e-mail to Participant M also 
provides that M may request the completed 
loan application on a written paper docu-
ment and that, if M requests the written 
paper document, it will be provided at no 
charge. Plan C retains an electronic copy of 
the loan agreement, including the spousal 
consent, in a form that is capable of being 
retained and accurately reproduced for later 
reference by all parties. 

(ii) Conclusion. In this Example 3, the trans-
mission of the plan loan agreement satisfies 
the requirements of paragraphs (a), (c), and 
(d) of this section. By requiring that the 
spouse sign the spousal consent on an elec-
tronic signature capture pad in the physical 
presence of a notary public, the electronic 
system satisfies the requirement that the 
system be reasonably designed to preclude 
any person other than the appropriate indi-
vidual from making the election. Thus, the 
electronic notarization of spousal consent 
satisfies the requirements of paragraphs (a) 
and (d) of this section. 

Example 4. (i) Facts—(A) Facts involving 
using the alternative method of compliance to 
deliver a section 411(a)(11) notice via an auto-
mated telephone system. A qualified profit- 
sharing plan (Plan D) permits participants to 

request distributions through an automated 
telephone system. Under Plan D’s system for 
such transactions, a participant must enter 
his or her account number and personal iden-
tification number (PIN); this information 
must match the information in Plan D’s 
records in order for the transaction to pro-
ceed. Plan D provides only the following dis-
tribution options: single-sum payment; and 
annual installments over 5, 10, or 20 years. 
Participant N, a single participant, requests 
a distribution from Plan D by following the 
applicable instructions on the automated 
telephone system. After Participant N has 
requested the distribution, the automated 
telephone system recites the section 
411(a)(11) notice over the phone. The auto-
mated telephone system also advises Partici-
pant N that, upon request, the notice may be 
provided on a written paper document and 
that, if Participant N so requests, the notice 
will be provided on a written paper document 
at no charge. 

(B) Facts involving making a participant’s 
consent to a distribution via an automated tele-
phone system. In order to consent to a dis-
tribution, Plan D requires a participant to 
enter the participant’s account number and 
PIN in order to preclude any person other 
than the participant from making the elec-
tion. Participant N requests a distribution 
by entering information on the automated 
telephone system. After completing the re-
quest, the automated telephone system pro-
vides a oral summary of the information en-
tered and gives Participant N an opportunity 
to review or modify the distribution request 
before the transaction is completed. Plan D’s 
automated telephone system confirms the 
distribution request to Participant N and ad-
vises Participant N that, upon request, a 
confirmation may be provided on a written 
paper document at no charge. Plan D retains 
an electronic copy of the consent to the dis-
tribution in a form that is capable of being 
retained and accurately reproduced for later 
reference by Participant N. 

(ii) Conclusion. In this Example 4, because 
Plan D has relatively few and simple dis-
tribution options, the provision of the sec-
tion 411(a)(11) notice through the automated 
telephone system is no less understandable 
to the participant than a written paper no-
tice for purposes of paragraph (a)(5)(i) of this 
section. In addition, the automated tele-
phone procedures of Plan D satisfy the appli-
cable requirements of paragraphs (a), (c), and 
(d) of this section. 

Example 5. (i) Facts. Same facts as Example 
4 of this paragraph (f), except that, pursuant 
to Plan D’s system for processing such trans-
actions, a participant who so requests is 
transferred to a customer service representa-
tive whose conversation with the participant 
is recorded. The customer service represent-
ative provides the section 411(a)(11) notice 
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from a prepared text and processes the par-
ticipant’s distribution in accordance with 
the predetermined instructions from the 
plan administrator. 

(ii) Conclusion. As in Example 4 of this para-
graph (f), because Plan D has relatively few 
and simple distribution options, the provi-
sion of the section 411(a)(11) notice through 
the automated telephone system is no less 
understandable to the participant than a 
written paper notice for purposes of para-
graph (a)(4) of this section. Further, in this 
Example 5, the customer service telephone 
procedures of Plan D satisfy the require-
ments of paragraphs (a), (c), and (d) of this 
section. 

Example 6. (i) Facts. Plan E, a qualified 
plan, permits participants to request dis-
tributions by e-mail on the employer’s e- 
mail system. Under this system, a partici-
pant must enter his or her account number, 
personal identification number (PIN), and e- 
mail address. This information must match 
that in Plan E’s records in order for the 
transaction to proceed. If a participant re-
quests a distribution by e-mail, the plan ad-
ministrator provides the participant with a 
section 411(a)(11) notice by e-mail. The plan 
administrator also advises the participant by 
e-mail that he or she may request the sec-
tion 411(a)(11) notice on a written paper doc-
ument and that, if the participant requests 
the notice on a written paper document, it 
will be provided at no charge. Participant Q 
requests a distribution and receives the sec-
tion 411(a)(11) notice from the plan adminis-
trator by reply e-mail. However, before Par-
ticipant Q elects a distribution, Q terminates 
employment. Following termination of em-
ployment, Participant Q no longer has access 
to the employer’s e-mail system. 

(ii) Conclusion. In this Example 6, Plan E 
does not satisfy the participant election re-
quirements under paragraph (d) of this sec-
tion because Participant Q is not effectively 
able to access the electronic medium used to 
make the participant election. Plan E must 
provide Participant Q with the opportunity 
to make the participant election through a 
written paper document or another system 
that Participant Q is effectively able to ac-
cess, such as the automated telephone sys-
tems described in Example 4 and Example 5 of 
this paragraph (f). 

(g) Effective date. The rules provided 
in this section apply to applicable no-
tices provided, and to participant elec-
tions made, on or after January 1, 2007. 
However, a retirement plan, an em-
ployee benefit arrangement, or an indi-
vidual retirement plan that provides an 
applicable notice or makes a partici-
pant election that complies with the 
requirements set forth in these regula-
tions on or after October 1, 2000, and 

before January 1, 2007, will not be 
treated as failing to provide an applica-
ble notice or to make a participant 
election merely because the notice or 
election was not in writing or written 
form. 

[T.D. 9294, 71 FR 61883, Oct. 20, 2006] 

§ 1.401(a)–30 Limit on elective defer-
rals. 

(a) General Rule. A trust that is part 
of a plan under which elective deferrals 
may be made during a calendar year is 
not qualified under section 401(a) un-
less the plan provides that the elective 
deferrals on behalf of an individual 
under the plan and all other plans, con-
tracts, or arrangements of the em-
ployer maintaining the plan may not 
exceed the applicable limit for the indi-
vidual’s taxable year beginning in the 
calendar year. A plan may incorporate 
the applicable limit by reference. In 
the case of a plan maintained by more 
than one employer to which section 413 
(b) or (c) applies, section 401(a)(30) and 
this section are applied as if each em-
ployer maintained a separate plan. See 
§ 1.402(g)–1(e) for rules permitting the 
distribution of excess deferrals to pre-
vent disqualification of a plan or trust 
for failure to comply in operation with 
section 401(a)(30). 

(b) Definitions. For purposes of this 
section: 

(1) Applicable limit. The term ‘‘appli-
cable limit’’ has the meaning provided 
in § 1.402(g)–1(d). 

(2) Elective deferrals. The term ‘‘elec-
tive deferrals’’ has the meaning pro-
vided in § 1.402(g)–1(b). 

(c) Effective date—(1) In general. Ex-
cept as otherwise provided in this para-
graph (c), this section is effective for 
plan years beginning after December 
31, 1987. 

(2) Transition rule. For plan years be-
ginning in l988, a plan may rely on a 
reasonable interpretation of the law as 
in effect on December 31, 1987. 

(3) Deferrals under collective bargaining 
agreements. In the case of a plan main-
tained pursuant to one or more collec-
tive bargaining agreements between 
employee representatives and one or 
more employers ratified before March 
1, 1986, this section does not apply to 
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contributions made pursuant to a col-
lective bargaining agreement for plan 
years beginning before the earlier of: 

(i) The later of January 1, 1988, or the 
date on which the last collective bar-
gaining agreement terminates (deter-
mined without regard to any extension 
thereof after February 28, 1986), or 

(ii) January 1, 1989. 

[T.D. 8357, 56 FR 40516, Aug. 15, 1991] 

§ 1.401(a)–50 Puerto Rican trusts; elec-
tion to be treated as a domestic 
trust. 

(a) In general. Section 401(a) requires, 
among other things, that a trust form-
ing part of a pension, profit-sharing, or 
stock bonus plan must be created or or-
ganized in the United States to be a 
qualified trust. Section 1022(i)(2) of the 
Employee Retirement Income Security 
Act of 1974 (ERISA) (88 Stat. 942) pro-
vides that trusts under certain pension, 
etc., plans created or organized in 
Puerto Rico whose administrators have 
made the election referred to in section 
1022(i)(2) are to be treated as trusts cre-
ated or organized in the United States 
for purposes of section 401(a). Thus, if a 
plan otherwise satisfies the qualifica-
tion requirements of section 401(a), any 
trust forming part of the plan for 
which an election is made will be treat-
ed as a qualified trust under that sec-
tion. 

(b) Manner and effect of election. A 
plan administrator may make an elec-
tion under ERISA section 1022(i)(2) by 
filing a statement making the election, 
along with a copy of the plan, with the 
Director’s Representative of the Inter-
nal Revenue Service in Puerto Rico. 
The statement making the election 
must indicate that it is being made 
under ERISA section 1022(i)(2). The 
statement may also be filed in conjunc-
tion with a written request for a deter-
mination letter. If the election is made 
with a written request for a determina-
tion letter, the election may be condi-
tioned upon issuance of a favorable de-
termination letter and will be irrev-
ocable upon issuance of such letter. 
Otherwise, once made, an election is ir-
revocable. It is generally effective for 
plan years beginning after the date it 
has been made. However, an election 
made before March 3, 1983 may, at the 
option of the plan administrator at the 

time he or she makes the election, be 
considered to have been made on any 
date between September 2, 1974, and 
the actual date of the election. The 
election will then be effective for plan 
years beginning on or after the date 
chosen by the plan administrator. 

(c) Annuities, custodial accounts, etc. 
See section 401 (f) for rules relating to 
the treatment of certain annuities, 
custodial accounts or other contracts, 
as trusts for purposes of section 401(a). 

(d) Source of plan distributions to par-
ticipants and beneficiaries residing out-
side the United States. Except as pro-
vided under section 871(f) (relating to 
amounts received as an annuity by 
nonresident aliens), the amount of a 
distribution from an electing plan that 
is to be treated as income from sources 
within the United States is determined 
as described below. The portion of the 
distribution considered to be a return 
of employer contributions is to be 
treated as income from sources within 
the United States in an amount equal 
to the portion of the distribution con-
sidered to be a return of employer con-
tributions multiplied by the following 
fraction: 

Days of performance of labor or services 
within the United States for the employer. 
llllllllllllllllllllllll

Total days of performance of labor or serv-
ices for the employer. 

The days of performance of labor or 
services within the United States shall 
not include the time period for which 
the employee’s compensation is 
deemed not to be income from sources 
within the United States under subtitle 
A of the Code. Thus, for example, if an 
employee’s compensation was not 
deemed to be income from sources 
within the United States under section 
861(a)(3), then the time the emloyee 
was present in the United States while 
such compensation was earned would 
not be included in determining the 
days of performance of labor or serv-
ices within the United States in the 
numerator of the above fraction. In ad-
dition, days of performance of labor or 
services for the employer in both the 
numerator and denominator of the 
above fraction are limited to days of 
plan participation by the employee and 
any service used for determining an 
employee’s accrued benefit under the 
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plan. The remaining portion of the dis-
tribution, that is, any amount other 
than the portion of the distribution 
considered to be a return of employer 
contributions, is not to be treated as 
income from sources within the United 
States. For example, if a distribution 
consists of amounts representing em-
ployer contributions, employee con-
tributions, and earnings on employer 
and employee contributions, no part of 
the portion of the distribution attrib-
utable to employee contributions, or 
earnings on employer and employee 
contributions, will be treated as in-
come from sources within the United 
States. 

[T.D. 7859, 47 FR 54297, Dec. 2, 1982] 

§ 1.401(a)(2)–1 Refund of mistaken em-
ployer contributions and with-
drawal liability payments to multi-
employer plans. 

(a) Introduction—(1) In general. Sec-
tion 401(a)(2) provides that a contribu-
tion or payment of withdrawal liability 
made to a multiemployer plan due to a 
mistake of fact or mistake of law can 
be returned to the employer under cer-
tain conditions. This section specifies 
the conditions under which an employ-
er’s contribution or payment may be 
returned. 

(2) Effective dates. This section ap-
plies to refunds made after July 22, 
2002. 

(b) Conditions for return of contribu-
tion—(1) In general. In the case of a con-
tribution or a withdrawal liability pay-
ment to a multiemployer plan which 
was made because of a mistake of fact 
or a mistake of law, the plan will not 
violate section 401(a)(2) merely because 
the contribution or payment is re-
turned within six months after the 
date on which the plan administrator 
determines that the contribution or 
payment was the result of a mistake of 
fact or law. The contribution or pay-
ment is considered as returned within 
the required period if the employer es-
tablishes a right to a refund of the 
amount mistakenly contributed or paid 
by filing a claim with the plan admin-
istrator within six months after the 
date on which the plan administrator 
determines that a mistake did occur. 
For purposes of this section, plan ad-

ministrator is defined in section 414(g) 
and the regulations thereunder. 

(2) Applicable conditions—(i) In gen-
eral. The employer making the con-
tribution or withdrawal liability pay-
ment to a multiemployer plan must 
demonstrate that an excessive con-
tribution or overpayment has been 
made due to a mistake of fact or law. 
A mistake of fact or law relating to 
plan qualification under section 401 or 
to trust exemption under section 501 is 
not considered to be a mistake of fact 
or law which entitles an employer to a 
refund under this section. For purposes 
of this section, a multiemployer plan is 
defined in section 414(f) and the regula-
tions thereunder. 

(ii) Amount to be returned—(A) General 
rule. The amount to be returned to the 
employer is the excess of the amount 
contributed or paid over the amount 
that would have been contributed or 
paid had no mistake been made. This 
amount is the excess contribution or 
overpayment. Except as provided in 
paragraph (b)(2)(ii)(B) of this section, 
interest or earnings attributable to an 
excess contribution shall not be re-
turned to the employer, and any losses 
attributable to an excess contribution 
must reduce the amount returned to 
the employer. For purposes of the pre-
vious sentence, the application of plan- 
wide investment experience to the ex-
cess contribution would be an accept-
able method of calculating losses. A re-
fund of a mistaken contribution must 
in no event reduce a participant’s ac-
count balance in a defined contribution 
plan to an amount less than that 
amount which would properly have 
been in that participant’s account had 
no mistake occurred. Thus, to the ex-
tent that the refund of an excess con-
tribution would reduce a participant’s 
account balance in a defined contribu-
tion plan to an amount less than the 
amount which would properly be in the 
participant’s account had no mistake 
occurred, the return of the excess con-
tribution would be prohibited by this 
section. 

(B) Overpayment of withdrawal liabil-
ity. In the case of an overpayment of 
withdrawal liability established by the 
plan sponsor under section 4219(c)(2) of 
ERISA, the plan will not fail to satisfy 
section 401(a)(2) if, in accordance with 
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Pension Benefit Guaranty Corporation 
regulations regarding the overpay-
ments of withdrawal liability (29 CFR 
4219.31(d)), the overpayment, with in-
terest, is returned to the employer. 

(c) Amount refunded includible in em-
ployer’s income. In general, the amount 
of the excess contribution or overpay-
ment must be included in gross income 
by the employer if the excess contribu-
tion or overpayment resulted in a tax 
benefit in a prior year. Any interest 
credited or paid on the refund of mis-
taken withdrawal liability payments 
must also be included in gross income 
by the employer. 

(d) Application of section 412. An 
amount returned under paragraph 
(b)(2)(ii) of this section is charged to 
the funding standard account under 
section 412 in the year in which the 
amount is returned. 

[T.D. 9005, 67 FR 47693, July 22, 2002] 
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[T.D. 8485, 58 FR 46778, Sept. 3, 1993, as 
amended by T.D. 8954, 66 FR 34540, June 29, 
2001] 

§ 1.401(a)(4)–1 Nondiscrimination re-
quirements of section 401(a)(4). 

(a) In general. Section 401(a)(4) pro-
vides that a plan is a qualified plan 
only if the contributions or the bene-
fits provided under the plan do not dis-
criminate in favor of HCEs. Whether a 
plan satisfies this requirement depends 
on the form of the plan and on its ef-
fect in operation. In making this deter-
mination, intent is irrelevant. This 
section sets forth the exclusive rules 
for determining whether a plan satis-
fies section 401(a)(4). A plan that com-
plies in form and operation with the 
rules in this section therefore satisfies 
section 401(a)(4). 

(b) Requirements a plan must satisfy— 
(1) In general. In order to satisfy sec-
tion 401(a)(4), a plan must satisfy each 
of the requirements of this paragraph 
(b). 

(2) Nondiscriminatory amount of con-
tributions or benefits—(i) General rule. 
Either the contributions or the bene-
fits provided under the plan must be 
nondiscriminatory in amount. It need 
not be shown that both the contribu-
tions and the benefits provided are 
nondiscriminatory in amount, but only 
that either the contributions alone or 
the benefits alone are nondiscrim-
inatory in amount. 
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(ii) Defined contribution plans—(A) 
General rule. A defined contribution 
plan satisfies this paragraph (b)(2) if 
the contributions allocated under the 
plan (including forfeitures) are non-
discriminatory in amount under 
§ 1.401(a)(4)–2. Alternatively, a defined 
contribution plan (other than an 
ESOP) satisfies this paragraph (b)(2) if 
the equivalent benefits provided under 
the plan are nondiscriminatory in 
amount under § 1.401(a)(4)–8(b). Section 
1.401(a)(4)–8(b) includes a safe-harbor 
testing method for contributions pro-
vided under a target benefit plan. 

(B) Section 401(k) plans and section 
401(m) plans. A section 401(k) plan is 
deemed to satisfy this paragraph (b)(2) 
because § 1.410(b)–9 defines a section 
401(k) plan as a plan consisting of elec-
tive contributions under a qualified 
cash or deferred arrangement (i.e., one 
that satisfies section 401(k)(3), the non-
discriminatory amount requirement 
applicable to qualified cash or deferred 
arrangements). A section 401(m) plan 
satisfies this paragraph (b)(2) only if 
the plan satisfies §§ 1.401(m)–1(b) and 
1.401(m)–2. Contributions under a non-
qualified cash or deferred arrangement, 
elective contributions described in 
§ 1.401(k)–1(b)(4)(iv) that fail to satisfy 
the allocation and compensation re-
quirements of § 1.401(k)–2(a)(4)(i), 
matching contributions that fail to 
satisfy § 1.401(m)–2(a)(4)(iii), and quali-
fied nonelective contributions treated 
as elective or matching contributions 
for certain purposes under §§ 1.401(k)– 
2(a)(6) and 1.401(m)–2(a)(6), respec-
tively, are not subject to the special 
rule in this paragraph (b)(2)(ii)(B), be-
cause they are not treated as part of a 
section 401(k) plan or section 401(m) 
plan as those terms are defined in 
§ 1.410(b)–9. The contributions described 
in the preceding sentence must satisfy 
paragraph (b)(2)(ii)(A) of this section. 

(iii) Defined benefit plans. A defined 
benefit plan satisfies this paragraph 
(b)(2) if the benefits provided under the 
plan are nondiscriminatory in amount 
under § 1.401(a)(4)–3. Alternatively, a 
defined benefit plan satisfies this para-
graph (b)(2) if the equivalent alloca-
tions provided under the plan are non-
discriminatory in amount under 
§ 1.401(a)(4)–8(c). Section 1.401(a)(4)–8(c) 
includes a safe-harbor testing method 

for benefits provided under a cash bal-
ance plan. In addition, § 1.401(a)(4)–8(d) 
provides a safe-harbor testing method 
for benefits provided under a defined 
benefit plan that is part of a floor-off-
set arrangement. 

(3) Nondiscriminatory availability of 
benefits, rights, and features. All bene-
fits, rights, and features provided 
under the plan must be made available 
in the plan in a nondiscriminatory 
manner. Rules for determining whether 
this requirement is satisfied are set 
forth in § 1.401(a)(4)–4. 

(4) Nondiscriminatory effect of plan 
amendments and terminations. The tim-
ing of plan amendments must not have 
the effect of discriminating signifi-
cantly in favor of HCEs. Rules for de-
termining whether this requirement is 
satisfied are set forth in § 1.401(a)(4)– 
5(a). Section 1.401(a)(4)–5(b) provides 
additional requirements regarding plan 
terminations. 

(c) Application of requirements—(1) In 
general. The requirements of paragraph 
(b) of this section must be applied in 
accordance with the rules set forth in 
this paragraph (c). 

(2) Interpretation. The provisions of 
§§ 1.401(a)(4)–1 through 1.401(a)(4)–13 
must be interpreted in a reasonable 
manner consistent with the purpose of 
preventing discrimination in favor of 
HCEs. 

(3) Plan-year basis of testing. The re-
quirements of paragraph (b) of this sec-
tion are generally applied on the basis 
of the plan year and on the basis of the 
terms of the plan in effect during the 
plan year. Thus, unless otherwise pro-
vided, the compensation, contribu-
tions, benefit accruals, and other items 
used to apply these requirements must 
be determined with respect to the plan 
year being tested. However, 
§ 1.401(a)(4)–11(g) provides rules allow-
ing for corrective amendments made 
after the close of the plan year to be 
taken into account in satisfying cer-
tain requirements under paragraph (b) 
of this section. 

(4) Application of section 410(b) rules— 
(i) Relationship between sections 401(a)(4) 
and 410(b). To be a qualified plan, a 
plan must satisfy both sections 410(b) 
and 401(a)(4). Section 410(b) requires 
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that a plan benefit a nondiscrim-
inatory group of employees, and sec-
tion 401(a)(4) requires that the con-
tributions or benefits provided to em-
ployees benefiting under the plan not 
discriminate in favor of HCEs. Con-
sistent with this requirement, the defi-
nition of a plan subject to testing 
under section 401(a)(4) is the same as 
the definition of a plan subject to test-
ing under section 410(b), i.e., the plan 
determined after applying the manda-
tory disaggregation rules of § 1.410(b)– 
7(c) and the permissive aggregation 
rules of § 1.410(b)–7(d). In addition, 
whichever testing option is used for the 
plan year under § 1.410(b)–8(a) (e.g., 
quarterly testing) must also be used for 
purposes of determining whether the 
plan satisfies section 401(a)(4) for the 
plan year. 

(ii) Special rules for certain aggregated 
plans. Special rules are set forth in 
§ 1.401(a)(4)–9(b) for applying the non-
discriminatory amount and avail-
ability requirements of paragraphs 
(b)(2) and (b)(3) of this section to a plan 
that includes one or more defined ben-
efit plans and one or more defined con-
tribution plans that have been permis-
sively aggregated under § 1.410(b)–7(d). 

(iii) Restructuring. In certain cir-
cumstances, a plan may be restruc-
tured on the basis of employee groups 
and treated as comprising two or more 
plans, each of which is treated as a sep-
arate plan that must independently 
satisfy sections 401(a)(4) and 410(b). 
Rules relating to restructuring plans 
for purposes of applying the require-
ments of paragraph (b) of this section 
are set forth in § 1.401(a)(4)–9(c). 

(iv) References to section 410(b). Except 
as otherwise specifically provided, ref-
erences to satisfying section 410(b) in 
§§ 1.401(a)(4)–1 through 1.401(a)(4)–13 
mean satisfying § 1.410(b)–2 (taking into 
account any special rules available in 
satisfying that section, other than the 
permissive aggregation rules of 
§ 1.410(b)–7(d)). In the case of a plan de-
scribed in section 410(c)(1) that has not 
made the election described in section 
410(d) and is not subject to section 
403(b)(12)(A)(i), references in 
§§ 1.401(a)(4)–1 through 1.401(a)(4)–13 to 
satisfying section 410(b) mean satis-
fying section 410(c)(2). 

(5) Collectively-bargained plans. The 
requirements of paragraph (b) of this 
section are treated as satisfied by a 
collectively-bargained plan that auto-
matically satisfies section 410(b) under 
§ 1.410(b)–2(b)(7). 

(6) Former employees. In applying the 
nondiscriminatory amount and avail-
ability requirements of paragraphs 
(b)(2) and (b)(3) of this section, former 
employees are tested separately from 
active employees, unless otherwise pro-
vided. Rules for applying paragraphs 
(b)(2) and (b)(3) of this section to 
former employees are set forth in 
§ 1.401(a)(4)–10. 

(7) Employee-provided contributions 
and benefits. In applying the non-
discriminatory amount requirement of 
paragraph (b)(2) of this section, em-
ployee-provided contributions and ben-
efits are tested separately from em-
ployer-provided contributions and ben-
efits, unless otherwise provided. Rules 
for determining the amount of em-
ployer-provided benefits under a de-
fined benefit plan that include em-
ployee contributions not allocated to 
separate accounts are set forth in 
§ 1.401(a)(4)–6(b), and rules for applying 
paragraph (b)(2) of this section to em-
ployee contributions under such a plan 
are set forth in § 1.401(a)(4)–6(c). See 
paragraph (b)(2)(ii)(B) of this section 
for rules applicable to employee con-
tributions allocated to separate ac-
counts. 

(8) Allocation of earnings. Notwith-
standing any other provision in 
§§ 1.401(a)(4)–1 through 1.401(a)(4)–13, a 
defined contribution plan does not sat-
isfy paragraph (b)(2) of this section if 
the manner in which income, expenses, 
gains, or losses are allocated to ac-
counts under the plan discriminates in 
favor of HCEs or former HCEs. 

(9) Rollovers, transfers, and buybacks. 
In applying the requirements of para-
graph (b) of this section, rollover (in-
cluding direct rollover) contributions 
described in section 402(c), 402(e)(6), 
403(a)(4), 403(a)(5), or 408(d)(3), elective 
transfers described in § 1.411(d)–4, Q&A– 
3(b), transfers of assets and liabilities 
described in section 414(l), and em-
ployee buybacks are treated in accord-
ance with the rules set forth in 
§ 1.401(a)(4)–11(b). 
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(10) Vesting. A plan does not satisfy 
the nondiscriminatory amount require-
ment of paragraph (b)(2) of this section 
unless it satisfies § 1.401(a)(4)–11(c) with 
respect to the manner in which em-
ployees vest in their accrued benefits. 

(11) Crediting service. A plan does not 
satisfy paragraphs (b)(2) and (b)(3) of 
this section unless it satisfies 
§ 1.401(a)(4)–11(d) with respect to the 
manner in which employees’ service is 
credited under the plan. Service other 
than actual service with the employer 
may not be taken into account in de-
termining whether the plan satisfies 
paragraphs (b)(2) and (b)(3) of this sec-
tion except as provided in § 1.401(a)(4)– 
11(d). 

(12) Governmental plans. The rules of 
this section apply to a governmental 
plan within the meaning of section 
414(d), except as provided in 
§§ 1.401(a)(4)–11(f) and 1.401(a)(4)–13(b). 

(13) Employee stock ownership plans. 
[Reserved] 

(14) Section 401(h) benefits. In applying 
the requirements of paragraph (b) of 
this section, the portion of a plan pro-
viding benefits described in section 
401(h) is tested separately from the por-
tion of the same plan providing retire-
ment benefits, and thus is not required 
to satisfy this section. Rules applicable 
to section 401(h) benefits are set forth 
in § 1.401–14(b)(2). 

(15) Definitions. In applying the re-
quirements of this section, the defini-
tions in § 1.401(a)(4)–12 govern. 

(16) Effective dates and fresh-start 
rules. In applying the requirements of 
this section, the effective dates set 
forth in § 1.401(a)(4)–13 govern. Section 
1.401(a)(4)–13 also provides certain tran-
sition and fresh-start rules that apply 
for purposes of this section. 

(d) Additional guidance. The Commis-
sioner may, in revenue rulings, notices, 
and other guidance, published in the 
Internal Revenue Bulletin, provide any 
additional guidance that may be nec-
essary or appropriate in applying the 
nondiscrimination requirements of sec-
tion 401(a)(4), including additional safe 
harbors and alternative methods and 
procedures for satisfying those require-

ments. See § 601.601(d)(2)(ii)(b) of this 
chapter. 

[T.D. 8485, 58 FR 46780, Sept. 3, 1993, as 
amended by T.D. 9169, 69 FR 78153, Dec. 29, 
2004 ] 

EDITORIAL NOTE: By T.D. 9169, 69 FR 78153, 
Dec. 29, 2004, the Internal Revenue Service 
published a document in the FEDERAL REG-
ISTER, attempting to amend paragraph 
(b)(2)(ii)(B) of § 1.401–1(a)(4)–1 by removing 
‘‘1.401(k)–1(b)(4)’’ and inserting ‘‘1.401(k)– 
2(a)(5)(i)’’. However, because of inaccurate 
amendatory language, this amendment could 
not be incorporated. 

§ 1.401(a)(4)–2 Nondiscrimination in 
amount of employer contributions 
under a defined contribution plan. 

(a) Introduction—(1) Overview. This 
section provides rules for determining 
whether the employer contributions al-
located under a defined contribution 
plan are nondiscriminatory in amount 
as required by § 1.401(a)(4)–1(b)(2)(ii)(A). 
Certain defined contribution plans that 
provide uniform allocations are per-
mitted to satisfy this requirement by 
meeting one of the safe harbors in 
paragraph (b) of this section. Plans 
that do not provide uniform allocations 
may satisfy this requirement by satis-
fying the general test in paragraph (c) 
of this section. See § 1.401(a)(4)– 
1(b)(2)(ii)(B) for the exclusive tests ap-
plicable to section 401(k) plans and sec-
tion 401(m) plans. 

(2) Alternative methods of satisfying 
nondiscriminatory amount requirement. A 
defined contribution plan is permitted 
to satisfy paragraph (b)(2) or (c) of this 
section on a restructured basis pursu-
ant to § 1.401(a)(4)–9(c). Alternatively, a 
defined contribution plan (other than 
an ESOP) is permitted to satisfy the 
nondiscriminatory amount require-
ment of § 1.401(a)(4)–1(b)(2)(ii)(A) on the 
basis of equivalent benefits pursuant to 
§ 1.401(a)(4)–8(b). 

(b) Safe harbors—(1) In general. The 
employer contributions allocated 
under a defined contribution plan are 
nondiscriminatory in amount for a 
plan year if the plan satisfies either of 
the safe harbors in paragraph (b)(2) or 
(b)(3) of this section. Paragraph (b)(4) 
of this section provides exceptions for 
certain plan provisions that do not 
cause a plan to fail to satisfy this para-
graph (b). 
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(2) Safe harbor for plans with uniform 
allocation formula—(i) General rule. A 
defined contribution plan satisfies the 
safe harbor in this paragraph (b)(2) for 
a plan year if the plan allocates all 
amounts taken into account under 
paragraph (c)(2)(ii) of this section for 
the plan year under an allocation for-
mula that allocates to each employee 
the same percentage of plan year com-
pensation, the same dollar amount, or 
the same dollar amount for each uni-
form unit of service (not to exceed one 
week) performed by the employee dur-
ing the plan year. 

(ii) Permitted disparity. If a plan satis-
fies section 401(l) in form, differences 
in employees’ allocations under the 
plan attributable to uniform dispari-
ties permitted under § 1.401(l)–2 (includ-
ing differences in disparities that are 
deemed uniform under § 1.401(l)–2(c)(2)) 
do not cause the plan to fail to satisfy 
this paragraph (b)(2). 

(3) Safe harbor for plans with uniform 
points allocation formula—(i) General 
rule. A defined contribution plan (other 
than an ESOP) satisfies the safe harbor 
in this paragraph (b)(3) for a plan year 
if it satisfies both of the following re-
quirements: 

(A) The plan must allocate amounts 
under a uniform points allocation for-
mula. A uniform points allocation for-
mula defines each employee’s alloca-
tion for the plan year as the product of 
the total of all amounts taken into ac-
count under paragraph (c)(2)(ii) of this 
section and a fraction, the numerator 
of which is the employee’s points for 
the plan year and the denominator of 
which is the sum of the points of all 
employees in the plan for the plan 
year. For this purpose, an employee’s 
points for a plan year equal the sum of 
the employee’s points for age, service, 
and units of plan year compensation 
for the plan year. Under a uniform 
points allocation formula, each em-
ployee must receive the same number 
of points for each year of age, the same 
number of points for each year of serv-

ice, and the same number of points for 
each unit of plan year compensation. 
(See § 1.401(a)(4)–11(d)(3) regarding serv-
ice that may be taken into account as 
years of service.) A uniform points al-
location formula need not grant points 
for both age and service, but it must 
grant points for at least one of them. If 
the allocation formula grants points 
for years of service, the plan is per-
mitted to limit the number of years of 
service taken into account to a single 
maximum number of years of service. 
A uniform points allocation formula 
need not grant points for units of plan 
year compensation, but if it does, the 
unit used must be a single dollar 
amount for all employees that does not 
exceed $200. 

(B) For the plan year, the average of 
the allocation rates for the HCEs in the 
plan must not exceed the average of 
the allocation rates for the NHCEs in 
the plan. For this purpose, allocation 
rates are determined in accordance 
with paragraph (c)(2) of this section, 
without imputing permitted disparity 
and without grouping allocation rates 
under paragraphs (c)(2) (iv) and (v) of 
this section, respectively. 

(ii) Example. The following example 
illustrates the safe harbor in this para-
graph (b)(3): 

Example. (a) Plan A has a single allocation 
formula that applies to all employees, under 
which each employee’s allocation for the 
plan year equals the product of the total of 
all amounts taken into account for all em-
ployees for the plan year under paragraph 
(c)(2)(ii) of this section and a fraction, the 
numerator of which is the employee’s points 
for the plan year and the denominator of 
which is the sum of the points of all employ-
ees for the plan year. Plan A grants each em-
ployee 10 points for each year of service (in-
cluding pre-participation service and im-
puted service credited under Plan A that sat-
isfies § 1.401(a)(4)–11(d)(3)) and one point for 
each $100 of plan year compensation. For the 
1994 plan year, the total allocations are 
$71,200, and the total points for all employees 
are 7,120. Each employee’s allocation for the 
1994 plan year is set forth in the table below. 

Employee Years of 
service 

Plan year 
compensa-

tion 
Points Amount of 

allocation 

Allocation 
rate (per-

cent) 

H1 .................................................................................. 20 $150,000 1,700 $17,000 11.3 
H2 .................................................................................. 10 150,000 1,600 16,000 10.7 
H3 .................................................................................. 30 100,000 1,300 13,000 13.0 
H4 .................................................................................. 3 100,000 1,030 10,300 10.3 
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Employee Years of 
service 

Plan year 
compensa-

tion 
Points Amount of 

allocation 

Allocation 
rate (per-

cent) 

N1 .................................................................................. 10 40,000 500 5,000 12.5 
N2 .................................................................................. 5 35,000 400 4,000 11.4 
N3 .................................................................................. 3 30,000 330 3,300 11.0 
N4 .................................................................................. 1 25,000 260 2,600 10.4 

Total ................................................................ .................... .................... 7,120 71,200 ....................

(b) Under these facts, for the 1994 plan 
year, Plan A allocates amounts under a uni-
form points allocation formula within the 
meaning of paragraph (b)(3)(i)(A) of this sec-
tion. 

(c) For the 1994 plan year, the average allo-
cation rate for the HCEs (H1 through H4) is 
11.3 percent, and the average allocation rate 
for NHCEs (N1 through N4) is 11.3 percent. 
Because the average of the allocation rates 
for the HCEs does not exceed the average of 
the allocation rates for the NHCEs, Plan A 
satisfies paragraph (b)(3)(i)(B) of this section 
and, thus, the safe harbor in this paragraph 
(b)(3) for the 1994 plan year. 

(4) Use of safe harbors not precluded by 
certain plan provisions—(i) In general. A 
plan does not fail to satisfy this para-
graph (b) merely because the plan con-
tains one or more of the provisions de-
scribed in this paragraph (b)(4). Unless 
otherwise provided, any such provision 
must apply uniformly to all employees. 

(ii) Entry dates. The plan provides one 
or more entry dates during the plan 
year as permitted by section 410(a)(4). 

(iii) Certain conditions on allocations. 
The plan provides that an employee’s 
allocation for the plan year is condi-
tioned on either the employee’s em-
ployment on the last day of the plan 
year or the employee’s completion of a 
minimum number of hours of service 
during the plan year (not to exceed 
1,000), or both. Such a provision may 
include an exception from this condi-
tion for all employees whose employ-
ment terminates during the plan year 
or only for those employees whose em-
ployment terminates during the plan 
year on account of one or more of the 
following circumstances: retirement, 
disability, death, or military service. 

(iv) Certain limits on allocations. The 
plan limits allocations otherwise pro-
vided under the allocation formula to a 
maximum dollar amount or a max-
imum percentage of plan year com-
pensation, limits the dollar amount of 
plan year compensation taken into ac-

count in determining the amount of al-
locations, or applies the restrictions of 
section 409(n) or the limits of section 
415. 

(v) Lower allocations for HCEs. The al-
locations provided to one or more HCEs 
under the plan are less than the alloca-
tions that would otherwise be provided 
to those employees if the plan satisfied 
this paragraph (b) (without regard to 
this paragraph (b)(4)(v)). 

(vi) Multiple formulas—(A) General 
rule. The plan provides that an employ-
ee’s allocation under the plan is the 
greater of the allocations determined 
under two or more formulas, or is the 
sum of the allocations determined 
under two or more formulas. This para-
graph (b)(4)(vi) does not apply to a plan 
unless each of the formulas under the 
plan satisfies the requirements of para-
graph (b)(4)(vi) (B) through (D) of this 
section. 

(B) Sole formulas. The formulas must 
be the only formulas under the plan. 

(C) Separate testing. Each of the for-
mulas must separately satisfy this 
paragraph (b). A formula that is avail-
able solely to some or all NHCEs is 
deemed to satisfy this paragraph 
(b)(4)(vi)(C). 

(D) Availability—(1) General rule. All 
of the formulas must be available on 
the same terms to all employees. 

(2) Formulas for NHCEs. A formula 
does not fail to be available on the 
same terms to all employees merely 
because the formula is not available to 
any HCEs, but is available to some or 
all NHCEs on the same terms as all of 
the other formulas in the plan. 

(3) Top-heavy formulas. In the case of 
a plan that provides the greater of the 
allocations under two or more for-
mulas, one of which is a top-heavy for-
mula, the top-heavy formula does not 
fail to be available on the same terms 
to all employees merely because it is 
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available solely to all non-key employ-
ees on the same terms as all the other 
formulas under the plan. Furthermore, 
the top-heavy formula does not fail to 
be available on the same terms as the 
other formulas under the plan merely 
because it is conditioned on the plan’s 
being top-heavy within the meaning of 
section 416(g). Finally, the top-heavy 
formula does not fail to be available on 
the same terms as the other formulas 
under the plan merely because it is 
available to all employees described in 
§ 1.416–1, Q&A M–10 (i.e., all non-key 
employees who have not separated 
from service as of the last day of the 
plan year). The preceding sentence does 
not apply, however, unless the plan 
would satisfy section 410(b) if all em-
ployees who are benefiting under the 
plan solely as a result of receiving allo-
cations under the top-heavy formula 
were treated as not currently bene-
fiting under the plan. For purposes of 
this paragraph (b)(4)(vi)(D)(3), a top- 
heavy formula is a formula that pro-
vides the minimum benefit described in 
section 416(c)(2) (taking into account, 
if applicable, the modification in sec-
tion 416(h)(2)(A)(ii)(II)). 

(E) Provisions may be applied more 
than once. The provisions of this para-
graph (b)(4)(vi) may be applied more 
than once. For example, a plan satis-
fies this paragraph (b) if an employee’s 
allocation under the plan is the greater 
of the allocations under two or more 
formulas, and one or more of those for-
mulas is the sum of the allocations 
under two or more other formulas, pro-
vided that each of the formulas under 
the plan satisfies the requirements of 
paragraph (b)(4)(vi) (B) through (D) of 
this section. 

(F) Examples. The following examples 
illustrate the rules in this paragraph 
(b)(4)(vi): 

Example 1. Under Plan A, each employee’s 
allocation equals the sum of the allocations 
determined under two formulas. The first 
formula provides an allocation of five per-
cent of plan year compensation. The second 
formula provides an allocation of $100. Plan 
A satisfies this paragraph (b)(4)(vi). 

Example 2. Under Plan B, each employee’s 
allocation equals the greater of the alloca-
tions determined under two formulas. The 
first formula provides an allocation of seven 
percent of plan year compensation and is 
available to all employees who complete at 

least 1,000 hours of service during the plan 
year and who have not separated from serv-
ice as of the last day of the plan year. The 
second formula is a top-heavy formula that 
provides an allocation of three percent of 
plan year compensation and that is available 
to all employees described in § 1.416–1, Q&A 
M–10. Plan B does not satisfy the general 
rule in paragraph (b)(4)(vi)(D)(1) of this sec-
tion because the two formulas are not avail-
able on the same terms to all employees (i.e., 
an employee is required to complete 1,000 
hours of service during the plan year to re-
ceive an allocation under the first formula, 
but not under the second formula). Nonethe-
less, because the second formula is a top- 
heavy formula, the special availability rules 
for top-heavy formulas in paragraph 
(b)(4)(vi)(D)(3) of this section apply. Thus, 
the second formula does not fail to be avail-
able on the same terms as the first formula 
merely because the second formula is avail-
able to all employees described in § 1.416–1, 
Q&A M–10, as long as the plan would satisfy 
section 410(b) if all employees who are bene-
fiting under the plan solely as a result of re-
ceiving allocations under the top-heavy for-
mula were treated as not currently bene-
fiting under the plan. This is true even if the 
plan conditions the availability of the sec-
ond formula on the plan’s being top-heavy 
for the plan year. 

Example 3. The facts are the same as in Ex-
ample 2, except that the first formula is 
available to all employees who have not sep-
arated from service as of the last day of the 
plan year, regardless of whether they com-
plete at least 1,000 hours of service during 
the plan year. Plan B still does not satisfy 
the general rule in paragraph (b)(4)(vi)(D)(1) 
of this section because the two formulas are 
not available on the same terms to all em-
ployees (i.e., the second formula is only 
available to all non-key employees). None-
theless, because the second formula is a top- 
heavy formula, the special availability rules 
for top-heavy formulas in paragraph 
(b)(4)(vi)(D)(3) of this section apply. Thus, 
the second formula does not fail to be avail-
able on the same terms as the first formula 
merely because the second formula is avail-
able solely to all non-key employees. 

(c) General test for nondiscrimination in 
amount of contributions—(1) General rule. 
The employer contributions allocated 
under a defined contribution plan are 
nondiscriminatory in amount for a 
plan year if each rate group under the 
plan satisfies section 410(b). For pur-
poses of this paragraph (c), a rate 
group exists under a plan for each HCE 
and consists of the HCE and all other 
employees in the plan (both HCEs and 
NHCEs) who have an allocation rate 
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greater than or equal to the HCE’s al-
location rate. Thus, an employee is in 
the rate group for each HCE who has an 
allocation rate less than or equal to 
the employee’s allocation rate. 

(2) Determination of allocation rates— 
(i) General rule. The allocation rate for 
an employee for a plan year equals the 
sum of the allocations to the employ-
ee’s account for the plan year, ex-
pressed either as a percentage of plan 
year compensation or as a dollar 
amount. 

(ii) Allocations taken into account. The 
amounts taken into account in deter-
mining allocation rates for a plan year 
include all employer contributions and 
forfeitures that are allocated or treat-
ed as allocated to the account of an 
employee under the plan for the plan 
year, other than amounts described in 
paragraph (c)(2)(iii) of this section. For 
this purpose, employer contributions 
include annual additions described in 
§ 1.415(c)–1(b)(4) (regarding amounts 
arising from certain transactions be-
tween the plan and the employer). In 
the case of a defined contribution plan 
subject to section 412, an employer con-
tribution is taken into account in the 
plan year for which it is required to be 
contributed and allocated to employ-
ees’ accounts under the plan, even if all 
or part of the required contribution is 
not actually made. 

(iii) Allocations not taken into account. 
Allocations of income, expenses, gains, 
and losses attributable to the balance 
in an employee’s account are not taken 
into account in determining allocation 
rates. 

(iv) Imputation of permitted disparity. 
The disparity permitted under section 
401(l) may be imputed in accordance 
with the rules of § 1.401(a)(4)–7. 

(v) Grouping of allocation rates—(A) 
General rule. An employer may treat all 
employees who have allocation rates 
within a specified range above and 
below a midpoint rate chosen by the 
employer as having an allocation rate 
equal to the midpoint rate within that 
range. Allocation rates within a given 
range may not be grouped under this 
paragraph (c)(2)(v) if the allocation 
rates of HCEs within the range gen-
erally are significantly higher than the 
allocation rates of NHCEs in the range. 
The specified ranges within which all 

employees are treated as having the 
same allocation rate may not overlap 
and may be no larger than provided in 
paragraph (c)(2)(v)(B) of this section. 
Allocation rates of employees that are 
not within any of these specified 
ranges are determined without regard 
to this paragraph (c)(2)(v). 

(B) Size of specified ranges. The lowest 
and highest allocation rates in the 
range must be within five percent (not 
five percentage points) of the midpoint 
rate. If allocation rates are determined 
as a percentage of plan year compensa-
tion, the lowest and highest allocation 
rates need not be within five percent of 
the midpoint rate, if they are no more 
than one quarter of a percentage point 
above or below the midpoint rate. 

(vi) Consistency requirement. Alloca-
tion rates must be determined in a con-
sistent manner for all employees for 
the plan year. 

(3) Satisfaction of section 410(b) by a 
rate group—(i) General rule. For pur-
poses of determining whether a rate 
group satisfies section 410(b), the rate 
group is treated as if it were a separate 
plan that benefits only the employees 
included in the rate group for the plan 
year. Thus, for example, under 
§ 1.401(a)(4)–1(c)(4)(iv), the ratio per-
centage of the rate group is determined 
taking into account all nonexcludable 
employees regardless of whether they 
benefit under the plan. Paragraph (c)(3) 
(ii) and (iii) of this section provide ad-
ditional special rules for determining 
whether a rate group satisfies section 
410(b). 

(ii) Application of nondiscriminatory 
classification test. A rate group satisfies 
the nondiscriminatory classification 
test of § 1.410(b)–4 (including the rea-
sonable classification requirement of 
§ 1.410(b)–4(b)) if and only if the ratio 
percentage of the rate group is greater 
than or equal to the lesser of— 

(A) The midpoint between the safe 
and the unsafe harbor percentages ap-
plicable to the plan; and 

(B) The ratio percentage of the plan. 
(iii) Application of average benefit per-

centage test. A rate group satisfies the 
average benefit percentage test of 
§ 1.410(b)–5 if the plan of which it is a 
part satisfies § 1.410(b)–5 (without re-
gard to § 1.410(b)–5(f)). In the case of a 
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plan that relies on § 1.410(b)–5(f) to sat-
isfy the average benefit percentage 
test, each rate group under the plan 
satisfies the average benefit percentage 
test (if applicable) only if the rate 
group separately satisfies § 1.410(b)–5(f). 

(4) Examples. The following examples 
illustrate the general test in this para-
graph (c): 

Example 1. Employer X maintains two de-
fined contribution plans, Plan A and Plan B, 
that are aggregated and treated as a single 
plan for purposes of sections 410(b) and 
401(a)(4) pursuant to § 1.410(b)–7(d). For the 
1994 plan year, Employee M has plan year 
compensation of $10,000 and receives an allo-
cation of $200 under Plan A and an allocation 
of $800 under Plan B. Employee M’s alloca-
tion rate under the aggregated plan for the 
1994 plan year is 10 percent (i.e., $1,000 di-
vided by $10,000). 

Example 2. The employees in Plan C have 
the following allocation rates (expressed as a 
percentage of plan year compensation): 2.75 
percent, 2.80 percent, 2.85 percent, 3.25 per-
cent, 6.65 percent, 7.33 percent, 7.34 percent, 
and 7.35 percent. Because the first four rates 
are within a range of no more than one quar-
ter of a percentage point above and below 3.0 
percent (a midpoint rate chosen by the em-
ployer), under paragraph (c)(2)(v) of this sec-
tion the employer may treat the employees 
who have those rates as having an allocation 
rate of 3.0 percent (provided that the alloca-
tion rates of HCEs within the range gen-
erally are not significantly higher than the 
allocation rates of NHCEs within the range). 
Because the last four rates are within a 
range of no more than five percent above and 
below 7.0 percent (a midpoint rate chosen by 
the employer), the employer may treat the 
employees who have those rates as having an 
allocation rate of 7.0 percent (provided that 
the allocation rates of HCEs within the 
range generally are not significantly higher 
than the allocation rates of NHCEs within 
the range). 

Example 3. (a) Employer Y has only six 
nonexcludable employees, all of whom ben-
efit under Plan D. The HCEs are H1 and H2, 
and the NHCEs are N1 through N4. For the 
1994 plan year, H1 and N1 through N4 have an 
allocation rate of 5.0 percent of plan year 
compensation. For the same plan year, H2 
has an allocation rate of 7.5 percent of plan 
year compensation. 

(b) There are two rate groups under Plan 
D. Rate group 1 consists of H1 and all those 
employees who have an allocation rate 
greater than or equal to H1’s allocation rate 
(5.0 percent). Thus, rate group 1 consists of 
H1, H2, and N1 through N4. Rate group 2 con-
sists only of H2 because no other employee 
has an allocation rate greater than or equal 
to H2’s allocation rate (7.5 percent). 

(c) The ratio percentage for rate group 2 is 
zero percent—i.e., zero percent (the percent-
age of all nonhighly compensated nonexclud-
able employees who are in the rate group) di-
vided by 50 percent (the percentage of all 
highly compensated nonexcludable employ-
ees who are in the rate group). Therefore 
rate group 2 does not satisfy the ratio per-
centage test under § 1.410(b)–2(b)(2). Rate 
group 2 also does not satisfy the nondiscrim-
inatory classification test of § 1.410(b)–4 (as 
modified by paragraph (c)(3) of this section). 
Rate group 2 therefore does not satisfy sec-
tion 410(b) and, as a result, Plan D does not 
satisfy the general test in paragraph (c)(1) of 
this section. This is true regardless of wheth-
er rate group 1 satisfies § 1.410(b)–2(b)(2). 

Example 4. (a) The facts are the same as in 
Example 3, except that N4 has an allocation 
rate of 8.0 percent. 

(b) There are two rate groups in Plan D. 
Rate group 1 consists of H1 and all those em-
ployees who have an allocation rate greater 
than or equal to H1’s allocation rate (5.0 per-
cent). Thus, rate group 1 consists of H1, H2 
and N1 through N4. Rate group 2 consists of 
H2, and all those employees who have an al-
location rate greater than or equal to H2’s 
allocation rate (7.5 percent). Thus, rate 
group 2 consists of H2 and N4. 

(c) Rate group 1 satisfies the ratio percent-
age test under § 1.410(b)–2(b)(2) because the 
ratio percentage of the rate group is 100 per-
cent—i.e., 100 percent (the percentage of all 
nonhighly compensated nonexcludable em-
ployees who are in the rate group) divided by 
100 percent (the percentage of all highly 
compensated nonexcludable employees who 
are in the rate group). 

(d) Rate group 2 does not satisfy the ratio 
percentage test of § 1.410(b)–2(b)(2) because 
the ratio percentage of the rate group is 50 
percent—i.e., 25 percent (the percentage of 
all nonhighly compensated nonexcludable 
employees who are in the rate group) divided 
by 50 percent (the percentage of all highly 
compensated nonexcludable employees who 
are in the rate group). 

(e) However, rate group 2 does satisfy the 
nondiscriminatory classification test of 
§ 1.410(b)–4 because the ratio percentage of 
the rate group (50 percent) is greater than 
the safe harbor percentage applicable to the 
plan under § 1.410(b)–4(c)(4) (45.5 percent). 

(f) Under paragraph (c)(3)(iii) of this sec-
tion, rate group 2 satisfies the average ben-
efit percentage test, if Plan D satisfies the 
average benefit percentage test. (The re-
quirement that Plan D satisfy the average 
benefit percentage test applies even though 
Plan D satisfies the ratio percentage test 
and would ordinarily not need to run the av-
erage benefit percentage test.) If Plan D sat-
isfies the average benefit percentage test, 
then rate group 2 satisfies section 410(b) and 
thus, Plan D satisfies the general test in 
paragraph (c)(1) of this section, because each 
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rate group under the plan satisfies section 
410(b). 

Example 5. (a) Plan E satisfies section 
410(b) by satisfying the nondiscriminatory 
classification test of § 1.410(b)–4 and the aver-
age benefit percentage test of § 1.410(b)–5 
(without regard to § 1.410(b)–5(f)). See 
§ 1.410(b)–2(b)(3). Plan E uses the facts-and- 
circumstances requirements of § 1.410(b)– 
4(c)(3) to satisfy the nondiscriminatory clas-
sification test of § 1.410(b)–4. The safe and un-
safe harbor percentages applicable to the 
plan under § 1.410(b)–4(c)(4) are 29 and 20 per-
cent, respectively. Plan E has a ratio per-
centage of 22 percent. 

(b) Rate group 1 under Plan E has a ratio 
percentage of 23 percent. Under paragraph 
(c)(3)(ii) of this section, the rate group satis-
fies the nondiscriminatory classification re-
quirement of § 1.410(b)–4, because the ratio 
percentage of the rate group (23 percent) is 
greater than the lesser of— 

(1) The ratio percentage for the plan as a 
whole (22 percent); and 

(2) The midpoint between the safe and un-
safe harbor percentages (24.5 percent). 

(c) Under paragraph (c)(3)(iii) of this sec-
tion, the rate group satisfies section 410(b) 
because the plan satisfies the average benefit 
percentage test of § 1.410(b)–5. 

[T.D. 8485, 58 FR 46781, Sept. 3, 1993, as 
amended by T.D. 9319, 72 FR 16894, Apr. 5, 
2007] 

§ 1.401(a)(4)–3 Nondiscrimination in 
amount of employer-provided bene-
fits under a defined benefit plan. 

(a) Introduction—(1) Overview. This 
section provides rules for determining 
whether the employer-provided bene-
fits under a defined benefit plan are 
nondiscriminatory in amount as re-
quired by § 1.401(a)(4)–1(b)(2)(iii). Cer-
tain defined benefit plans that provide 
uniform benefits are permitted to sat-
isfy this requirement by meeting one of 
the safe harbors in paragraph (b) of 
this section. Plans that do not provide 
uniform benefits may satisfy this re-
quirement by satisfying the general 
test in paragraph (c) of this section. 
Paragraph (d) of this section provides 
rules for determining the individual 
benefit accrual rates needed for the 
general test. Paragraph (e) of this sec-
tion provides rules for determining 
compensation for purposes of applying 
the requirements of this section. Para-
graph (f) of this section provides addi-
tional rules that apply generally for 
purposes of both the safe harbors in 
paragraph (b) of this section and the 
general test in paragraph (c) of this 

section. See § 1.401(a)(4)–6 for rules for 
determining the amount of employer- 
provided benefits under a contributory 
DB plan, and for determining whether 
the employee-provided benefits under 
such a plan are nondiscriminatory in 
amount. 

(2) Alternative methods of satisfying 
nondiscriminatory amount requirement. A 
defined benefit plan is permitted to 
satisfy paragraph (b) or (c) of this sec-
tion on a restructured basis pursuant 
to § 1.401(a)(4)–9(c). Alternatively, a de-
fined benefit plan is permitted to sat-
isfy the nondiscriminatory amount re-
quirement of § 1.401(a)(4)–1(b)(2)(iii) on 
the basis of equivalent allocations pur-
suant to § 1.401(a)(4)–8(c). In addition, a 
defined benefit plan that is part of a 
floor-offset arrangement is permitted 
to satisfy this section pursuant to 
§ 1.401(a)(4)–8(d). 

(b) Safe harbors—(1) In general. The 
employer-provided benefits under a de-
fined benefit plan are nondiscrim-
inatory in amount for a plan year if 
the plan satisfies each of the uni-
formity requirements of paragraph 
(b)(2) of this section and any one of the 
safe harbors in paragraphs (b)(3) (unit 
credit plans), (b)(4) (fractional accrual 
plans), and (b)(5) (insurance contract 
plans) of this section. Paragraph (b)(6) 
of this section provides exceptions for 
certain plan provisions that do not 
cause a plan to fail to satisfy this para-
graph (b). Paragraph (f) of this section 
provides additional rules that apply in 
determining whether a plan satisfies 
this paragraph (b). 

(2) Uniformity requirements—(i) Uni-
form normal retirement benefit. The same 
benefit formula must apply to all em-
ployees. The benefit formula must pro-
vide all employees with an annual ben-
efit payable in the same form com-
mencing at the same uniform normal 
retirement age. The annual benefit 
must be the same percentage of aver-
age annual compensation or the same 
dollar amount for all employees who 
will have the same number of years of 
service at normal retirement age. (See 
§ 1.401(a)(4)–11(d)(3) regarding service 
that may be taken into account as 
years of service.) The annual benefit 
must equal the employee’s accrued 
benefit at normal retirement age 
(within the meaning of section 
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411(a)(7)(A)(i)) and must be the normal 
retirement benefit under the plan 
(within the meaning of section 
411(a)(9)). 

(ii) Uniform post-normal retirement ben-
efit. With respect to an employee with 
a given number of years of service at 
any age after normal retirement age, 
the annual benefit commencing at that 
employee’s age must be the same per-
centage of average annual compensa-
tion or the same dollar amount that 
would be payable commencing at nor-
mal retirement age to an employee 
who had that same number of years of 
service at normal retirement age. 

(iii) Uniform subsidies. Each sub-
sidized optional form of benefit avail-
able under the plan must be currently 
available (within the meaning of 
§ 1.401(a)(4)–4(b)(2)) to substantially all 
employees. Whether an optional form 
of benefit is considered subsidized for 
this purpose may be determined using 
any reasonable actuarial assumptions. 

(iv) No employee contributions. The 
plan must not be a contributory DB 
plan. 

(v) Period of accrual. Each employee’s 
benefit must be accrued over the same 
years of service that are taken into ac-
count in applying the benefit formula 
under the plan to that employee. For 
this purpose, any year in which the em-
ployee benefits under the plan (within 
the meaning of § 1.410(b)–3(a)) is in-
cluded as a year of service in which a 
benefit accrues. Thus, for example, a 
plan does not satisfy the safe harbor in 
paragraph (b)(4) of this section unless 
the plan uses the same years of service 
to determine both the normal retire-
ment benefit under the plan’s benefit 
formula and the fraction by which an 
employee’s fractional rule benefit is 
multiplied to derive the employee’s ac-
crued benefit as of any plan year. 

(vi) Examples. The following examples 
illustrate the rules in this paragraph 
(b)(2): 

Example 1. Plan A provides a normal retire-
ment benefit equal to two percent of average 
annual compensation times each year of 
service commencing at age 65 for all employ-
ees. Plan A provides that employees of Divi-
sion S receive their benefit in the form of a 
straight life annuity and that employees of 
Division T receive their benefit in the form 
of a life annuity with an automatic cost-of- 
living increase. Plan A does not provide a 

uniform normal retirement benefit within 
the meaning of paragraph (b)(2)(i) of this sec-
tion because the annual benefit is not pay-
able in the same form to all employees. 

Example 2. Plan B provides a normal retire-
ment benefit equal to 1.5 percent of average 
annual compensation times each year of 
service at normal retirement age for all em-
ployees. The normal retirement age under 
the plan is the earlier of age 65 or the age at 
which the employee completes 10 years of 
service, but in no event earlier than age 62. 
Plan B does not provide a uniform normal re-
tirement benefit within the meaning of para-
graph (b)(2)(i) of this section because the 
same uniform normal retirement age does 
not apply to all employees. 

Example 3. Plan C is an accumulation plan 
under which the benefit for each year of 
service equals one percent of plan year com-
pensation payable in the same form to all 
employees commencing at the same uniform 
normal retirement age. Under paragraph 
(e)(2) of this section, an accumulation plan 
may substitute plan year compensation for 
average annual compensation. Plan C pro-
vides a uniform normal retirement benefit 
within the meaning of paragraph (b)(2)(i) of 
this section, because all employees with the 
same number of years of service at normal 
retirement age will receive an annual benefit 
that is treated as the same percentage of av-
erage annual compensation. 

Example 4. The facts are the same as in Ex-
ample 3, except that the benefit for each year 
of service equals one percent of plan year 
compensation increased by reference to the 
increase in the cost of living from the year of 
service to normal retirement age. Plan C 
does not provide a uniform normal retire-
ment benefit, because the annual benefit de-
fined by the benefit formula can vary for em-
ployees with the same number of years of 
service at normal retirement age, depending 
on the age at which those years of service 
were credited to the employee under the 
plan. 

Example 5. Plan D provides a normal retire-
ment benefit of 50 percent of average annual 
compensation at normal retirement age (age 
65) for employees with 30 years of service at 
normal retirement age. Plan D provides that, 
in the case of an employee with less than 30 
years of service at normal retirement age, 
the normal retirement benefit is reduced on 
a pro rata basis for each year of service less 
than 30. However, if an employee with less 
than 30 years of service at normal retirement 
age continues to work past normal retire-
ment age, Plan D provides that the addi-
tional years of service worked past normal 
retirement age are taken into account for 
purposes of the 30 years of service require-
ment. Thus, an employee who has 26 years of 
service at age 65 but who does not retire 
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until age 69 with 30 years of service will re-
ceive a benefit of 50 percent of average an-
nual compensation. Plan D provides uniform 
post-normal retirement benefits within the 
meaning of paragraph (b)(2)(ii) of this sec-
tion. 

Example 6. (a) Plan E is amended on Feb-
ruary 14, 1994, to provide an early retirement 
window benefit that consists of an unreduced 
early retirement benefit to employees who 
terminate employment after attainment of 
age 55 with 10 years of service and between 
June 1, 1994, and November 30, 1994. The early 
retirement window benefit is a single sub-
sidized optional form of benefit. Paragraph 
(b)(2)(iii) of this section requires that the 
subsidized optional form of benefit be cur-
rently available (within the meaning of 
§ 1.401(a)(4)–4(b)(2)) to substantially all em-
ployees. Section 1.401(a)(4)–4(b)(2)(ii)(A)(2) 
provides that age and service requirements 
are not disregarded in determining the cur-
rent availability of an optional form of ben-
efit if those requirements must be satisfied 
within a specified period of time. Thus, the 
early retirement window benefit is not cur-
rently available to an employee unless the 
employee will satisfy the eligibility require-
ments for the early retirement window ben-
efit by the close of the early retirement win-
dow benefit period. Plan E will fail to satisfy 
paragraph (b)(2)(iii) of this section unless 
substantially all of the employees satisfy the 
eligibility requirements for the early retire-
ment window benefit by November 30, 1994. 
However, see § 1.401(a)(4)–9(c)(6), Example 2, 
for an example of how a plan with an early 
retirement window benefit may be restruc-
tured into two component plans, each of 
which satisfies the safe harbors of this para-
graph (b). 

(b) A similar analysis would apply if, in-
stead of an unreduced early retirement ben-
efit, the early retirement window benefit 
consisted of a special schedule of early re-
tirement factors, defined by starting with 
the plan’s usual schedule and then treating 
each employee eligible for the early retire-
ment window benefit as being five years 
older than the employee actually is, but not 
older than the employee’s normal retirement 
age. 

Example 7. Plan F generally provides a nor-
mal retirement benefit of 1.5 percent of an 
employee’s average annual compensation 
multiplied by the employee’s years of service 
with the employer. For employees trans-
ferred outside of the group of employees cov-
ered by the plan, the plan’s benefit formula 
takes into account only years of service 
prior to the transfer, but determines average 
annual compensation taking into account 
section 414(s) compensation both before and 
after the transfer. Plan F does not satisfy 
the requirements of paragraph (b)(2)(v) of 
this section with respect to transferred em-
ployees, because their benefits are accrued 

over years of service (i.e., after transfer) that 
are not taken into account in applying the 
plan’s benefit formula to them. However, see 
Example 2 of paragraph (b)(6)(x)(B) of this 
section for an example of how a plan that 
continues to take transferred employees’ 
section 414(s) compensation into account 
after their transfer may still satisfy this 
paragraph (b). 

(3) Safe harbor for unit credit plans—(i) 
General rule. A plan satisfies the safe 
harbor in this paragraph (b)(3) for a 
plan year if it satisfies both of the fol-
lowing requirements: 

(A) The plan must satisfy the 1331⁄3 
percent accrual rule of section 
411(b)(1)(B). 

(B) Each employee’s accrued benefit 
under the plan as of any plan year 
must be determined by applying the 
plan’s benefit formula to the employ-
ee’s years of service and (if applicable) 
average annual compensation, both de-
termined as of that plan year. 

(ii) Example. The following example 
illustrates the rules in this paragraph 
(b)(3): 

Example. Plan A provides that the accrued 
benefit of each employee as of any plan year 
equals the employee’s average annual com-
pensation times a percentage that depends 
on the employee’s years of service deter-
mined as of that plan year. The percentage is 
2 percent for each of the first 10 years of 
service, plus 1.5 percent for each of the next 
10 years of service, plus 2 percent for all ad-
ditional years of service. Plan A satisfies 
this paragraph (b)(3). 

(4) Safe harbor for plans using frac-
tional accrual rule—(i) General rule. A 
plan satisfies the safe harbor in this 
paragraph (b)(4) for a plan year if it 
satisfies each of the following require-
ments: 

(A) The plan must satisfy the frac-
tional accrual rule of section 
411(b)(1)(C). 

(B) Each employee’s accrued benefit 
under the plan as of any plan year be-
fore the employee reaches normal re-
tirement age must be determined by 
multiplying the employee’s fractional 
rule benefit (within the meaning of 
§ 1.411(b)–1(b)(3)(ii)(A)) by a fraction, 
the numerator of which is the employ-
ee’s years of service determined as of 
the plan year, and the denominator of 
which is the employee’s projected years 
of service as of normal retirement age. 
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(C) The plan must satisfy one of the 
following requirements: 

(1) Under the plan, it must be impos-
sible for any employee to accrue in a 
plan year a portion of the normal re-
tirement benefit described in para-
graph (b)(2)(i) of this section that is 
more than one-third larger than the 
portion of the same benefit accrued in 
that or any other plan year by any 
other employee, when each portion of 
the benefit is expressed as a percentage 
of each employee’s average annual 
compensation or as a dollar amount. In 
making this determination, actual and 
potential employees in the plan with 
any amount of service at normal re-
tirement must be taken into account 
(other than employees with more than 
33 years of service at normal retire-
ment age). In addition, in the case of a 
plan that satisfies section 401(l) in 
form, an employee is treated as accru-
ing benefits at a rate equal to the ex-
cess benefit percentage in the case of a 
defined benefit excess plan or at a rate 
equal to the gross benefit percentage in 
the case of an offset plan. 

(2) The normal retirement benefit 
under the plan must be a flat benefit 
that requires a minimum of 25 years of 
service at normal retirement age for an 
employee to receive the unreduced flat 
benefit, determined without regard to 
section 415. For this purpose, a flat 
benefit is a benefit that is the same 
percentage of average annual com-
pensation or the same dollar amount 
for all employees who have a minimum 
number of years of service at normal 
retirement age (e.g., 50 percent of aver-
age annual compensation), with a pro 
rata reduction in the flat benefit for 
employees who have less than the min-
imum number of years of service at 
normal retirement age. An employee is 
permitted to accrue the maximum ben-
efit permitted under section 415 over a 
period of less than 25 years, provided 
that the flat benefit under the plan, de-
termined without regard to section 415, 
can accrue over no less than 25 years. 

(3) The plan must satisfy the require-
ments of paragraph (b)(4)(i)(C)(2) of 
this section (other than the require-
ment that the minimum number of 
years of service for receiving the unre-
duced flat benefit is at least 25 years), 
and, for the plan year, the average of 

the normal accrual rates for all non-
highly compensated nonexcludable em-
ployees must be at least 70 percent of 
the average of the normal accrual rates 
for all highly compensated nonexclud-
able employees. The averages in the 
preceding sentence are determined tak-
ing into account all nonexcludable em-
ployees (regardless of whether they 
benefit under the plan). In addition, 
contributions and benefits under other 
plans of the employer are disregarded. 
For purposes of this paragraph 
(b)(4)(i)(C)(3), normal accrual rates are 
determined under paragraph (d) of this 
section. 

(ii) Examples. The following examples 
illustrate the rules in this paragraph 
(b)(4). In each example, it is assumed 
that the plan has never permitted em-
ployee contributions. 

Example 1. Plan A provides a normal retire-
ment benefit equal to 1.6 percent of average 
annual compensation times each year of 
service up to 25. Plan A further provides that 
an employee’s accrued benefit as of any plan 
year equals the employee’s fractional rule 
benefit multiplied by a fraction, the numer-
ator of which is the employee’s years of serv-
ice as of the plan year, and the denominator 
of which is the employee’s projected years of 
service as of normal retirement age. The 
greatest benefit that an employee could ac-
crue in any plan year is 1.6 percent of aver-
age annual compensation (this is the case for 
an employee with 25 or fewer years of pro-
jected service at normal retirement age). 
Among potential employees with 33 or fewer 
years of projected service at normal retire-
ment age, the lowest benefit that an em-
ployee could accrue in any plan year is 1.212 
percent of average annual compensation 
(this is the case for an employee with 33 
years of projected service at normal retire-
ment age). Plan A satisfies paragraph 
(b)(4)(i)(C)(1) of this section because 1.6 per-
cent is not more than one third larger than 
1.212 percent. 

Example 2. Plan B provides a normal retire-
ment benefit equal to 1.0 percent of average 
annual compensation up to the integration 
level, and 1.6 percent of average annual com-
pensation above the integration level, times 
each year of service up to 35. Plan B further 
provides that an employee’s accrued benefit 
as of any plan year equals the employee’s 
fractional rule benefit multiplied by a frac-
tion, the numerator of which is the employ-
ee’s years of service as of the plan year and 
the denominator of which is the employee’s 
projected years of service as of normal re-
tirement age. For purposes of satisfying the 
one third larger rule in paragraph 
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(b)(4)(i)(C)(1) of this section, because Plan B 
satisfies section 401(l) in form, all employees 
with less than 35 projected years of service 
are assumed to accrue benefits at the rate of 
1.6 percent of average annual compensation 
(the excess benefit percentage under the 
plan). Plan B satisfies paragraph (b)(4)(i)(C) 
of this section because all employees with 33 
or fewer years of projected service at normal 
retirement age accrue in each plan year a 
benefit of 1.6 percent of average annual com-
pensation. 

Example 3. Plan C provides a normal retire-
ment benefit equal to four percent of average 
annual compensation times each year of 
service up to 10 and one percent of average 
annual compensation times each year of 
service in excess of 10 and not in excess of 30. 
Plan C further provides that an employee’s 
accrued benefit as of any plan year equals 
the employee’s fractional rule benefit multi-
plied by a fraction, the numerator of which 
is the employee’s years of service as of the 
plan year, and the denominator of which is 
the employee’s projected years of service as 
of normal retirement age. The greatest ben-
efit that an employee could accrue in any 
plan year is four percent of average annual 
compensation (this is the case for an em-
ployee with 10 or fewer years of projected 
service at normal retirement age). Among 
employees with 33 or fewer years of projected 
service at normal retirement age, the lowest 
benefit that an employee could accrue in a 
plan year is 1.82 percent of average annual 
compensation (this is the case of an em-
ployee with 33 years of projected service at 
normal retirement age). Plan C fails to sat-
isfy this paragraph (b)(4) because four per-
cent is more than one third larger than 1.82 
percent. See also § 1.401(a)(4)–9(c)(6), Example 
3. 

Example 4. Plan D provides a normal retire-
ment benefit of 100 percent of average annual 
compensation, reduced by four percentage 
points for each year of service below 25 the 
employee has at normal retirement age. 
Plan D further provides that an employee’s 
accrued benefit as of any plan year is equal 
to the employee’s fractional rule benefit 
multiplied by a fraction, the numerator of 
which is the employee’s years of service as of 
the plan year, and the denominator of which 
is the employee’s projected years of service 
at normal retirement age. In the case of an 
employee who has five years of service as of 
the current plan year, and who is projected 
to have 10 years of service at normal retire-
ment age, the employee’s fractional rule 
benefit would be 40 percent of average annual 
compensation, and the employee’s accrued 
benefit as of the current plan year would be 
20 percent of average annual compensation 
(the fractional rule benefit multiplied by a 
fraction of five years over 10 years). Plan D 
satisfies this paragraph (b)(4). 

Example 5. The facts are the same as in Ex-
ample 4, except that the normal retirement 
benefit is 125 percent of average annual com-
pensation, reduced by five percentage points 
for each year of service below 25 that the em-
ployee has at normal retirement age. Plan D 
satisfies this paragraph (b)(4), even though 
an employee may accrue the maximum ben-
efit allowed under section 415 (i.e., 100 per-
cent of the participant’s average compensa-
tion for the high three years of service) in 
less than 25 years. 

Example 6. The facts are the same as in Ex-
ample 1, except that the plan determines 
each employee’s accrued benefit by multi-
plying the employee’s projected normal re-
tirement benefit (rather than the fractional 
rule benefit) by the fraction described in Ex-
ample 1. In determining an employee’s pro-
jected normal retirement benefit, the plan 
defines each employee’s average annual com-
pensation as the average annual compensa-
tion the employee would have at normal re-
tirement age if the employee’s annual sec-
tion 414(s) compensation in future plan years 
equaled the employee’s plan year compensa-
tion for the prior plan year. Under these 
facts, Plan A does not satisfy paragraph 
(b)(4)(i)(B) of this section because the em-
ployee’s accrued benefit is determined on the 
basis of a projected normal retirement ben-
efit that is not the same as the employee’s 
fractional rule benefit determined in accord-
ance with § 1.411(b)–1(b)(3)(ii)(A). 

Example 7. Plan E provides a normal retire-
ment benefit of 50 percent of average annual 
compensation, with a pro rata reduction for 
employees with less than 30 years of service 
at normal retirement age. Plan E further 
provides that an employee’s accrued benefit 
as of any plan year is equal to the employ-
ee’s fractional rule benefit multiplied by a 
fraction, the numerator of which is the em-
ployee’s years of service as of the plan year, 
and the denominator of which is the employ-
ee’s projected years of service at normal re-
tirement age. For purposes of determining 
this fraction, the plan limits the years of 
service taken into account for an employee 
to the number of years the employee has par-
ticipated in the plan. However, all years of 
service (including years of service before the 
employee commenced participation in the 
plan) are taken into account in determining 
an employee’s normal retirement benefit 
under the plan’s benefit formula. Plan E fails 
to satisfy this paragraph (b)(4) because the 
years of service over which benefits accrue 
differ from the years of service used in ap-
plying the benefit formula under the plan. 
See paragraph (b)(2)(v) of this section. 

Example 8. (a) Plan F provides a normal re-
tirement benefit equal to 2.0 percent of aver-
age annual compensation, plus 0.65 percent 
of average annual compensation above cov-
ered compensation, for each year of service 
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up to 25. Plan F further provides that an em-
ployee’s accrued benefit as of any plan year 
equals the sum of— 

(1) The employee’s fractional rule benefit 
(determined as if the normal retirement ben-
efit under the plan equaled 2.0 percent of av-
erage annual compensation for each year of 
service up to 25) multiplied by a fraction, the 
numerator of which is the employee’s years 
of service as of the plan year and the denom-
inator of which is the employee’s projected 
years of service as of normal retirement age; 
plus 

(2) 0.65 percent of the employee’s average 
annual compensation above covered com-
pensation multiplied by the employee’s 
years of service (up to 25) as of the current 
plan year. 

(b) Although Plan F satisfies the fractional 
accrual rule of section 411(b)(1)(C), the plan 
fails to satisfy this paragraph (b)(4) because 
the plan does not determine employees’ ac-
crued benefits in accordance with paragraph 
(b)(4)(i)(B) of this section. 

(5) Safe harbor for insurance contract 
plans. A plan satisfies the safe harbor 
in this paragraph (b)(5) if it satisfies 
each of the following requirements: 

(i) The plan must satisfy the accrual 
rule of section 411(b)(1)(F). 

(ii) The plan must be an insurance 
contract plan within the meaning of 
section 412(i). 

(iii) The benefit formula under the 
plan must be one that would satisfy 
the requirements of paragraph (b)(4) of 
this section if the stated normal retire-
ment benefit under the formula ac-
crued ratably over each employee’s pe-
riod of plan participation through nor-
mal retirement age in accordance with 
paragraph (b)(4)(i)(B) of this section. 
Thus, the benefit formula may not rec-
ognize years of service before an em-
ployee commenced participation in the 
plan because, otherwise, the definition 
of years of service for determining the 
normal retirement benefit would differ 
from the definition of years of service 
for determining the accrued benefit 
under paragraph (b)(4)(i)(B) of this sec-
tion. See paragraph (b)(4)(ii), Example 
7, of this section. Notwithstanding the 
foregoing, an insurance contract plan 
adopted and in effect on September 19, 
1991, may continue to recognize years 
of service prior to an employee’s par-
ticipation in the plan for an employee 
who is a participant in the plan on that 
date to the extent provided by the ben-
efit formula in the plan on such date. 

(iv) The scheduled premium pay-
ments under an individual or group in-
surance contract used to fund an em-
ployee’s normal retirement benefit 
must be level annual payments to nor-
mal retirement age. Thus, payments 
may not be scheduled to cease before 
normal retirement age. 

(v) The premium payments for an 
employee who continues benefiting 
after normal retirement age must be 
equal to the amount necessary to fund 
additional benefits that accrue under 
the plan’s benefit formula for the plan 
year. 

(vi) Experience gains, dividends, for-
feitures, and similar items must be 
used solely to reduce future premiums. 

(vii) All benefits must be funded 
through contracts of the same series. 
Among other requirements, contracts 
of the same series must have cash val-
ues based on the same terms (including 
interest and mortality assumptions) 
and the same conversion rights. A plan 
does not fail to satisfy this require-
ment, however, if any change in the 
contract series or insurer applies on 
the same terms to all employees. But 
see § 1.401(a)(4)–5(a)(4), Example 12 
(change in insurer considered a plan 
amendment subject to § 1.401(a)(4)–5(a)). 

(viii) If permitted disparity is taken 
into account, the normal retirement 
benefit stated under the plan’s benefit 
formula must satisfy § 1.401(l)–3. For 
this purpose, the 0.75-percent factor in 
the maximum excess or offset allow-
ance in § 1.401(l)–3(b)(2)(i) or (b)(3)(i), re-
spectively, adjusted in accordance with 
§ 1.401(l)–3(d)(9) and (e), is reduced by 
multiplying the factor by 0.80. 

(6) Use of safe harbors not precluded by 
certain plan provisions—(i) In general. A 
plan does not fail to satisfy this para-
graph (b) merely because the plan con-
tains one or more of the provisions de-
scribed in this paragraph (b)(6). Unless 
otherwise provided, any such provision 
must apply uniformly to all employees. 

(ii) Section 401(l) permitted disparity. 
The plan takes permitted disparity 
into account in a manner that satisfies 
section 401(l) in form. Thus, differences 
in employees’ benefits under the plan 
attributable to uniform disparities per-
mitted under § 1.401(l)–3 (including dif-
ferences in disparities that are deemed 
uniform under § 1.401(l)–3(c)(2)) do not 
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cause a plan to fail to satisfy this para-
graph (b). 

(iii) Different entry dates. The plan 
provides one or more entry dates dur-
ing the plan year as permitted by sec-
tion 410(a)(4). 

(iv) Certain conditions on accruals. The 
plan provides that an employee’s ac-
crual for the plan year is less than a 
full accrual (including a zero accrual) 
because of a plan provision permitted 
by the year-of-participation rules of 
section 411(b)(4). 

(v) Certain limits on accruals. The plan 
limits benefits otherwise provided 
under the benefit formula or accrual 
method to a maximum dollar amount 
or to a maximum percentage of aver-
age annual compensation (e.g., by lim-
iting service taken into account in the 
benefit formula) or in accordance with 
section 401(a)(5)(D), applies the limits 
of section 415, or limits the dollar 
amount of compensation taken into ac-
count in determining benefits. 

(vi) Dollar accrual per uniform unit of 
service. The plan determines accruals 
based on the same dollar amount for 
each uniform unit of service (not to ex-
ceed one week) performed by each em-
ployee with the same number of years 
of service under the plan during the 
plan year. The preceding sentence ap-
plies solely for purposes of the unit 
credit safe harbor in paragraph (b)(3) of 
this section. 

(vii) Prior benefits accrued under a dif-
ferent formula. The plan determines 
benefits for years of service after a 
fresh-start date for all employees under 
a benefit formula and accrual method 
that differ from the benefit formula 
and accrual method previously used to 
determine benefit accruals for employ-
ees in a fresh-start group for years of 
service before the fresh-start date. This 
paragraph (b)(6)(vii) applies solely to 
plans that satisfy § 1.401(a)(4)–13(c) with 
respect to the fresh start. 

(viii) Employee contributions. The plan 
is a contributory DB plan that would 
satisfy the requirements of paragraph 
(b) of this section if the plan’s benefit 
formula provided benefits at employ-
ees’ employer-provided benefit rates 
determined under § 1.401(a)(4)–6(b). This 
paragraph (b)(6)(viii) does not apply to 
a plan tested under paragraph (b)(4) or 
(b)(5) of this section unless the plan 

satisfies one of the methods in 
§ 1.401(a)(4)–6 (b)(4) through (b)(6). A 
minimum benefit added to the plan 
solely to satisfy § 1.401(a)(4)–6(b)(3) is 
not taken into account in determining 
whether this paragraph (b)(6)(viii) is 
satisfied. 

(ix) Certain subsidized optional forms. 
The plan provides a subsidized optional 
form of benefit that is available to 
fewer than substantially all employees 
because the optional form of benefit 
has been eliminated prospectively as 
provided in § 1.401(a)(4)–4(b)(3). 

(x) Lower benefits for HCEs—(A) Gen-
eral rule. The benefits (including any 
subsidized optional form of benefit) 
provided to one or more HCEs under 
the plan are inherently less valuable to 
those HCEs (determined by applying 
the principles of § 1.401(a)(4)–4(d)(4)) 
than the benefits that would otherwise 
be provided to those HCEs if the plan 
satisfied this paragraph (b) (deter-
mined without regard to this para-
graph (b)(6)(x)). These inherently less 
valuable benefits are deemed to satisfy 
this paragraph (b). 

(B) Examples. The following examples 
illustrate the rules in this paragraph 
(b)(6)(x): 

Example 1. Plan A would satisfy this para-
graph (b) (determined without regard to this 
paragraph (b)(6)(x)), except for the fact that 
it fails to satisfy the requirement of para-
graph (b)(2)(iii) of this section (i.e., a sub-
sidized optional form must be available to 
substantially all employees on similar 
terms). Each subsidized optional form in the 
plan is available to all the NHCEs on similar 
terms, but one of the subsidized optional 
forms of benefit is not available to any of the 
HCEs. Plan A satisfies this paragraph (b), be-
cause Plan A is a safe harbor plan with re-
spect to the NHCEs and provides inherently 
less valuable benefits to the HCEs. 

Example 2. (a) Plan B would satisfy this 
paragraph (b) (determined without regard to 
this paragraph (b)(6)(x)), except for the fact 
that some employees are not being credited 
with years of service under the plan, but are 
continuing to accrue benefits as a result of 
compensation increases. These are employ-
ees who have been transferred from the em-
ployer that sponsors Plan B to another mem-
ber of the controlled group whose employees 
are not covered by Plan B. For these employ-
ees, Plan B fails to satisfy the requirement 
of paragraph (b)(2)(v) of this section (i.e., 
each employee’s benefit must accrue over 
the same years of service used in applying 
the benefit formula). 
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(b) Plan B is restructured into two compo-
nent plans under the provisions of 
§ 1.401(a)(4)–9(c). One component plan (Com-
ponent Plan B1) consists of all NHCEs who 
are not being credited with years of service 
under the plan’s benefit formula but are con-
tinuing to accrue benefits as a result of com-
pensation increases, and the other compo-
nent plan (Component Plan B2) consists of 
the balance of the employees. 

(c) Component Plan B1 satisfies this sec-
tion and section 410(b), because it benefits 
only NHCEs. 

(d) Component Plan B2 is treated as satis-
fying this paragraph (b), because Plan B 
would satisfy this paragraph (b) (determined 
without regard to this paragraph (b)(6)(x)) 
with respect to the employees in Component 
Plan B2 but for the fact that it provides in-
herently less valuable benefits to some HCEs 
in that component plan (i.e., the employees 
who are credited only with compensation in-
creases rather than both years of service and 
compensation increases). 

(e) Under § 1.401(a)(4)–9(c), if Component 
Plan B2 satisfies section 410(b), then Plan B 
satisfies this section. 

(xi) Multiple formulas—(A) General 
rule. The plan provides that an employ-
ee’s benefit under the plan is the great-
er of the benefits determined under two 
or more formulas, or is the sum of the 
benefits determined under two or more 
formulas. This paragraph (b)(6)(xi) does 
not apply to a plan unless each of the 
formulas under the plan satisfies the 
requirements of paragraph (b)(6)(xi) (B) 
through (D) of this section. 

(B) Sole formulas. The formulas must 
be the only formulas under the plan. 

(C) Separate testing. Each of the for-
mulas must separately satisfy the uni-
formity requirements of paragraph 
(b)(2) of this section and also sepa-
rately satisfy one of the safe harbors in 
paragraphs (b)(3) through (b)(5) of this 
section. A formula that is available 
solely to some or all NHCEs is deemed 
to satisfy this paragraph (b)(6)(xi)(C). 

(D) Availability—(1) General rule. All 
of the formulas must be available on 
the same terms to all employees. 

(2) Formulas for NHCEs. A formula 
does not fail to be available on the 
same terms to all employees merely 
because the formula is not available to 
any HCEs, but is available to some or 
all NHCEs on the same terms as all of 
the other formulas in the plan. 

(3) Top-heavy formulas. Rules parallel 
to those in § 1.401(a)(4)–2(b)(4)(vi)(D)(3) 
apply in the case of a plan that pro-

vides the greater of the benefits under 
two or more formulas, one of which is 
a top-heavy formula. For purposes of 
this paragraph (b)(6)(xi)(D)(3), a top- 
heavy formula is a formula that pro-
vides a benefit equal to the minimum 
benefit described in section 416(c)(1) 
(taking into account, if applicable, the 
modification in section 
416(h)(2)(A)(ii)(I)). 

(E) Provisions may be applied more 
than once. The provisions of this para-
graph (b)(6)(xi) may be applied more 
than once. See § 1.401(a)(4)–2(b)(4)(vi)(E) 
for an example of the application of 
these provisions more than once. 

(F) Examples. The following examples 
illustrate the rules in this paragraph 
(b)(6)(xi): 

Example 1. Under Plan A, each employee’s 
benefit equals the sum of the benefits deter-
mined under two formulas. The first formula 
provides one percent of average annual com-
pensation per year of service. The second for-
mula provides $10 per year of service. Plan A 
is eligible to apply the rules in this para-
graph (b)(6)(xi). 

Example 2. Under Plan B, each employee’s 
benefit equals the greater of the benefits de-
termined under two formulas. The first for-
mula provides $15 per year of service and is 
available to all employees who complete at 
least 500 hours of service during the plan 
year. The second formula provides 1.5 per-
cent of average annual compensation per 
year of service and is available to all em-
ployees who complete at least 1,000 hours of 
service during the plan year. Plan B does not 
satisfy this paragraph (b)(6)(xi) because the 
two formulas are not available on the same 
terms to all employees. 

Example 3. Under Plan C, each employee’s 
benefit equals the greater of the benefits de-
termined under two formulas. The first for-
mula provides $15 per year of service and is 
available to all employees who complete at 
least 1,000 hours of service during the plan 
year. The second formula provides the min-
imum benefit described in section 416(c)(1) 
and is available to all non-key employees 
who complete at least 1,000 hours of service 
during the plan year. Plan C does not satisfy 
the general rule in paragraph (b)(6)(xi)(D)(1) 
of this section because the two formulas are 
not available on the same terms to all em-
ployees (i.e., the second formula is only 
available to all non-key employees). None-
theless, because the second formula is a top- 
heavy formula, the special availability rules 
for top-heavy formulas in paragraph 
(b)(6)(xi)(D)(3) of this section apply. Thus, 
the second formula does not fail to be avail-
able on the same terms as the first formula 
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merely because the second formula is avail-
able solely to all non-key employees on the 
same terms. This is true even if the plan con-
ditions the availability of the second for-
mula on the plan’s being top-heavy for the 
plan year. 

Example 4. Under Plan D, each employee’s 
benefit equals the greater of the benefits de-
termined under two formulas. The first for-
mula is available to all employees and pro-
vides a benefit equal to 1.5 percent of average 
annual compensation per year of service. The 
second formula is only available to NHCEs 
and provides a benefit equal to two percent 
of average annual compensation per year of 
service, minus two percent of the primary in-
surance amount per year of service. The 
amount of the offset is not limited to the 
maximum permitted offset under § 1.401(l)– 
3(b). Under paragraph (b)(6)(xi)(D)(2) of this 
section, both formulas are treated as avail-
able to all employees on the same terms. 
Furthermore, even though the second for-
mula does not satisfy any of the safe harbors 
in this paragraph (b), the formula is deemed 
to satisfy the separate testing requirement 
under paragraph (b)(6)(xi)(C) of this section, 
because the formula is available solely to 
some or all NHCEs. 

Example 5. Plan E is a unit credit plan that 
provides a benefit of one percent of average 
annual compensation per year of service to 
all employees. In 1994, the plan is amended to 
provide a benefit of two percent of average 
annual compensation per year of service 
after 1993, while continuing to provide a ben-
efit of one percent of average annual com-
pensation per year of service for all years of 
service before 1994. Thus, the plan’s amended 
benefit formula provides a benefit equal to 
the sum of the benefits determined under 
two benefit formulas: one percent of average 
annual compensation per year of service, 
plus one percent of average annual com-
pensation per year of service after 1993. Plan 
E satisfies this paragraph (b)(6)(xi). 

Example 6. The facts are the same as in Ex-
ample 5, except that the plan amendment in 
1994 decreases the benefit to 0.75 percent of 
average annual compensation per year of 
service after 1993, while retaining the one- 
percent formula for all years of service be-
fore 1994. Thus, the plan’s amended benefit 
formula provides a benefit equal to the sum 
of the benefits determined under two benefit 
formulas: 0.75 percent of average annual 
compensation per year of service, plus 0.25 
percent of average annual compensation per 
year of service before 1994. Under these facts, 
the second formula does not separately sat-
isfy any of the safe harbors in this paragraph 
(b) because the years of service over which 
each employee’s benefit accrues under the 
second formula (i.e., all years of service) are 
not the same years of service that are taken 
into account in applying the benefit formula 
under the plan to that employee (i.e., years 

of service before 1994). See paragraph (b)(2)(v) 
of this section. But see paragraph (b)(6)(vii) 
of this section and § 1.401(a)(4)–13, which pro-
vide rules under which Plan E, as amended, 
may be able to satisfy this paragraph (b). 

Example 7. Plan F provides a benefit to all 
employees of one percent of average annual 
compensation per year of service. Employee 
M was hired as the president of the employer 
in December 1994 and was not a HCE under 
section 414(q) during the 1994 calendar plan 
year. In 1994, Plan F is amended to provide a 
benefit that is the greater of the benefit de-
termined under the pre-existing formula in 
the plan and a new formula that is available 
solely to some NHCEs (including Employee 
M). The new formula does not satisfy the 
uniformity requirements of paragraph (b)(2) 
of this section, because it provides a dif-
ferent benefit for some NHCEs than for other 
NHCEs. As a result of this change, Employee 
M receives a higher accrual in 1994 than the 
NHCEs who are not eligible for the new for-
mula. In 1995, when Employee M first be-
comes a HCE, the second formula no longer 
applies to Employee M. It would be incon-
sistent with the purpose of preventing dis-
crimination in favor of HCEs for Plan F to 
use the special rule for a formula that is 
available solely to some or all NHCEs to sat-
isfy the separate testing requirement of 
paragraph (b)(6)(xi)(C) of this section for the 
1994 calendar plan year. See § 1.401(a)(4)– 
1(c)(2). 

(c) General test for nondiscrimination in 
amount of benefits—(1) General rule. The 
employer-provided benefits under a de-
fined benefit plan are nondiscrim-
inatory in amount for a plan year if 
each rate group under the plan satisfies 
section 410(b). For purposes of this 
paragraph (c)(1), a rate group exists 
under a plan for each HCE and consists 
of the HCE and all other employees 
(both HCEs and NHCEs) who have a 
normal accrual rate greater than or 
equal to the HCE’s normal accrual 
rate, and who also have a most valu-
able accrual rate greater than or equal 
to the HCE’s most valuable accrual 
rate. Thus, an employee is in the rate 
group for each HCE who has a normal 
accrual rate less than or equal to the 
employee’s normal accrual rate, and 
who also has a most valuable accrual 
rate less than or equal to the employ-
ee’s most valuable accrual rate. 

(2) Satisfaction of section 410(b) by a 
rate group. For purposes of determining 
whether a rate group satisfies section 
410(b), the same rules apply as in 
§ 1.401(a)(4)–2(c)(3). See paragraph (c)(4) 
of this section and § 1.401(a)(4)–2(c)(4), 
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Example 3 through Example 5, for exam-
ples of this rule. 

(3) Certain violations disregarded. A 
plan is deemed to satisfy paragraph 
(c)(1) of this section if the plan would 
satisfy that paragraph by treating as 
not benefiting no more than five per-
cent of the HCEs in the plan, and the 
Commissioner determines that, on the 
basis of all of the relevant facts and 
circumstances, the plan does not dis-
criminate with respect to the amount 
of employer-provided benefits. For this 
purpose, five percent of the number of 
HCEs may be determined by rounding 
to the nearest whole number (e.g., 1.4 
rounds to 1 and 1.5 rounds to 2). Among 
the relevant factors that the Commis-
sioner may consider in making this de-
termination are— 

(i) The extent to which the plan has 
failed the test in paragraph (c)(1) of 
this section; 

(ii) The extent to which the failure is 
for reasons other than the design of the 
plan; 

(iii) Whether the HCEs causing the 
failure are five-percent owners or are 
among the highest paid nonexcludable 
employees; 

(iv) Whether the failure is attrib-
utable to an event that is not expected 
to recur (e.g., a plant closing); and 

(v) The extent to which the failure is 
attributable to benefits accrued under 
a prior benefit structure or to benefits 
accrued when a participant was not a 
HCE. 

(4) Examples. The following examples 
illustrate the rules in this paragraph 
(c): 

Example 1. (a) Employer X has 1100 non-
excludable employees, N1 through N1000, who 
are NHCEs, and H1 through H100, who are 
HCEs. Employer X maintains Plan A, a de-
fined benefit plan that benefits all of these 
nonexcludable employees. The normal and 
most valuable accrual rates (determined as a 
percentage of average annual compensation) 
for the employees in Plan A for the 1994 plan 
year are listed in the following table. 

Employee 
Normal 
accrual 

rate 

Most valu-
able ac-

crual rate 

N1 through N100 ............................. 1.0 1 .4 
N101 through N500 ......................... 1.5 3 .0 
N501 through N750 ......................... 2.0 2 .65 
N751 through N1000 ....................... 2.3 2 .8 
H1 through H50 ............................... 1.5 2 .0 
H51 through H100 ........................... 2.0 2 .65 

(b) There are 100 rate groups in Plan A be-
cause there are 100 HCEs in Plan A. 

(c) Rate group 1 consists of H1 and all 
those employees who have a normal accrual 
rate greater than or equal to H1’s normal ac-
crual rate (1.5 percent) and who also have a 
most valuable accrual rate greater than or 
equal to H1’s most valuable accrual rate (2.0 
percent). Thus, rate group 1 consists of H1 
through H100 and N101 through N1000. 

(d) Rate group 1 satisfies the ratio percent-
age test of § 1.410(b)–2(b)(2) because the ratio 
percentage of the rate group is 90 percent, 
i.e., 90 percent (the percentage of all non-
highly compensated nonexcludable employ-
ees who are in the rate group) divided by 100 
percent (the percentage of all highly com-
pensated nonexcludable employees who are 
in the rate group). 

(e) Because H1 through H50 have the same 
normal accrual rates and the same most val-
uable accrual rates, the rate group with re-
spect to each of them is identical. Thus, be-
cause rate group 1 satisfies section 410(b), 
rate groups 2 through 50 also satisfy section 
410(b). 

(f) Rate group 51 consists of H51 and all 
those employees who have a normal accrual 
rate greater than or equal to H51’s normal 
accrual rate (2.0 percent) and who also have 
a most valuable accrual rate greater than or 
equal to H51’s most valuable accrual rate 
(2.65 percent). Thus, rate group 51 consists of 
H51 through H100 and N501 through N1000. 
(Even though N101 through N500 have a most 
valuable accrual rate (3.0 percent) greater 
than H51’s most valuable accrual rate (2.65 
percent), they are not included in this rate 
group because their normal accrual rate (1.5 
percent) is less than H51’s normal accrual 
rate (2.0 percent).) 

(g) Rate group 51 satisfies the ratio per-
centage test of § 1.410(b)–2(b)(2) because the 
ratio percentage of the rate group is 100 per-
cent, i.e., 50 percent (the percentage of all 
nonhighly compensated nonexcludable em-
ployees who are in the rate group) divided by 
50 percent (the percentage of all highly com-
pensated nonexcludable employees who are 
in the rate group). 

(h) Because H51 through H100 have the 
same normal accrual rates and the same 
most valuable accrual rates, the rate group 
with respect to each of them is identical. 
Thus, because rate group 51 satisfies section 
410(b), rate groups 52 through 100 also satisfy 
section 410(b). 

(i) The employer-provided benefits under 
Plan A are nondiscriminatory in amount be-
cause each rate group under the plan satis-
fies section 410(b). 

Example 2. The facts are the same as in Ex-
ample 1, except that H96 has a most valuable 
accrual rate of 3.5. Each of the rate groups is 
the same as in Example 1, except that rate 
group 96 consists solely of H96 because no 
other employee has a most valuable accrual 
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rate greater than 3.5. Because the plan would 
satisfy the test in paragraph (c)(1) of this 
section by treating H96 (who constitutes less 
than five percent of the HCEs in the plan) as 
not benefiting, the Commissioner may deter-
mine under paragraph (c)(3) of this section 
that, on the basis of all of the relevant facts 
and circumstances, the plan does not dis-
criminate with respect to the amount of ben-
efits. 

(d) Determination of accrual rates—(1) 
Definitions—(i) Normal accrual rate. The 
normal accrual rate for an employee 
for a plan year is the increase in the 
employee’s accrued benefit (within the 
meaning of section 411(a)(7)(A)(i)) dur-
ing the measurement period, divided by 
the employee’s testing service during 
the measurement period, and expressed 
either as a dollar amount or as a per-
centage of the employee’s average an-
nual compensation. 

(ii) Most valuable accrual rate. The 
most valuable accrual rate for an em-
ployee for a plan year is the increase in 
the employee’s most valuable optional 
form of payment of the accrued benefit 
during the measurement period, di-
vided by the employee’s testing service 
during the measurement period, and 
expressed either as a dollar amount or 
as a percentage of the employee’s aver-
age annual compensation. The employ-
ee’s most valuable optional form of 
payment of the accrued benefit is de-
termined by calculating for the em-
ployee the normalized QJSA associated 
with the accrued benefit that is poten-
tially payable in the current or any fu-
ture plan year at any age under the 
plan and selecting the largest (per year 
of testing service). If the plan provides 
a QSUPP, the most valuable accrual 
rate also takes into account the 
QSUPP payable in conjunction with 
the QJSA at each age under the plan. 
Thus, the most valuable accrual rate 
reflects the value of all benefits ac-
crued or treated as accrued under sec-
tion 411(d)(6) that are payable in any 
form and at any time under the plan, 
including early retirement benefits, re-
tirement-type subsidies, early retire-
ment window benefits, and QSUPPs. In 
addition, the most valuable accrual 
rate must take into account any such 
benefits that are available during a 
plan year, even if the benefits cease to 
be available before the end of the cur-
rent or any future plan year. 

(iii) Measurement period. The meas-
urement period can be— 

(A) The current plan year; 
(B) The current plan year and all 

prior years; or 
(C) The current plan year and all 

prior and future years. 
(iv) Testing service—(A) General rule. 

Testing service means an employee’s 
years of service as defined in the plan 
for purposes of applying the benefit for-
mula under the plan, subject to the re-
quirements of paragraph (d)(1)(iv)(B) of 
this section. Alternatively, testing 
service means service determined for 
all employees in a reasonable manner 
that satisfies the requirements of para-
graph (d)(1)(iv)(B) of this section. For 
example, the number of plan years that 
an employee has benefited under the 
plan within the meaning of § 1.410(b)– 
3(a) is an acceptable definition of test-
ing service because it determines serv-
ice in a reasonable manner and satis-
fies paragraph (d)(1)(iv)(B) of this sec-
tion. See also § 1.401(a)(4)–11(d)(3) (addi-
tional limits on service that may be 
taken into account as testing service). 

(B) Requirements for testing service—(1) 
Employees not credited with years of serv-
ice under the benefit formula. An em-
ployee must be credited with testing 
service for any year in which the em-
ployee benefits under the plan (within 
the meaning of § 1.410(b)–3(a)), unless 
that year is part of a period of service 
that may not be taken into account 
under § 1.401(a)(4)–11(d)(3). This rule ap-
plies even if the employee does not re-
ceive service credit under the benefit 
formula for that year (e.g., because of a 
service cap in the benefit formula or 
because of a transfer out of the group 
of employees covered by the plan). 

(2) Current year testing service. In the 
case of a measurement period that is 
the current plan year, testing service 
for the plan year equals one (1). 

(2) Rules of application—(i) Consistency 
requirement. Both normal and most val-
uable accrual rates must be determined 
in a consistent manner for all employ-
ees for the plan year. Thus, for exam-
ple, the same measurement periods 
must be used, and the rules of this 
paragraph (d)(2) and any available op-
tions described in paragraph (d)(3) of 
this section must be applied consist-
ently. If plan benefits are not expressed 
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as straight life annuities beginning at 
employees’ testing ages, they must be 
normalized. 

(ii) Determining plan benefits, service 
and compensation—(A) In general. Po-
tential plan benefits, testing service, 
and average annual compensation must 
be determined in a reasonable manner, 
reflecting actual or projected service 
and compensation only through the 
end of the measurement period. The de-
termination of potential plan benefits 
is not reasonable if it incorporates an 
assumption that, in future years, an 
employee’s compensation will increase 
or the employee will terminate em-
ployment before the employee’s testing 
age (other than the assumptions under 
paragraph (d)(1)(ii) of this section that 
the employee’s service will end in con-
nection with the payment of each po-
tential QJSA in future years). 

(B) Section 415 limits. For purposes 
of determining accrual rates under this 
paragraph (d), plan benefits are gen-
erally determined without regard to 
whether those benefits are permitted 
to be paid under section 415. However, 
plan provisions implementing any of 
the limits of section 415 may be taken 
into account in applying this para-
graph (d) if the plan does not provide 
for benefit increases resulting from 
section 415(d)(1) adjustments for former 
employees who were employees in a 
plan year in which such plan provisions 
were taken into account in applying 
this paragraph (d). If the limits of sec-
tion 415 are taken into account under 
this paragraph (d)(2)(ii)(B) as of the end 
of the measurement period, they must 
also be taken into account as of the be-
ginning of the measurement period. If 
the limits of section 415 are not taken 
into account in testing the plan for the 
current plan year, but were taken into 
account in testing the plan for the pre-
ceding plan year, any resulting in-
crease in the accrued benefits taken 
into account in testing the plan is 
treated as an increase in accrued bene-
fits during the current plan year. 

(iii) Requirements for measurement pe-
riod that includes future years—(A) Dis-
criminatory pattern of accruals. A meas-
urement period that includes future 
years (as described in paragraph 
(d)(1)(iii)(C) of this section) may not be 
used if the pattern of accruals under 

the plan discriminates in favor of HCEs 
(i.e., if projected benefits for HCEs are 
relatively frontloaded when compared 
to the degree of front loading or 
backloading for NHCEs). This deter-
mination is made based on all of the 
relevant facts and circumstances. 

(B) Future-period limitation. Future 
years beginning after an employee’s at-
tainment of the employee’s testing age 
(or after the employee’s assumed ter-
mination in the case of most valuable 
accrual rates) may not be included in 
the measurement period. 

(3) Optional rules—(i) Imputation of 
permitted disparity. The disparity per-
mitted under section 401(l) may be im-
puted in accordance with the rules of 
§ 1.401(a)(4)–7. 

(ii) Grouping of accrual rates—(A) Gen-
eral rule. An employer may treat all 
employees who have accrual rates 
within a specified range above and 
below a midpoint rate chosen by the 
employer as having an accrual rate 
equal to the midpoint rate within that 
range. Accrual rates within a given 
range may not be grouped under this 
paragraph (d)(3)(ii) if the accrual rates 
of HCEs within the range generally are 
significantly higher than the accrual 
rates of NHCEs in the range. The speci-
fied ranges within which all employees 
are treated as having the same accrual 
rate may not overlap and may be no 
larger than provided in paragraph 
(d)(3)(ii)(B) of this section. Accrual 
rates of employees that are not within 
any of these specified ranges are deter-
mined without regard to this para-
graph (d)(3)(ii). 

(B) Size of specified ranges. In the case 
of normal accrual rates, the lowest and 
highest accrual rates in the range must 
be within five percent (not five per-
centage points) of the midpoint rate. In 
the case of most valuable accrual rates, 
the lowest and highest accrual rates in 
the range must be within 15 percent 
(not 15 percentage points) of the mid-
point rate. If accrual rates are deter-
mined as a percentage of average an-
nual compensation, the lowest and 
highest accrual rates need not be with-
in five percent (or 15 percent) of the 
midpoint rate, if they are no more than 
one twentieth of a percentage point 
above or below the midpoint rate. 
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(iii) Fresh-start alternative—(A) Gen-
eral rule. Notwithstanding the defini-
tion of measurement period provided in 
paragraph (d)(1)(iii) of this section, a 
measurement period for a fresh-start 
group is permitted to be limited to the 
period beginning after the fresh-start 
date with respect to that group if the 
plan makes a fresh start that satisfies 
§ 1.401(a)(4)–13(c) (without regard to 
§ 1.401(a)(4)–13(c)(2)(i) and (ii)). If the 
measurement period is so limited or 
the measurement period is the plan 
year (whether or not so limited), any 
compensation adjustments during the 
measurement period to the frozen ac-
crued benefit as of the fresh-start date 
that are permitted under the rules of 
§ 1.401(a)(4)–13(d) may be disregarded in 
determining the increase in accrued 
benefits during the measurement pe-
riod, but only if— 

(1) The plan makes a fresh start as of 
the fresh-start date that satisfies 
§ 1.401(a)(4)–13(c) (without regard to 
§ 1.401(a)(4)–13(c)(2)(ii)) in conjunction 
with a bona fide amendment to the 
benefit formula or accrual method 
under the plan; and 

(2) The amendment provides for ad-
justments to employees’ frozen accrued 
benefits as of the fresh-start date in ac-
cordance with the rules of § 1.401(a)(4)– 
13(d). 

(B) Application of consistency require-
ments. Limiting the application of the 
fresh-start alternative in this para-
graph (d)(3)(iii) to a fresh-start group 
that consists of fewer than all employ-
ees does not violate the consistency re-
quirement of paragraph (d)(2)(i) of this 
section. 

(iv) Floor on most valuable accrual 
rate. In lieu of determining an employ-
ee’s most valuable accrual rate in ac-
cordance with the definition in para-
graph (d)(1)(ii) of this section, an em-
ployer may determine an employee’s 
most valuable accrual rate for the cur-
rent plan year as the employee’s high-
est most valuable accrual rate deter-
mined for any prior plan year. This op-
tion may be used only if the employee’s 
normal accrual rate has not changed 
significantly from the normal accrual 
rate for the relevant prior plan year 
and, there have been no plan amend-
ments in the interim period since that 
prior plan year that affect the deter-

mination of most valuable accrual 
rates. 

(4) Examples. The following examples 
illustrate the rules in this paragraph 
(d): 

Example 1. The employees in Plan A have 
the following normal accrual rates (ex-
pressed as percentage of average annual 
compensation): 0.8 percent, 0.83 percent, 0.9 
percent, 1.9 percent, 2.0 percent, and 2.1 per-
cent. Because the first three rates are within 
a range of no more than one twentieth of a 
percentage point above or below 0.85 percent 
(a midpoint rate chosen by the employer), 
the employer may treat the employees who 
have those rates as having an accrual rate of 
0.85 percent (provided that the accrual rates 
of HCEs within the range are not signifi-
cantly higher than the accrual rates for 
NHCEs within the range). Because the last 
three rates are within a range of no more 
than five percent above or below 2.0 percent 
(a midpoint rate chosen by the employer), 
the employer may treat the employees who 
have those rates as having an accrual rate of 
2.0 percent (provided that the accrual rates 
of HCEs within the range are not signifi-
cantly higher than the accrual rates for 
NHCEs within the range). 

Example 2. Employer X maintains a plan 
under which headquarters employees accrue 
a benefit of 1.25 percent of average com-
pensation for the first 10 years of service and 
0.75 percent of average compensation for sub-
sequent years of service, while all other em-
ployees accrue a benefit of one percent of 
compensation for all years of service. As-
sume that the group of headquarters employ-
ees does not satisfy section 410(b). Under 
these facts, the pattern of accruals under the 
plan discriminates in favor of HCEs, and, 
therefore, under paragraph (d)(2)(iii)(A) of 
this section, the measurement period for de-
termining accrual rates under the plan may 
not include future service. 

(e) Compensation rules—(1) In general. 
This paragraph (e) provides rules for 
determining average annual compensa-
tion. Safe harbor plans that satisfy 
paragraph (b) of this section must de-
termine benefits either as a dollar 
amount unrelated to employees’ com-
pensation or as a percentage of each 
employee’s average annual compensa-
tion. In contrast, plans that must sat-
isfy the general test of paragraph (c) of 
this section are not required under this 
section to determine benefits under 
any particular definition of compensa-
tion or in any particular manner, but 
the accrual rates used in testing these 
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plans must be expressed either as a dol-
lar amount or determined as a percent-
age of each employee’s average annual 
compensation. 

(2) Average annual compensation—(i) 
General rule. An employee’s average an-
nual compensation is the average of 
the employee’s annual section 414(s) 
compensation determined over the 
averaging period in the employee’s 
compensation history during which the 
average of the employee’s annual sec-
tion 414(s) compensation is the highest. 
For this purpose, an averaging period 
must consist of three or more consecu-
tive 12-month periods, but need not be 
longer than the employee’s period of 
employment. An employee’s compensa-
tion history may begin at any time, 
but must be continuous, be no shorter 
than the averaging period, and end in 
the current plan year. 

(ii) Certain permitted modifications to 
average annual compensation—(A) Use of 
plan year compensation. If the measure-
ment period for determination of ac-
crual rates is the current plan year, or 
the plan is an accumulation plan that 
satisfies paragraph (b) of this section, 
then plan year compensation may be 
substituted for average annual com-
pensation. 

(B) Drop-out years. Any of the fol-
lowing types of 12-month periods in an 
employee’s compensation history may 
be disregarded in determining the em-
ployee’s average annual compensation 
(including for purposes of the require-
ment to average section 414(s) com-
pensation over consecutive 12-month 
periods), but only if the plan disregards 
the employee’s compensation for those 
periods in determining benefits— 

(1) The 12-month period in which the 
employee terminates employment; 

(2) All 12-month periods in which the 
employee performs no services; or 

(3) All 12-month periods in which the 
employee performs services for less 
than a specified number of hours or 
specified period of time in the 12- 
month period. The specified number of 
hours or specified period of time may 
be selected by the employer, but may 
not exceed three quarters of the time 
that an employee in the same job cat-
egory working on a full-time basis 
would perform services during that 12- 
month period. 

(C) Drop-out months within 12-month 
periods. If a plan determines an em-
ployee’s average annual compensation 
using 12-month periods that do not end 
on a fixed date (e.g., average annual 
compensation as of a date is defined as 
the average of the employee’s section 
414(s) compensation for the 60 consecu-
tive months within the compensation 
history in which the average is high-
est), then, for purposes of determining 
a 12-month period, any of the following 
type of months may be disregarded (in-
cluding for purposes of the requirement 
to average section 414(s) compensation 
over consecutive 12-month periods), but 
only if the plan disregards the employ-
ee’s compensation for those months in 
determining benefits— 

(1) The month in which the employee 
terminates employment; 

(2) All months in which the employee 
performs no services; or 

(3) All months in which the employee 
performs services for less than a speci-
fied number of hours or specified period 
of time in the month. The specified 
number of hours or specified period of 
time may be selected by the employer, 
but may not exceed three quarters of 
the time that an employee in the same 
job category working on a full-time 
basis would perform services during 
that month. 

(D) Employees working less than full- 
time. In the case of an employee who 
normally works less than full-time, the 
rules in paragraphs (e)(2)(ii)(B)(3) and 
(e)(2)(ii)(C)(3) of this section may be ap-
plied in relation to that employee’s 
normal work schedule (instead of a 
full- time employee’s work schedule) 
by prorating the specified number of 
hours or specified period of time, based 
on the employee’s normal work sched-
ule as a fraction of a full-time sched-
ule. 

(E) Exception from consecutive-periods 
requirement for certain plans. The re-
quirement that the periods taken into 
account under paragraph (e)(2)(i) of 
this section be consecutive does not 
apply in the case of a plan that is not 
a section 401(l) plan, provided that it 
does not take permitted disparity into 
account under § 1.401(a)(4)–7. This para-
graph (e)(2)(ii)(E) applies only if the 
plan does not take into account wheth-
er 12-month periods of compensation 
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are consecutive in determining average 
compensation for purposes of calcu-
lating benefits. 

(iii) Consistency requirements. Average 
annual compensation must be deter-
mined in a consistent manner for all 
employees. 

(3) Examples. The following examples 
illustrate the rules in this paragraph 
(e): 

Example 1. Plan A is a defined benefit plan. 
Plan A determines benefits on the basis of 
the average of each employee’s annual com-
pensation for the five consecutive plan years 
(or the employee’s period of employment, if 
shorter) during the employee’s compensation 
history in which the average of the employ-
ee’s annual compensation is the highest. The 
compensation history used for this purpose 
is the last 10 plan years, plus the current 
plan year. In determining compensation for 
each plan year in the compensation history, 
Plan A defines compensation using a single 
definition that satisfies section 414(s) as a 
safe harbor definition under § 1.414(s)–1(c). 
Plan A determines benefits on the basis of 
average annual compensation. 

Example 2. Plan B is a defined benefit plan. 
Plan B determines benefits on the basis of 
the average of each employee’s compensa-
tion for the five consecutive 12-month peri-
ods (or the employee’s period of employ-
ment, if shorter) during the employee’s com-
pensation history in which the average of 
the employee’s annual compensation is the 
highest. The compensation history used for 
this purpose is the 10 consecutive 12-month 
periods ending on the employee’s termi-
nation date. In determining the average, 
Plan B disregards all months in which the 
employee performs services for less than 100 
hours (60 percent of a full-time work sched-
ule of 173 hours). In the case of an employee 
whose normal work schedule is less than a 
full-time schedule, Plan B disregards all 
months in which that employee performs 
services for less than 60 percent of the em-
ployee’s normal work schedule. Plan B de-
fines compensation for each 12-month period 
using a single definition that satisfies 
§ 1.414(s)–1. Plan B determines benefits on the 
basis of average annual compensation. 

Example 3. (a) The facts are the same as in 
Example 1, except that, for plan years prior 
to 1996, the compensation for a plan year was 
determined under a rate of pay definition of 
compensation that satisfies section 414(s), 
while, for plan years after 1995, the com-
pensation for a plan year is determined using 
a definition that satisfies section 414(s) as a 
safe harbor definition under § 1.414(s)–1(c). 

(b) The underlying definition of compensa-
tion for each plan year in the employee’s 
compensation history is section 414(s) com-
pensation, because for each plan year the 

definition satisfies the requirements for sec-
tion 414(s) compensation under § 1.401(a)(4)– 
12. Therefore, Plan A determines benefits on 
the basis of average annual compensation, 
even though the underlying definition used 
to measure the amount of compensation for 
each plan year in an employee’s compensa-
tion history is not the same for all plan 
years. 

Example 4. The facts are the same as in Ex-
ample 1, except that Plan A determines bene-
fits on the basis of the average of the em-
ployee’s annual section 414(s) compensation 
for the five consecutive 12-month periods 
ending on June 30 during the employee’s 
compensation history in which the average 
is highest. An employee’s compensation his-
tory begins when the employee commences 
participation in the plan and ends in the cur-
rent plan year. In the case of an employee 
with less than five consecutive years of plan 
participation as of June 30, the compensa-
tion history is extended prior to the employ-
ee’s commencement of participation to in-
clude the five consecutive 12-month periods 
ending on June 30 of the current plan year 
(or the employee’s total period of employ-
ment, if shorter). Plan A determines benefits 
on the basis of average annual compensation. 

Example 5. The facts are the same as in Ex-
ample 4, except that Plan A determines bene-
fits on the basis of the average of each em-
ployee’s compensation for the employee’s en-
tire compensation history. Plan A deter-
mines benefits on the basis of average annual 
compensation. 

(f) Special rules—(1) In general. The 
special rules in this paragraph (f) apply 
for purposes of applying the provisions 
of this section to a defined benefit 
plan. Any special rule provided in this 
paragraph (f) that is optional must, if 
used, apply uniformly to all employees. 

(2) Certain qualified disability benefits. 
In general, qualified disability benefits 
(within the meaning of section 
411(a)(9)) are not taken into account 
under this section. However, a qualified 
disability benefit that results from the 
crediting of compensation or service 
for a period of disability in the same 
manner as actual compensation or 
service is credited under a plan’s ben-
efit formula is permitted to be taken 
into account under this section as an 
accrued benefit upon the employee’s 
return to service with the employer 
following the period of disability, pro-
vided that the qualified disability ben-
efit is then treated in the same manner 
as an accrued benefit for all purposes 
under the plan. 
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(3) Accruals after normal retirement 
age—(i) General rule. An employee’s ac-
cruals for any plan year after the plan 
year in which the employee attains 
normal retirement age are taken into 
account for purposes of this section. 
However, any plan provision that pro-
vides for increases in an employee’s ac-
crued benefit solely because the em-
ployee has delayed commencing bene-
fits beyond the normal retirement age 
applicable to the employee under the 
plan may be disregarded, but only if— 

(A) The same uniform normal retire-
ment age applies to all employees; and 

(B) The percentage factor used to in-
crease the employee’s accrued benefit 
is no greater than the largest percent-
age factor that could be applied to in-
crease actuarially the employee’s ac-
crued benefit using any standard mor-
tality table and any standard interest 
rate. 

(ii) Examples. The following examples 
illustrate the rules of this paragraph 
(f)(3). In each example, it is assumed 
that the plan satisfies the require-
ments of paragraph (f)(3)(i)(A) and (B) 
of this section. 

Example 1. Plan A provides a benefit of two 
percent of average annual compensation per 
year of service for all employees. In addition, 
Plan A provides an actuarial increase in an 
employee’s accrued benefit of six percent for 
each year that an employee defers com-
mencement of benefits beyond normal retire-
ment age. For employees who continue in 
service beyond normal retirement age, the 
employee’s two-percent accrual for the cur-
rent plan year is offset by the six-percent ac-
tuarial increase, as permitted under section 
411(b)(1)(H)(iii)(II). For purposes of this sec-
tion, the actuarial increase (and hence the 
offset) may be disregarded, and thus all em-
ployees may be treated as if they were accru-
ing at the rate of two percent of average an-
nual compensation per year. 

Example 2. The facts are the same as in Ex-
ample 1, except that the employee’s two- per-
cent accrual for the current plan year is not 
offset by the six-percent actuarial increase. 
The employer may disregard the actuarial 
increase and thus may treat all employees as 
if they were accruing at the rate of two per-
cent of average annual compensation per 
year. 

(4) Early retirement window benefits— 
(i) General rule. In applying the require-
ments of this section, all early retire-
ment benefits, retirement-type sub-
sidies, QSUPPs, and other optional 

forms of benefit under a plan, and 
changes in the plan’s benefit formula, 
are taken into account regardless of 
whether they are permanent features 
of the plan or are offered only to em-
ployees whose employment terminates 
within a limited period of time. Addi-
tional rules and examples relevant to 
the testing of early retirement window 
benefits are found in Example 6 of para-
graph (b)(2)(vi) of this section; para-
graph (b)(2)(ii)(A)(2), Example 2 of para-
graph (c)(2), paragraph (d)(3), and Ex-
ample 3 of paragraph (e)(1)(iii) of 
§ 1.401(a)(4)–4; paragraph (c)(4)(i) and 
Example 2 of paragraph (c)(6) of 
§ 1.401(a)(4)–9; and the definition of ben-
efit formula in § 1.401(a)(4)–12. 

(ii) Special rules—(A) Year in which 
early retirement window benefit taken 
into account. Notwithstanding para-
graph (f)(4)(i) of this section, an early 
retirement window benefit is dis-
regarded for purposes of determining 
whether a plan satisfies this section 
with respect to an employee for all 
plan years other than the first plan 
year in which the benefit is currently 
available (within the meaning of 
§ 1.401(a)(4)–4(b)(2)) to the employee. 
For purposes of this paragraph 
(f)(4)(ii)(A), in determining which plan 
years the benefit is currently available, 
an early retirement window benefit 
that consists of a temporary change in 
the plan’s benefit formula is treated as 
an optional form of benefit. 

(B) Treatment of early retirement win-
dow benefit that consists of temporary 
change in benefit formula. An early re-
tirement window benefit is disregarded 
for purposes of determining an employ-
ee’s normal accrual rate, even if the 
early retirement window benefit con-
sists of a temporary change in a plan’s 
benefit formula. However, if an early 
retirement window benefit consists of a 
temporary change in a plan’s benefit 
formula, the plan does not satisfy para-
graph (b) of this section during the pe-
riod for which the change is effective 
unless the plan satisfies paragraph (b) 
of this section both reflecting the tem-
porary change in the benefit formula 
and disregarding that change. 

(C) Effect of early retirement window 
benefit on most valuable accrual rate. In 
determining an employee’s most valu-
able optional form of payment of the 
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accrued benefit (which is used in deter-
mining the employee’s most valuable 
accrual rate under paragraphs (d)(1)(ii) 
and (f)(4)(i) of this section), an early re-
tirement window benefit that is cur-
rently available to the employee (with-
in the meaning of paragraph 
(f)(4)(ii)(A) of this section) and that is 
not disregarded for a plan year under 
paragraph (f)(4)(ii)(A) of this section is 
taken into account in that plan year 
with respect to the employee’s accrued 
benefit as of the earliest of the employ-
ee’s date of termination, the close of 
the early retirement window, or the 
last day of that plan year. 

(D) Effect of early retirement window 
benefit on average benefit percentage test. 
Notwithstanding paragraph (c)(2) of 
this section, a rate group under a plan 
that provides an early retirement win-
dow benefit is deemed to satisfy the av-
erage benefit percentage test of 
§ 1.410(b)–5 if— 

(1) All rate groups under the plan 
would satisfy the ratio percentage test 
of § 1.410(b)–2(b)(2) if the early retire-
ment window benefit were disregarded; 
and 

(2) The group of employees to whom 
the early retirement window benefit is 
currently available (within the mean-
ing of paragraph (f)(4)(ii)(A) of this sec-
tion) satisfies section 410(b) without re-
gard to the average benefit percentage 
test of § 1.410(b)–5. 

(iii) Early retirement window benefit 
defined. For purposes of this paragraph 
(f)(4), an early retirement window ben-
efit is an early retirement benefit, re-
tirement-type subsidy, QSUPP, or 
other optional form of benefit under a 
plan that is available, or a change in 
the plan’s benefit formula that is appli-
cable, only to employees who termi-
nate employment within a limited pe-
riod specified by the plan (not to ex-
ceed one year) under circumstances 
specified by the plan. A benefit does 
not fail to be described in the pre-
ceding sentence merely because the 
plan contains provisions under which 
certain employees may receive the ben-
efit even though, for bona fide business 
reasons, they terminate employment 
within a reasonable period after the 
end of the limited period. An amend-
ment to an early retirement window 
benefit that merely extends the periods 

in the preceding sentences is not treat-
ed as a separate early retirement win-
dow benefit, provided that the periods, 
as extended, satisfy the preceding sen-
tences. However, any other amendment 
to an early retirement window benefit 
creates a separate early retirement 
window benefit. 

(iv) Examples. The following examples 
illustrate the rules of this paragraph 
(f)(4): 

Example 1. (a) Plan A provides a benefit of 
one percent of average annual compensation 
per year of service and satisfies the require-
ments of paragraph (b)(2) of this section. 
Thus, the plan provides the same benefit to 
all employees with the same years of service 
under the Plan. Plan A is amended to treat 
all employees with ten or more years of serv-
ice who terminate employment after attain-
ment of age 55 and between March 1, 1999, 
and January 31, 2000, as if they had an addi-
tional five years of service under the benefit 
formula. However, in order to ensure the or-
derly implementation of the early retire-
ment window, the plan amendment provides 
that designated employees in the human re-
sources department who would otherwise be 
eligible for the early retirement window ben-
efit are eligible to be treated as having the 
additional five years of service only if they 
terminate between January 1, 2000, and April 
30, 2000. 

(b) The additional benefits provided under 
this amendment are tested as benefits pro-
vided to employees rather than former em-
ployees. The effect of this amendment is 
temporarily to change the benefit formula 
for employees who are eligible for the early 
retirement window benefit because the 
amendment changes (albeit temporarily) the 
amount of the benefit payable to those em-
ployees at normal retirement age. See the 
definition of benefit formula in § 1.401(a)(4)– 
12. Assume that the additional years of serv-
ice credited to employees eligible for the 
window benefit do not represent past service 
(within the meaning of § 1.401(a)(4)– 
11(d)(3)(i)(B)) or pre-participation or imputed 
service (within the meaning of § 1.401(a)(4)– 
11(d)(3)(ii)(A) or (B), respectively) and thus 
may not be taken into account as years of 
service. See § 1.401(a)(4)–11(d)(3)(i)(A) (regard-
ing years of service that may not be taken 
into account under § 1.401(a)(4)–1(b)(2)). Thus, 
the window-eligible employees are entitled 
to a larger benefit (as a percentage of aver-
age annual compensation) than other em-
ployees with the same number of years of 
service, and the plan does not satisfy the 
uniform normal retirement benefit require-
ment of paragraph (b)(2)(i) of this section. 

(c) Plan A is restructured under the provi-
sions of § 1.401(a)(4)–9(c) into two component 
plans: Component Plan A1, consisting of all 
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employees who are not eligible for the early 
retirement window benefit and all of their 
accruals and benefits, rights, and features 
under the plan, and Component Plan A2, con-
sisting of all employees who are eligible for 
the early retirement window benefit (includ-
ing the designated employees in the human 
resource department) and all of their accru-
als and benefits, rights, and features under 
the plan. 

(d) Component Plan A1 still satisfies para-
graph (b) of this section, because there has 
been no change for the employees in that 
component plan. Similarly, Component Plan 
A2 satisfies paragraph (b) of this section dis-
regarding the change in the benefit formula. 

(e) Because the early retirement window 
benefit consists of a temporary change in the 
benefit formula, paragraph (f)(4)(ii)(B) of this 
section requires that the plan satisfy the re-
quirements of paragraph (b) of this section 
reflecting the change in order to remain a 
safe harbor plan. After reflecting the change, 
Component Plan A2 still provides the same 
benefit (albeit higher than under the regular 
benefit formula) to all employees with the 
same years of service that may be taken into 
account in testing the plan, and thus the 
benefit formula (as temporarily amended) 
satisfies the requirements of paragraphs 
(b)(2) (i) and (ii) of this section. 

(f) Since Component Plan A2 also satisfies 
all of the other requirements of paragraph 
(b)(2) of this section and the safe harbor of 
paragraph (b)(3) of this section reflecting the 
change in the benefit formula, Component 
Plan A2 satisfies this paragraph (b) both re-
flecting and disregarding the change in the 
benefit formula. Thus, Component Plan A2 
satisfies paragraph (b) of this section. 

Example 2. The facts are the same as in Ex-
ample 1, except that Plan A’s benefit formula 
used the maximum amount of permitted dis-
parity under section 401(l) prior to the 
amendment. The analysis is the same as in 
paragraphs (a) through the first sentence of 
paragraph (e) of Example 1. In order to satisfy 
the requirements of paragraph (b)(2) of this 
section, a plan that uses permitted disparity 
must satisfy the requirements of section 
401(l) after reflecting the change in the ben-
efit formula. Because, as stated in Example 1, 
the additional five years of service may not 
be taken into account for purposes of satis-
fying paragraph (b) of this section, the dis-
parity that results from crediting that serv-
ice exceeds the maximum permitted dis-
parity under section 401(l). Thus, Component 
Plan A2 does not satisfy the requirements of 
paragraph (b) of this section. 

Example 3. The facts are the same as in Ex-
ample 1, except that Plan A is tested under 
the general test in paragraph (c) of this sec-
tion. The early retirement window benefit is 
disregarded for purposes of determining the 
normal accrual rates, but is taken into ac-
count in 1999 for purposes of determining the 

most valuable accrual rates, of employees 
who were eligible for the early retirement 
window benefit (regardless of whether they 
elected to receive it). As stated in Example 1, 
the additional five years of service do not 
represent past service, pre-participation 
service, or imputed service, and thus under 
§ 1.401(a)(4)–11(d)(3)(i)(A) may not be taken 
into account as testing service. 

(5) Unpredictable contingent event ben-
efits—(i) General rule. In general, an un-
predictable contingent event benefit 
(within the meaning of section 
412(l)(7)(B)(ii)) is not taken into ac-
count under this section until the oc-
currence of the contingent event. Thus, 
the special rule in § 1.401(a)(4)–4(d)(7) 
(treating the contingent event as hav-
ing occurred) does not apply for pur-
poses of this section. In the case of an 
unpredictable contingent event that is 
expected to result in the termination 
from employment of certain employees 
within a period of time consistent with 
the rules for defining an early retire-
ment window benefit in paragraph 
(f)(4)(iii) of this section, the unpredict-
able contingent event benefit available 
to those employees is permitted to be 
treated as an early retirement window 
benefit, thus permitting the rules of 
paragraph (f)(4) of this section to be ap-
plied to it. 

(ii) Example. The following example 
illustrates the rules of this paragraph 
(f)(5): 

Example. (a) Employer X operates various 
manufacturing plants and maintains Plan A, 
a defined benefit plan that covers all of its 
nonexcludable employees. Plan A provides 
an early retirement benefit under which em-
ployees who retire after age 55 but before 
normal retirement age and who have at least 
10 years of service receive a benefit equal to 
their normal retirement benefit reduced by 
four percent per year for each year prior to 
normal retirement age. Plan A also provides 
a plant-closing benefit under which employ-
ees who satisfy the conditions for receiving 
the early retirement benefit and who work 
at a plant where operations have ceased and 
whose employment has been terminated will 
receive an unreduced normal retirement ben-
efit. The plant-closing benefit is an unpre-
dictable contingent event benefit. 

(b) During the 1997 plan year, Employer X 
had no plant closings. Therefore, the plant- 
closing benefit is not taken into account for 
the 1997 plan year in determining accrual 
rates or in applying the safe harbors in para-
graph (b) of this section. 
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(c) During the 1998 plan year, Employer X 
begins to close one plant. Employees M 
through Z, who are employees at the plant 
that is closing, are expected to terminate 
employment with Employer X during the 
plan year and will satisfy the conditions for 
the plant-closing benefit. Therefore, in test-
ing Plan A under this section for the 1998 
plan year, the availability of the plant-clos-
ing benefit to Employees M through Z must 
be taken into account in determining their 
accrual rates or in determining whether the 
plan satisfies one of the safe harbors under 
paragraph (b) of this section. 

(d) Because the employees eligible for the 
unpredictable contingent event benefit are 
expected to terminate employment with Em-
ployer X during a period consistent with the 
rules for defining an early retirement win-
dow benefit, in testing Plan A under this sec-
tion for the 1998 plan year, the special rules 
in paragraph (f)(4)(ii) of this section may be 
applied. Thus, for example, normal accrual 
rates may be determined without reference 
to the unpredictable contingent event ben-
efit. 

(e) Despite the closing of the plant, Em-
ployee Q remains an employee into the 1999 
plan year. Under paragraph (f)(4)(ii)(A) of 
this section, the availability of the plant- 
closing benefit to Employee Q may be dis-
regarded in the 1999 plan year. 

(6) Determination of benefits on other 
than plan-year basis. For purposes of 
this section, accruals are generally de-
termined based on the plan year. Nev-
ertheless, an employer may determine 
accruals on the basis of any period end-
ing within the plan year as long as the 
period is at least 12 months in dura-
tion. For example, accruals for all em-
ployees may be determined based on 
accrual computation periods ending 
within the plan year. 

(7) Adjustments for certain plan dis-
tributions. For purposes of this section, 
an employee’s accrued benefit includes 
the actuarial equivalent of prior dis-
tributions of accrued benefits from the 
plan to the employee if the years of 
service taken into account in deter-
mining the accrued benefits that were 
distributed continue to be taken into 
account under the plan for purposes of 
determining the employee’s current ac-
crued benefit. For purposes of this 
paragraph (f)(7), actuarial equivalence 
must be determined in a uniform man-
ner for all employees using reasonable 
actuarial assumptions. A standard in-
terest rate and a standard mortality 
table are among the assumptions con-

sidered reasonable for this purpose. 
Thus, for example, if an employee has 
commenced receipt of benefits in ac-
cordance with the minimum distribu-
tion requirements of section 401(a)(9), 
and the plan reduces the employee’s ac-
crued benefit to take into account the 
amount of the distributions, the em-
ployee’s accrued benefit for purposes of 
this section is restored to the value it 
would have had if the distributions had 
not occurred. 

(8) Adjustment for certain QPSA 
charges. For purposes of this section, 
an employee’s accrued benefit includes 
the cost of a qualified preretirement 
survivor annuity (QPSA) that reduces 
the employee’s accrued benefit other-
wise determined under the plan, as per-
mitted under § 1.401(a)–20, Q&A–21. 
Thus, an employee’s accrued benefit for 
purposes of this section is determined 
as if the cost of the QPSA had not been 
charged against the accrued benefit. 
This paragraph (f)(8) applies only if the 
QPSA charges apply uniformly to all 
employees. 

(9) Disregard of certain offsets—(i) Gen-
eral rule. For purposes of this section, 
an employee’s accrued benefit under a 
plan includes that portion of the ben-
efit that is offset under an offset provi-
sion described in § 1.401(a)(4)– 
11(d)(3)(i)(D). The rule in the preceding 
sentence applies only to the extent 
that the benefit by which the benefit 
under the plan being tested is offset is 
attributable to periods for which the 
plan being tested credits pre-participa-
tion service (within the meaning of 
§ 1.401(a)(4)–11(d)(3)(ii)(A)) that satisfies 
§ 1.401(a)(4)–11(d)(3)(iii) or past service 
(within the meaning of § 1.401(a)(4)– 
11(d)(3)(i)(B)), and only if— 

(A) The benefit under the plan being 
tested is offset by either— 

(1) Benefits under a qualified defined 
benefit plan or defined contribution 
plan (whether or not terminated); or 

(2) Benefits under a foreign plan that 
are reasonably expected to be paid; 
and, 

(B) If any portion of the benefit that 
is offset is nonforfeitable (within the 
meaning of section 411), that portion is 
offset by a benefit (or portion of a ben-
efit) that is also nonforfeitable (or 
vested, in the case of a foreign plan). 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00139 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



128 

26 CFR Ch. I (4–1–15 Edition) § 1.401(a)(4)–4 

(ii) Examples. The following examples 
illustrate the rules in this paragraph 
(f)(9): 

Example 1. (a) Employer X maintains two 
qualified defined benefit plans, Plan A and 
Plan B. Plan B provides that, whenever an 
employee transfers to Plan B from Plan A, 
the service that was credited under Plan A is 
credited in determining benefits under Plan 
B. The Plan A service credited under Plan B 
is pre-participation service that satisfies 
§ 1.401(a)(4)–11(d)(3)(iii). Plan B offsets the 
benefits determined under Plan B by the em-
ployee’s vested benefits under Plan A. Plan 
A does not credit additional benefit service 
or accrual service after employees transfer 
to Plan B. 

(b) The Plan B provision providing for an 
offset of benefits under Plan A satisfies 
§ 1.401(a)(4)–11(d)(3)(i)(D). This is because the 
provision applies to similarly-situated em-
ployees and the benefits under Plan A that 
are offset against the Plan B benefits are at-
tributable to pre-participation service taken 
into account under Plan B. 

(c) This paragraph (f)(9) applies in deter-
mining the benefits that are taken into ac-
count under this section for employees in 
Plan B who are transferred from Plan A. 
This is because the offset provision is de-
scribed in § 1.401(a)(4)–11(d)(3)(i)(D), the bene-
fits under the other plan by which the bene-
fits under the plan being tested are offset are 
attributable solely to pre-participation serv-
ice that satisfies § 1.401(a)(4)–11(d)(3)(iii), and 
the benefits are offset solely by vested bene-
fits under another qualified plan. Thus, for 
example, the accrual rates of employees in 
Plan B are determined as if there were no 
offset, i.e., by adding back the benefits that 
are offset to the net benefits under Plan B. 

(d) The result would be the same even if 
Plan A continued to recognize compensation 
paid after the transfer in the determination 
of benefits under Plan A. However, if Plan A 
continued to credit benefit or accrual service 
after the transfer, then, to the extent that 
Plan B’s offset of benefits under Plan A in-
creased as a result, the additional benefits 
offset under Plan B would not be added back 
in determining the benefits under Plan B 
that are taken into account under this sec-
tion. 

Example 2. The facts are the same as in Ex-
ample 1, except that Plan A is not a plan de-
scribed in paragraph (f)(9)(i)(A) of this sec-
tion. None of the benefits under Plan B that 
are offset by benefits under Plan A may be 
added back in determining the benefits 
under Plan B that are taken into account 
under this section. Thus, benefits under Plan 
B are tested on a net basis. 

(10) Special rule for multiemployer 
plans. For purposes of this section, if a 
multiemployer plan increases benefits 

for service prior to a specific date sub-
ject to a plan provision requiring em-
ployees to complete a specified amount 
of service (not to exceed five years) 
after that date, then benefits are per-
mitted to be determined disregarding 
the service condition, provided that the 
condition is applicable to all employees 
in the multiemployer plan (including 
collectively bargained employees). 

[T.D. 8485, 58 FR 46785, Sept. 3, 1993] 

§ 1.401(a)(4)–4 Nondiscriminatory 
availability of benefits, rights, and 
features. 

(a) Introduction. This section provides 
rules for determining whether the ben-
efits, rights, and features provided 
under a plan (i.e., all optional forms of 
benefit, ancillary benefits, and other 
rights and features available to any 
employee under the plan) are made 
available in a nondiscriminatory man-
ner. Benefits, rights, and features pro-
vided under a plan are made available 
to employees in a nondiscriminatory 
manner only if each benefit, right, or 
feature satisfies the current avail-
ability requirement of paragraph (b) of 
this section and the effective avail-
ability requirement of paragraph (c) of 
this section. Paragraph (d) of this sec-
tion provides special rules for applying 
these requirements. Paragraph (e) of 
this section defines optional form of 
benefit, ancillary benefit, and other 
right or feature. 

(b) Current availability—(1) General 
rule. The current availability require-
ment of this paragraph (b) is satisfied 
if the group of employees to whom a 
benefit, right, or feature is currently 
available during the plan year satisfies 
section 410(b) (without regard to the 
average benefit percentage test of 
§ 1.410(b)–5). In determining whether 
the group of employees satisfies sec-
tion 410(b), an employee is treated as 
benefiting only if the benefit, right, or 
feature is currently available to the 
employee. 

(2) Determination of current avail-
ability—(i) General rule. Whether a ben-
efit, right, or feature that is subject to 
specified eligibility conditions is cur-
rently available to an employee gen-
erally is determined based on the cur-
rent facts and circumstances with re-
spect to the employee (e.g., current 
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compensation, accrued benefit, posi-
tion, or net worth). 

(ii) Certain conditions disregarded—(A) 
Certain age and service conditions—(1) 
General rule. Notwithstanding para-
graph (b)(2)(i) of this section, any spec-
ified age or service condition with re-
spect to an optional form of benefit or 
a social security supplement is dis-
regarded in determining whether the 
optional form of benefit or the social 
security supplement is currently avail-
able to an employee. Thus, for exam-
ple, an optional form of benefit that is 
available to all employees who termi-
nate employment on or after age 55 
with at least 10 years of service is 
treated as currently available to an 
employee, without regard to the em-
ployee’s current age or years of service, 
and without regard to whether the em-
ployee could potentially meet the age 
and service conditions prior to attain-
ing the plan’s normal retirement age. 

(2) Time-limited age or service condi-
tions not disregarded. Notwithstanding 
paragraph (b)(2)(ii)(A)(1) of this sec-
tion, an age or service condition is not 
disregarded in determining the current 
availability of an optional form of ben-
efit or social security supplement if 
the condition must be satisfied within 
a limited period of time. However, in 
determining the current availability of 
an optional form of benefit or a social 
security supplement subject to such an 
age or service condition, the age and 
service of employees may be projected 
to the last date by which the age condi-
tion or service condition must be satis-
fied in order to be eligible for the op-
tional form of benefit or social security 
supplement under the plan. Thus, for 
example, an optional form of benefit 
that is available only to employees 
who terminate employment between 
July 1, 1995, and December 31, 1995, 
after attainment of age 55 with at least 
10 years of service is treated as cur-
rently available to an employee only if 
the employee could satisfy those age 
and service conditions by December 31, 
1995. 

(B) Certain other conditions. Specified 
conditions on the availability of a ben-
efit, right, or feature requiring a speci-
fied percentage of the employee’s ac-
crued benefit to be nonforfeitable, ter-
mination of employment, death, satis-

faction of a specified health condition 
(or failure to meet such condition), dis-
ability, hardship, family status, default 
on a plan loan secured by a partici-
pant’s account balance, execution of a 
covenant not to compete, application 
for benefits or similar ministerial or 
mechanical acts, election of a benefit 
form, execution of a waiver of rights 
under the Age Discrimination in Em-
ployment Act or other federal or state 
law, or absence from service, are dis-
regarded in determining the employees 
to whom the benefit, right, or feature 
is currently available. In addition, if a 
multiemployer plan includes a reason-
able condition that limits eligibility 
for an ancillary benefit, or other right 
or feature, to those employees who 
have recent service under the plan 
(e.g., a condition on a death benefit 
that requires an employee to have a 
minimum number of hours credited 
during the last two years) and the con-
dition applies to all employees in the 
multiemployer plan (including the col-
lectively bargained employees) to 
whom the ancillary benefit, or other 
right or feature, is otherwise currently 
available, then the condition is dis-
regarded in determining the employees 
to whom the ancillary benefit, or other 
right or feature, is currently available. 

(C) Certain conditions relating to man-
datory cash-outs. In the case of a plan 
that provides for mandatory cash-outs 
of all terminated employees who have 
a vested accrued benefit with an actu-
arial present value less than or equal 
to a specified dollar amount (not to ex-
ceed the cash-out limit in effect under 
§ 1.411(a)–11(c)(3)(ii)) as permitted by 
sections 411(a)(11) and 417(e), the im-
plicit condition on any benefit, right, 
or feature (other than the mandatory 
cash-out) that requires the employee to 
have a vested accrued benefit with an 
actuarial present value in excess of the 
specified dollar amount is disregarded 
in determining the employees to whom 
the benefit, right, or feature is cur-
rently available. 

(D) Other dollar limits. A condition 
that the amount of an employee’s vest-
ed accrued benefit or the actuarial 
present value of that benefit be less 
than or equal to a specified dollar 
amount is disregarded in determining 
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the employees to whom the benefit, 
right, or feature is currently available. 

(E) Certain conditions on plan loans. In 
the case of an employee’s right to a 
loan from the plan, the condition that 
an employee must have an account bal-
ance sufficient to be eligible to receive 
a minimum loan amount specified in 
the plan (not to exceed $1,000) is dis-
regarded in determining the employees 
to whom the right is currently avail-
able. 

(3) Benefits, rights, and features that 
are eliminated prospectively—(i) Special 
testing rule. Notwithstanding paragraph 
(b)(1) of this section, a benefit, right, or 
feature that is eliminated with respect 
to benefits accrued after the later of 
the eliminating amendment’s adoption 
or effective date (the elimination date), 
but is retained with respect to benefits 
accrued as of the elimination date, and 
that satisfies this paragraph (b) as of 
the elimination date, is treated as sat-
isfying this paragraph (b) for all subse-
quent periods. This rule does not apply 
if the terms of the benefit, right, or 
feature (including the employees to 
whom it is available) are changed after 
the elimination date. 

(ii) Elimination of a benefit, right, or 
feature—(A) General rule. For purposes 
of this paragraph (b)(3), a benefit, 
right, or feature provided to an em-
ployee is eliminated with respect to 
benefits accrued after the elimination 
date if the amount or value of the ben-
efit, right, or feature depends solely on 
the amount of the employee’s accrued 
benefit (within the meaning of section 
411(a)(7)) as of the elimination date, in-
cluding subsequent income, expenses, 
gains, and losses with respect to that 
benefit in the case of a defined con-
tribution plan. 

(B) Special rule for benefits, rights, and 
features that are not section 411(d)(6)-pro-
tected benefits. Notwithstanding para-
graph (b)(3)(ii)(A) of this section, in the 
case of a benefit, right, or feature 
under a defined contribution plan that 
is not a section 411(d)(6)-protected ben-
efit (within the meaning of § 1.411(d)–4, 
Q&A–1), e.g., the availability of plan 
loans, for purposes of this paragraph 
(b)(3)(ii) each employee’s accrued ben-
efit as of the elimination date may be 
treated, on a uniform basis, as con-
sisting exclusively of the dollar 

amount of the employee’s account bal-
ance as of the elimination date. 

(C) Special rule for benefits, rights, and 
features that depend on adjusted accrued 
benefits. For purposes of this paragraph 
(b)(3), a benefit, right, or feature pro-
vided to an employee under a plan that 
has made a fresh start does not fail to 
be eliminated as of an elimination date 
that is the fresh-start date merely be-
cause it depends solely on the amount 
of the employee’s adjusted accrued 
benefit (within the meaning of 
§ 1.401(a)(4)–13(d)(8)). 

(c) Effective availability—(1) General 
rule. Based on all of the relevant facts 
and circumstances, the group of em-
ployees to whom a benefit, right, or 
feature is effectively available must 
not substantially favor HCEs. 

(2) Examples. The following examples 
illustrate the rules of this paragraph 
(c): 

Example 1. Employer X maintains Plan A, a 
defined benefit plan that covers both of its 
highly compensated nonexcludable employ-
ees and nine of its 12 nonhighly compensated 
nonexcludable employees. Plan A provides 
for a normal retirement benefit payable as 
an annuity and based on a normal retire-
ment age of 65, and an early retirement ben-
efit payable upon termination in the form of 
an annuity to employees who terminate from 
service with the employer on or after age 55 
with 30 or more years of service. Both HCEs 
of Employer X currently meet the age and 
service requirement, or will have 30 years of 
service by the time they reach age 55. All but 
two of the nine NHCEs of Employer X who 
are covered by Plan A were hired on or after 
age 35 and, thus, cannot qualify for the early 
retirement benefit. Even though the group of 
employees to whom the early retirement 
benefit is currently available satisfies the 
ratio percentage test of § 1.410(b)–2(b)(2) when 
age and service are disregarded pursuant to 
paragraph (b)(2)(ii)(A) of this section, absent 
other facts, the group of employees to whom 
the early retirement benefit is effectively 
available substantially favors HCEs. 

Example 2. Employer Y maintains Plan B, a 
defined benefit plan that provides for a nor-
mal retirement benefit payable as an annu-
ity and based on a normal retirement age of 
65. By a plan amendment first adopted and 
effective December 1, 1998, Employer Y 
amends Plan B to provide an early retire-
ment benefit that is available only to em-
ployees who terminate employment by De-
cember 15, 1998, and who are at least age 55 
with 30 or more years of service. Assume 
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that all employees were hired prior to at-
taining age 25 and that the group of employ-
ees who have, or will have, attained age 55 
with 30 years of service by December 15, 1998, 
satisfies the ratio percentage test of 
§ 1.410(b)–2(b)(2). Assume, further, that the 
employer takes no steps to inform all eligi-
ble employees of the early retirement option 
on a timely basis and that the only employ-
ees who terminate from employment with 
the employer during the two-week period in 
which the early retirement benefit is avail-
able are HCEs. Under these facts, the group 
of employees to whom this early retirement 
window benefit is effectively available sub-
stantially favors HCEs. 

Example 3. Employer Z amends Plan C on 
June 30, 1999, to provide for a single sum op-
tional form of benefit for employees who ter-
minate from employment with Employer Z 
after June 30, 1999, and before January 1, 
2000. The availability of this single sum op-
tional form of benefit is conditioned on the 
employee’s having a particular disability at 
the time of termination of employment. The 
only employee of the employer who meets 
this disability requirement at the time of 
the amendment and thereafter through De-
cember 31, 1999, is a HCE. Under paragraph 
(b)(2)(ii)(B) of this section, the disability 
condition is disregarded in determining the 
current availability of the single sum op-
tional form of benefit. Nevertheless, under 
these facts, the group of employees to whom 
the single sum optional form of benefit is ef-
fectively available substantially favors 
HCEs. 

(d) Special rules—(1) Mergers and ac-
quisitions—(i) Special testing rule. A ben-
efit, right, or feature available under a 
plan solely to an acquired group of em-
ployees is treated as satisfying para-
graphs (b) and (c) of this section during 
the period that each of the following 
requirements is satisfied: 

(A) The benefit, right, or feature 
must satisfy paragraphs (b) and (c) of 
this section (determined without re-
gard to the special rule in section 
410(b)(6)(C)) on the date that is selected 
by the employer as the latest date by 
which an employee must be hired or 
transferred into the acquired trade or 
business for an employee to be included 
in the acquired group of employees. 
This determination is made with ref-
erence to the plan of the current em-
ployer and its nonexcludable employ-
ees. 

(B) The benefit, right, or feature 
must be available under the plan of the 
current employer after the transaction 
on the same terms as it was available 

under the plan of the prior employer 
before the transaction. This require-
ment is not violated merely because of 
a change made to the benefit, right, or 
feature that is permitted by section 
411(d)(6), provided that— 

(1) The change is a replacement of 
the benefit, right, or feature with an-
other benefit, right, or feature that is 
available to the same employees as the 
original benefit, right, or feature, and 
the original benefit, right, or feature is 
of inherently equal or greater value 
(within the meaning of paragraph 
(d)(4)(i)(A) of this section) than the 
benefit, right, or feature that replaces 
it; or 

(2) The change is made before Janu-
ary 12, 1993. 

(ii) Scope of special testing rule. This 
paragraph (d)(1) applies only to bene-
fits, rights, and features with respect 
to benefits accruing under the plan of 
the current employer, and not to bene-
fits, rights, and features with respect 
to benefits accrued under the plan of 
the prior employer (unless, pursuant to 
the transaction, the plan of the prior 
employer becomes the plan of the cur-
rent employer, or the assets and liabil-
ities with respect to the acquired group 
of employees under the plan of the 
prior employer are transferred to the 
plan of the current employer in a plan 
merger, consolidation, or other trans-
fer described in section 414(l)). 

(iii) Example. The following example 
illustrates the rules of this paragraph 
(d)(1): 

Example. Employer X maintains Plan A, a 
defined benefit plan with a single sum op-
tional form of benefit for all employees. Em-
ployer Y acquires Employer X and merges 
Plan A into Plan B, a defined benefit plan 
maintained by Employer Y that does not 
otherwise provide a single sum optional form 
of benefit. Employer Y continues to provide 
the single sum optional form of benefit under 
Plan B on the same terms as it was offered 
under Plan A to all employees who were ac-
quired in the transaction with Employer X 
(and to no other employees). The optional 
form of benefit satisfies paragraphs (b) and 
(c) of this section immediately following the 
transaction (determined without taking into 
account section 410(b)(6)(C)) when tested 
with reference to Plan B and Employer Y’s 
nonexcludable employees. Under these facts, 
Plan B is treated as satisfying this section 
with respect to the single sum optional form 
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of benefit for the plan year of the trans-
action and all subsequent plan years. 

(2) Frozen participants. A plan must 
satisfy the nondiscriminatory avail-
ability requirement of this section not 
only with respect to benefits, rights, 
and features provided to employees 
who are currently benefiting under the 
plan, but also separately with respect 
to benefits, rights, and features pro-
vided to nonexcludable employees with 
accrued benefits who are not currently 
benefiting under the plan (frozen par-
ticipants). Thus, each benefit, right, 
and feature available to any frozen par-
ticipant under the plan is separately 
subject to the requirements of this sec-
tion. A plan satisfies paragraphs (b) 
and (c) of this section with respect to a 
benefit, right, or feature available to 
any frozen participant under the plan 
only if one or more of the following re-
quirements is satisfied: 

(i) The benefit, right, or feature must 
be one that would satisfy paragraphs 
(b) and (c) of this section if it were not 
available to any employee currently 
benefiting under the plan. 

(ii) The benefit, right, or feature 
must be one that would satisfy para-
graphs (b) and (c) of this section if all 
frozen participants were treated as em-
ployees currently benefiting under the 
plan. 

(iii) No change in the availability of 
the benefit, right, or feature may have 
been made that is first effective in the 
current plan year with respect to a fro-
zen participant. 

(iv) Any change in the availability of 
the benefit, right, or feature that is 
first effective in the current plan year 
with respect to a frozen participant 
must be made in a nondiscriminatory 
manner. Thus, any expansion in the 
availability of the benefit, right, or 
feature to any highly compensated fro-
zen participant must be applied on a 
consistent basis to all nonhighly com-
pensated frozen participants. Simi-
larly, any contraction in the avail-
ability of the benefit, right, or feature 
that affects any nonhighly com-
pensated frozen participant must be ap-
plied on a consistent basis to all highly 
compensated frozen participants. 

(3) Early retirement window benefits. If 
a benefit, right, or feature meets the 
definition of an early retirement win-

dow benefit in § 1.401(a)(4)–3(f)(4)(iii) (or 
would meet that definition if the defi-
nition applied to all benefits, rights, 
and features), the benefit, right, or fea-
ture is disregarded for purposes of ap-
plying this section with respect to an 
employee for all plan years other than 
the first plan year in which the benefit 
is currently available to the employee. 

(4) Permissive aggregation of certain 
benefits, rights, or features—(i) General 
rule. An optional form of benefit, ancil-
lary benefit, or other right or feature 
may be aggregated with another op-
tional form of benefit, ancillary ben-
efit, or other right or feature, respec-
tively, and the two may be treated as a 
single optional form of benefit, ancil-
lary benefit, or other right or feature, 
if both of the following requirements 
are satisfied: 

(A) One of the two optional forms of 
benefit, ancillary benefit, or other 
rights or features must in all cases be 
of inherently equal or greater value 
than the other. For this purpose, one 
benefit, right, or feature is of inher-
ently equal or greater value than an-
other benefit, right, or feature only if, 
at any time and under any conditions, 
it is impossible for any employee to re-
ceive a smaller amount or a less valu-
able right under the first benefit, right, 
or feature than under the second ben-
efit, right, or feature. 

(B) The optional form of benefit, an-
cillary benefit, or other right or fea-
ture of inherently equal or greater 
value must separately satisfy para-
graphs (b) and (c) of this section (with-
out regard to this paragraph (d)(4)). 

(ii) Aggregation may be applied more 
than once. The aggregation rule in this 
paragraph (d)(4) may be applied more 
than once. Thus, for example, an op-
tional form of benefit may be aggre-
gated with another optional form of 
benefit that itself constitutes two sepa-
rate optional forms of benefit that are 
aggregated and treated as a single op-
tional form of benefit under this para-
graph (d)(4). 

(iii) Examples. The following exam-
ples illustrate the rules in this para-
graph (d)(4): 

Example 1. Plan A is a defined benefit plan 
that provides a single sum optional form of 
benefit to all employees. The single sum op-
tional form of benefit is available on the 
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same terms to all employees, except that, for 
employees in Division S, a five-percent dis-
count factor is applied and, for employees of 
Division T, a seven-percent discount factor is 
applied. Under paragraph (e)(1) of this sec-
tion, the single sum optional form of benefit 
constitutes two separate optional forms of 
benefit. Assume that the single sum optional 
form of benefit available to employees of Di-
vision S separately satisfies paragraphs (b) 
and (c) of this section without taking into 
account this paragraph (d)(4). Because a 
lower discount factor is applied in deter-
mining the single sum optional form of ben-
efit available to employees of Division S 
than is applied in determining the single 
sum optional form of benefit available to 
employees of Division T, the first single sum 
optional form of benefit is of inherently 
greater value than the second single sum op-
tional form of benefit. Under these facts, 
these two single sum optional forms of ben-
efit may be aggregated and treated as a sin-
gle optional form of benefit for purposes of 
this section. 

Example 2. The facts are the same as in Ex-
ample 1, except that, in order to receive the 
single sum optional form of benefit, employ-
ees of Division S (but not employees of Divi-
sion T) must have completed at least 20 
years of service. The single sum optional 
form of benefit available to employees of Di-
vision S is not of inherently equal or greater 
value than the single sum optional form of 
benefit available to employees of Division T, 
because an employee of Division S who ter-
minates employment with less than 20 years 
of service would receive a smaller single sum 
amount (i.e., zero) than a similarly-situated 
employee of Division T who terminates em-
ployment with less than 20 years of service. 
Under these facts, the two single sum op-
tional forms of benefit may not be aggre-
gated and treated as a single optional form 
of benefit for purposes of this section. 

(5) Certain spousal benefits. In the case 
of a plan that includes two or more 
plans that have been permissively ag-
gregated under § 1.410(b)–7(d), the ag-
gregated plan satisfies this section 
with respect to the availability of any 
nonsubsidized qualified joint and sur-
vivor annuities, qualified preretire-
ment survivor annuities, or spousal 
death benefits described in section 
401(a)(11), if each plan that is part of 
the aggregated plan satisfies section 
401(a)(11). Whether a benefit is consid-
ered subsidized for this purpose may be 
determined using any reasonable actu-
arial assumptions. For purposes of this 
paragraph (d)(5), a qualified joint and 
survivor annuity, qualified preretire-
ment survivor annuity, or spousal 

death benefit is deemed to be non-
subsidized if it is provided under a de-
fined contribution plan. 

(6) Special ESOP rules. An ESOP does 
not fail to satisfy paragraphs (b) and 
(c) of this section merely because it 
makes an investment diversification 
right or feature or a distribution op-
tion available solely to all qualified 
participants (within the meaning of 
section 401(a)(28)(B)(iii)), or merely be-
cause the restrictions of section 409(n) 
apply to certain individuals. 

(7) Special testing rule for unpredictable 
contingent event benefits. A benefit, 
right, or feature that is contingent on 
the occurrence of an unpredictable con-
tingent event (within the meaning of 
section 412(l)(7)(B)(ii)) is tested under 
this section as if the event had oc-
curred. Thus, the current availability 
of a benefit that becomes an optional 
form of benefit upon the occurrence of 
an unpredictable contingent event is 
tested by deeming the event to have 
occurred and by disregarding age and 
service conditions on the eligibility for 
that benefit to the extent permitted for 
optional forms of benefit under para-
graph (b)(2) of this section. 

(e) Definitions—(1) Optional form of 
benefit—(i) General rule. The term op-
tional form of benefit means a distribu-
tion alternative (including the normal 
form of benefit) that is available under 
a plan with respect to benefits de-
scribed in section 411(d)(6)(A) or a dis-
tribution alternative that is an early 
retirement benefit or retirement-type 
subsidy described in section 
411(d)(6)(B)(i), including a QSUPP. Ex-
cept as provided in paragraph (e)(1)(ii) 
of this section, different optional forms 
of benefit exist if a distribution alter-
native is not payable on substantially 
the same terms as another distribution 
alternative. The relevant terms include 
all terms affecting the value of the op-
tional form, such as the method of ben-
efit calculation and the actuarial as-
sumptions used to determine the 
amount distributed. Thus, for example, 
different optional forms of benefit may 
result from differences in terms relat-
ing to the payment schedule, timing, 
commencement, medium of distribu-
tion (e.g., in cash or in kind), election 
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rights, differences in eligibility re-
quirements, or the portion of the ben-
efit to which the distribution alter-
native applies. 

(ii) Exceptions—(A) Differences in ben-
efit formula or accrual method. A dis-
tribution alternative available under a 
defined benefit plan does not fail to be 
a single optional form of benefit mere-
ly because the benefit formulas, ac-
crual methods, or other factors (includ-
ing service-computation methods and 
definitions of compensation) under-
lying, or the manner in which employ-
ees vest in, the accrued benefit that is 
paid in the form of the distribution al-
ternative are different for different em-
ployees to whom the distribution alter-
native is available. Notwithstanding 
the foregoing, differences in the nor-
mal retirement ages of employees or in 
the form in which the accrued benefit 
of employees is payable at normal re-
tirement age under a plan are taken 
into account in determining whether a 
distribution alternative constitutes 
one or more optional forms of benefit. 

(B) Differences in allocation formula. A 
distribution alternative available 
under a defined contribution plan does 
not fail to be a single optional form of 
benefit merely because the allocation 
formula or other factors (including 
service-computation methods, defini-
tions of compensation, and the manner 
in which amounts described in 
§ 1.401(a)(4)–2(c)(2)(iii) are allocated) un-
derlying, or the manner in which em-
ployees vest in, the accrued benefit 
that is paid in the form of the distribu-
tion alternative are different for dif-
ferent employees to whom the distribu-
tion alternative is available. 

(C) Distributions subject to section 
417(e). A distribution alternative avail-
able under a defined benefit plan does 
not fail to be a single optional form of 
benefit merely because, in determining 
the amount of a distribution, the plan 
applies a lower interest rate to deter-
mine the distribution for employees 
with a vested accrued benefit having an 
actuarial present value not in excess of 
$25,000, as required by section 417(e)(3) 
and § 1.417(e)–1. 

(D) Differences attributable to uniform 
normal retirement age. A distribution al-
ternative available under a defined 
benefit plan does not fail to be a single 

optional form of benefit, to the extent 
that the differences are attributable to 
differences in normal retirement dates 
among employees, provided that the 
differences do not prevent the employ-
ees from having the same uniform nor-
mal retirement age under the defini-
tion of uniform normal retirement age 
in § 1.401(a)(4)–12. 

(iii) Examples. The following exam-
ples illustrate the rules in this para-
graph (e)(1): 

Example 1. Plan A is a defined benefit plan 
that benefits all employees of Divisions S 
and T. The plan offers a qualified joint and 
50-percent survivor annuity at normal retire-
ment age, calculated by multiplying an em-
ployee’s single life annuity payment by a 
factor. For an employee of Division S whose 
benefit commences at age 65, the plan pro-
vides a factor of 0.90, but for a similarly-situ-
ated employee of Division T the plan pro-
vides a factor of 0.85. The qualified joint and 
survivor annuity is not available to employ-
ees of Divisions S and T on substantially the 
same terms, and thus it constitutes two sep-
arate optional forms of benefit. 

Example 2. Plan B is a defined benefit plan 
that benefits all employees of Divisions U 
and V. The plan offers a single sum distribu-
tion alternative available on the same terms 
and determined using the same actuarial as-
sumptions, to all employees. However, dif-
ferent benefit formulas apply to employees 
of each division. Under the exception pro-
vided in paragraph (e)(1)(ii)(A) of this sec-
tion, the single sum optional form of benefit 
available to employees of Division U is not a 
separate optional form of benefit from the 
single sum optional form of benefit available 
to employees of Division V. 

Example 3. Defined benefit Plan C provides 
an early retirement benefit based on a sched-
ule of early retirement factors that is a sin-
gle optional form of benefit. Plan C is 
amended to provide an early retirement win-
dow benefit that consists of a temporary 
change in the plan’s benefit formula (e.g., 
the addition of five years of service to an em-
ployee’s actual service under the benefit for-
mula) applicable in determining the benefits 
for certain employees who terminate em-
ployment within a limited period of time. 
Under the exception provided in paragraph 
(e)(1)(ii)(A) of this section, the early retire-
ment optional form of benefit available to 
window-eligible employees is not a separate 
optional form of benefit from the early re-
tirement optional form of benefit available 
to the other employees. 
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(2) Ancillary benefit. The term ancil-
lary benefit means social security sup-
plements (other than QSUPPs), dis-
ability benefits not in excess of a quali-
fied disability benefit described in sec-
tion 411(a)(9), ancillary life insurance 
and health insurance benefits, death 
benefits under a defined contribution 
plan, preretirement death benefits 
under a defined benefit plan, shut-down 
benefits not protected under section 
411(d)(6), and other similar benefits. 
Different ancillary benefits exist if an 
ancillary benefit is not available on 
substantially the same terms as an-
other ancillary benefit. Principles 
similar to those in paragraph (e)(1)(ii) 
of this section apply in making this de-
termination. 

(3) Other right or feature—(i) General 
rule. The term other right or feature 
generally means any right or feature 
applicable to employees under the 
plan. Different rights or features exist 
if a right or feature is not available on 
substantially the same terms as an-
other right or feature. 

(ii) Exceptions to definition of other 
right or feature. Notwithstanding para-
graph (e)(3)(i) of this section, a right or 
feature is not considered an other right 
or feature if it— 

(A) Is an optional form of benefit or 
an ancillary benefit under the plan; 

(B) Is one of the terms that are taken 
into account in determining whether 
separate optional forms of benefit or 
ancillary benefits exist, or that would 
be taken into account but for para-
graph (e)(1)(ii) of this section (e.g., ben-
efit formulas or the manner in which 
benefits vest); or 

(C) Cannot reasonably be expected to 
be of meaningful value to an employee 
(e.g., administrative details). 

(iii) Examples. Other rights and fea-
tures include, but are not limited to— 

(A) Plan loan provisions (other than 
those relating to a distribution of an 
employee’s accrued benefit upon de-
fault under a loan); 

(B) The right to direct investments; 
(C) The right to a particular form of 

investment, including, for example, a 
particular class or type of employer se-
curities (taking into account, in deter-
mining whether different forms of in-
vestment exist, any differences in con-
version, dividend, voting, liquidation 

preference, or other rights conferred 
under the security); 

(D) The right to make each rate of 
elective contributions described in 
§ 1.401(k)–6 (determining the rate based 
on the plan’s definition of the com-
pensation out of which the elective 
contributions are made (regardless of 
whether that definition satisfies sec-
tion 414(s)), but also treating different 
rates as existing if they are based on 
definitions of compensation or other 
requirements or formulas that are not 
substantially the same); 

(E) The right to make after-tax em-
ployee contributions to a defined ben-
efit plan that are not allocated to sepa-
rate accounts; 

(F) The right to make each rate of 
after-tax employee contributions de-
scribed in § 1.401(m)–1(a)(3) (deter-
mining the rate based on the plan’s def-
inition of the compensation out of 
which the after-tax employee contribu-
tions are made (regardless of whether 
that definition satisfies section 414(s)), 
but also treating different rates as ex-
isting if they are based on definitions 
of compensation or other requirements 
or formulas that are not substantially 
the same); 

(G) The right to each rate of alloca-
tion of matching contributions de-
scribed in § 1.401(m)–1(a)(2) (deter-
mining the rate using the amount of 
matching, elective, and after-tax em-
ployee contributions determined after 
any corrections under §§ 1.401(k)– 
2(b)(1)(i), 1.401(m)–2(b)(1)(i), but also 
treating different rates as existing if 
they are based on definitions of com-
pensation or other requirements or for-
mulas that are not substantially the 
same); 

(H) The right to purchase additional 
retirement or ancillary benefits under 
the plan; and 

(I) The right to make rollover con-
tributions and transfers to and from 
the plan. 

[T.D. 8485, 58 FR 46796, Sept. 3, 1993, as 
amended by T.D. 8794, 63 FR 70338, Dec. 21, 
1998; T.D. 8891, 65 FR 44682, July 19, 2000; T.D. 
9169, 69 FR 78153, Dec. 29, 2004] 
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§ 1.401(a)(4)–5 Plan amendments and 
plan terminations. 

(a) Introduction—(1) Overview. This 
paragraph (a) provides rules for deter-
mining whether the timing of a plan 
amendment or series of amendments 
has the effect of discriminating signifi-
cantly in favor of HCEs or former 
HCEs. For purposes of this section, a 
plan amendment includes, for example, 
the establishment or termination of 
the plan, and any change in the bene-
fits, rights, or features, benefit for-
mulas, or allocation formulas under 
the plan. Paragraph (b) of this section 
sets forth additional requirements that 
must be satisfied in the case of a plan 
termination. 

(2) Facts-and-circumstances determina-
tion. Whether the timing of a plan 
amendment or series of plan amend-
ments has the effect of discriminating 
significantly in favor of HCEs or 
former HCEs is determined at the time 
the plan amendment first becomes ef-
fective for purposes of section 401(a), 
based on all of the relevant facts and 
circumstances. These include, for ex-
ample, the relative numbers of current 
and former HCEs and NHCEs affected 
by the plan amendment, the relative 
length of service of current and former 
HCEs and NHCEs, the length of time 
the plan or plan provision being 
amended has been in effect, and the 
turnover of employees prior to the plan 
amendment. In addition, the relevant 
facts and circumstances include the 
relative accrued benefits of current and 
former HCEs and NHCEs before and 
after the plan amendment and any ad-
ditional benefits provided to current 
and former HCEs and NHCEs under 
other plans (including plans of other 
employers, if relevant). In the case of a 
plan amendment that provides addi-
tional benefits based on an employee’s 
service prior to the amendment, the 
relevant facts and circumstances also 
include the benefits that employees 
and former employees who do not ben-
efit under the amendment would have 
received had the plan, as amended, 
been in effect throughout the period on 
which the additional benefits are 
based. 

(3) Safe harbor for certain grants of 
benefits for past periods. The timing of a 
plan amendment that credits (or in-

creases benefits attributable to) years 
of service for a period in the past is 
deemed not to have the effect of dis-
criminating significantly in favor of 
HCEs or former HCEs if the period for 
which the service credit (or benefit in-
crease) is granted does not exceed the 
five years immediately preceding the 
year in which the amendment first be-
comes effective, the service credit (or 
benefit increase) is granted on a rea-
sonably uniform basis to all employees, 
benefits attributable to the period are 
determined by applying the current 
plan formula, and the service credited 
is service (including pre-participation 
or imputed service) with the employer 
or a previous employer that may be 
taken into account under § 1.401(a)(4)– 
11(d)(3) (without regard to § 1.401(a)(4)– 
11(d)(3)(i)(B)). However, this safe har-
bor is not available if the plan amend-
ment granting the service credit (or in-
creasing benefits) is part of a pattern 
of amendments that has the effect of 
discriminating significantly in favor of 
HCEs or former HCEs. 

(4) Examples. The following examples 
illustrate the rules in this paragraph 
(a): 

Example 1. Plan A is a defined benefit plan 
that covered both HCEs and NHCEs for most 
of its existence. The employer decides to 
wind up its business. In the process of ceas-
ing operations, but at a time when the plan 
covers only HCEs, Plan A is amended to in-
crease benefits and thereafter is terminated. 
The timing of this plan amendment has the 
effect of discriminating significantly in 
favor of HCEs. 

Example 2. Plan B is a defined benefit plan 
that provides a social security supplement 
that is not a QSUPP. After substantially all 
of the HCEs of the employer have benefited 
from the supplement, but before a substan-
tial number of NHCEs have become eligible 
for the supplement, Plan B is amended to re-
duce significantly the amount of the supple-
ment. The timing of this plan amendment 
has the effect of discriminating significantly 
in favor of HCEs. 

Example 3. Plan C is a defined benefit plan 
that contains an ancillary life insurance ben-
efit available to all employees. The plan is 
amended to eliminate this benefit at a time 
when life insurance payments have been 
made only to beneficiaries of HCEs. Because 
all employees received the benefit of life in-
surance coverage before Plan C was amend-
ed, the timing of this plan amendment does 
not have the effect of discriminating signifi-
cantly in favor of HCEs or former HCEs. 
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Example 4. Plan D provides for a benefit of 
one percent of average annual compensation 
per year of service. Ten years after Plan D is 
adopted, it is amended to provide a benefit of 
two percent of average annual compensation 
per year of service, including years of service 
prior to the amendment. The amendment is 
effective only for employees currently em-
ployed at the time of the amendment. The 
ratio of HCEs to former HCEs is significantly 
higher than the ratio of NHCEs to former 
NHCEs. In the absence of any additional fac-
tors, the timing of this plan amendment has 
the effect of discriminating significantly in 
favor of HCEs. 

Example 5. The facts are the same as in Ex-
ample 4, except that, in addition, the years of 
prior service are equivalent between HCEs 
and NHCEs who are current employees, and 
the group of current employees with prior 
service would satisfy the nondiscriminatory 
classification test of § 1.410(b)–4 in the cur-
rent and all prior plan years for which past 
service credit is granted. The timing of this 
plan amendment does not have the effect of 
discriminating significantly in favor of HCEs 
or former HCEs. 

Example 6. Employer V maintains Plan E, 
an accumulation plan. In 1994, Employer V 
amends Plan E to provide that the com-
pensation used to determine an employee’s 
benefit for all preceding plan years shall not 
be less than the employee’s average annual 
compensation as of the close of the 1994 plan 
year. The years of service and percentage in-
creases in compensation for HCEs are rea-
sonably comparable to those of NHCEs. In 
addition, the ratio of HCEs to former HCEs 
is reasonably comparable to the ratio of 
NHCEs to former NHCEs. The timing of this 
plan amendment does not have the effect of 
discriminating significantly in favor of HCEs 
or former HCEs. 

Example 7. Employer W currently has six 
nonexcludable employees, two of whom, H1 
and H2, are HCEs, and the remaining four of 
whom, N1 through N4, are NHCEs. The ratio 
of HCEs to former HCEs is significantly 
higher than the ratio of NHCEs to former 
NHCEs. Employer W establishes Plan F, a 
defined benefit plan providing a benefit of 
one percent of average annual compensation 
per year of service, including years of service 
prior to the establishment of the plan. H1 
and H2 each have 15 years of prior service, N1 
has nine years of past service, N2 has five 
years, N3 has three years, and N4 has one 
year. The timing of this plan establishment 
has the effect of discriminating significantly 
in favor of HCEs. 

Example 8. Assume the same facts as in Ex-
ample 7, except that N1 through N4 were 
hired in the current year, and Employer W 
never employed any NHCEs prior to the cur-
rent year. Thus, no NHCEs would have re-
ceived additional benefits had Plan F been in 
existence during the preceding 15 years. The 

timing of this plan establishment does not 
have the effect of discriminating signifi-
cantly in favor of HCEs or former HCEs. 

Example 9. The facts are the same as in Ex-
ample 7, except that Plan F limits the grant 
of past service credit to five years, and the 
grant of past service otherwise satisfies the 
safe harbor in paragraph (a)(3) of this sec-
tion. The timing of this plan establishment 
is deemed not to have the effect of discrimi-
nating significantly in favor of HCEs or 
former HCEs. 

Example 10. The facts are the same as in 
Example 9, except that, five years after the 
establishment of Plan F, Employer W 
amends the plan to provide a benefit equal to 
two percent of average annual compensation 
per year of service, taking into account all 
years of service since the establishment of 
the plan. The ratio of HCEs to former HCEs 
who terminated employment during the five- 
year period since the establishment of the 
plan is significantly higher than the ratio of 
NHCEs to former NHCEs who terminated 
employment during the five-year period 
since the establishment of the plan. Al-
though the amendment described in this ex-
ample might separately satisfy the safe har-
bor in paragraph (a)(3) of this section, the 
safe harbor is not available with respect to 
the amendment because, under these facts, 
the amendment is part of a pattern of 
amendments that has the effect of discrimi-
nating significantly in favor of HCEs. 

Example 11. Employer Y maintains Plan G, 
a defined benefit plan, covering all its em-
ployees. In 1995, Employer Y acquires Divi-
sion S from Employer Z. Some of the em-
ployees of Division S had been covered under 
a defined benefit plan maintained by Em-
ployer Z. Soon after the acquisition, Em-
ployer Y amends Plan G to cover all employ-
ees of Division S and to credit those who 
were in Division S’s defined benefit plan with 
years of service for years of employment 
with Employer Z. Because the timing of the 
plan amendment was determined by the tim-
ing of the transaction, the timing of this 
plan amendment does not have the effect of 
discriminating significantly in favor of HCEs 
or former HCEs. See also § 1.401(a)(4)–11(d)(3) 
for other rules regarding the crediting of pre- 
participation service. 

Example 12. Plan H is an insurance contract 
plan within the meaning of section 412(i). 
For all plan years before 1999, Plan H pur-
chases insurance contracts from Insurance 
Company J. In 1999, Plan H shifts future pur-
chases of insurance contracts to Insurance 
Company K. The shift in insurance compa-
nies is a plan amendment subject to this 
paragraph (a). 

(b) Pre-termination restrictions—(1) Re-
quired provisions in defined benefit plans. 
A defined benefit plan has the effect of 
discriminating significantly in favor of 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00149 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



138 

26 CFR Ch. I (4–1–15 Edition) § 1.401(a)(4)–5 

HCEs or former HCEs unless it incor-
porates provisions restricting benefits 
and distributions as described in para-
graph (b)(2) and (3) of this section at 
the time the plan is established or, if 
later, as of the first plan year to which 
§§ 1.401(a)(4)–1 through 1.401(a)(4)–13 
apply to the plan under § 1.401(a)(4)– 
13(a) or (b). This paragraph (b) does not 
apply if the Commissioner determines 
that such provisions are not necessary 
to prevent the prohibited discrimina-
tion that may occur in the event of an 
early termination of the plan. The re-
strictions in this paragraph (b) apply 
to a plan within the meaning of 
§ 1.410(b)–7(b) (i.e., a section 414(l) plan). 
Any plan containing a provision de-
scribed in this paragraph (b) satisfies 
section 411(d)(2) and does not fail to 
satisfy section 411(a) or (d)(3) merely 
because of the provision. 

(2) Restriction of benefits upon plan ter-
mination. A plan must provide that, in 
the event of plan termination, the ben-
efit of any HCE (and any former HCE) 
is limited to a benefit that is non-
discriminatory under section 401(a)(4). 

(3) Restrictions on distributions—(i) 
General rule. A plan must provide that, 
in any year, the payment of benefits to 
or on behalf of a restricted employee 
shall not exceed an amount equal to 
the payments that would be made to or 
on behalf of the restricted employee in 
that year under— 

(A) A straight life annuity that is the 
actuarial equivalent of the accrued 
benefit and other benefits to which the 
restricted employee is entitled under 
the plan (other than a social security 
supplement); and 

(B) A social security supplement, if 
any, that the restricted employee is en-
titled to receive. 

(ii) Restricted employee defined. For 
purposes of this paragraph (b), the 
term restricted employee generally 
means any HCE or former HCE. How-
ever, an HCE or former HCE need not 
be treated as a restricted employee in 
the current year if the HCE or former 
HCE is not one of the 25 (or a larger 
number chosen by the employer) non-
excludable employees and former em-
ployees of the employer with the larg-
est amount of compensation in the cur-
rent or any prior year. Plan provisions 
defining or altering this group can be 

amended at any time without violating 
section 411(d)(6). 

(iii) Benefit defined. For purposes of 
this paragraph (b), the term benefit in-
cludes, among other benefits, loans in 
excess of the amounts set forth in sec-
tion 72(p)(2)(A), any periodic income, 
any withdrawal values payable to a liv-
ing employee or former employee, and 
any death benefits not provided for by 
insurance on the employee’s or former 
employee’s life. 

(iv) Nonapplicability in certain cases. 
The restrictions in this paragraph 
(b)(3) do not apply, however, if any one 
of the following requirements is satis-
fied: 

(A) After taking into account pay-
ment to or on behalf of the restricted 
employee of all benefits payable to or 
on behalf of that restricted employee 
under the plan, the value of plan assets 
must equal or exceed 110 percent of the 
value of current liabilities, as defined 
in section 412(l)(7). 

(B) The value of the benefits payable 
to or on behalf of the restricted em-
ployee must be less than one percent of 
the value of current liabilities before 
distribution. 

(C) The value of the benefits payable 
to or on behalf of the restricted em-
ployee must not exceed the amount de-
scribed in section 411(a)(11)(A) (restric-
tions on certain mandatory distribu-
tions). 

(v) Determination of current liabilities. 
For purposes of this paragraph (b), any 
reasonable and consistent method may 
be used for determining the value of 
current liabilities and the value of plan 
assets. 

(4) Operational restrictions on certain 
money purchase pension plans. A money 
purchase pension plan that has an ac-
cumulated funding deficiency, within 
the meaning of section 412(a), or an 
unamortized funding waiver, within 
the meaning of section 412(d), must 
comply in operation with the restric-
tions on benefits and distributions as 
described in paragraphs (b)(2) and (b)(3) 
of this section. Such a plan does not 
fail to satisfy section 411(d)(6) merely 
because of restrictions imposed by the 
requirements of this paragraph (b)(4). 

[T.D. 8485, 58 FR 46800, Sept. 3, 1993] 
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§ 1.401(a)(4)–6 Contributory defined 
benefit plans. 

(a) Introduction. This section provides 
rules necessary for determining wheth-
er a contributory DB plan satisfies the 
nondiscriminatory amount require-
ment of § 1.401(a)(4)–1(b)(2). Paragraph 
(b) of this section provides rules for de-
termining the amount of benefits de-
rived from employer contributions 
(employer-provided benefits) under a 
contributory DB plan for purposes of 
determining whether the plan satisfies 
§ 1.401(a)(4)–1(b)(2) with respect to such 
amounts. Paragraph (c) of this section 
provides the exclusive rules for deter-
mining whether a contributory DB 
plan satisfies § 1.401(a)(4)–1(b)(2) with 
respect to the amount of benefits de-
rived from employee contributions not 
allocated to separate accounts (em-
ployee-provided benefits). See 
§ 1.401(a)(4)–1(b)(2)(ii)(B) for the exclu-
sive tests applicable to employee con-
tributions allocated to separate ac-
counts under a section 401(m) plan. 

(b) Determination of employer-provided 
benefit—(1) General rule. An employee’s 
employer-provided benefit under a con-
tributory DB plan for purposes of sec-
tion 401(a)(4) equals the difference be-
tween the employee’s total benefit and 
the employee’s employee-provided ben-
efit under the plan. The rules of section 
411(c) generally must be used to deter-
mine the employee’s employer-pro-
vided benefit for this purpose. However, 
paragraphs (b)(2) through (b)(6) of this 
section provide alternative methods for 
determining the employee’s employer- 
provided benefit. 

(2) Composition-of-workforce method— 
(i) General rule. A contributory DB plan 
that satisfies paragraph (b)(2)(ii) (A) 
and (B) of this section may determine 
employees’ employer-provided benefit 
rates under the rules of paragraph 
(b)(2)(iii) of this section. 

(ii) Eligibility requirements—(A) Uni-
form rate of employee contributions. A 
contributory DB plan satisfies this 
paragraph (b)(2)(ii)(A) if all employees 
make employee contributions at the 
same rate, expressed as a percentage of 
plan year compensation (the employee 
contribution rate). A plan does not fail 
to satisfy this paragraph (b)(2)(ii)(A) 
merely because it eliminates employee 
contributions for all employees with 

plan year compensation below a speci-
fied contribution breakpoint that is ei-
ther a stated dollar amount or a stated 
percentage of covered compensation 
(within the meaning of § 1.401(l)–1(c)(7)); 
or merely because all employees make 
employee contributions at the same 
rate (expressed as a percentage of plan 
year compensation) with respect to 
plan year compensation up to the con-
tribution breakpoint (base employee 
contribution rate) and at a higher rate 
(expressed as a percentage of plan year 
compensation) that is the same for all 
employees with respect to plan year 
compensation above the contribution 
breakpoint (excess employee contribu-
tion rate). A plan described in para-
graph (c)(4)(i) of this section that satis-
fies paragraph (c)(4)(iii) of this section 
is deemed to satisfy this paragraph. 

(B) Demographic requirements—(1) In 
general. A contributory DB plan satis-
fies this paragraph (b)(2)(ii)(B) if it sat-
isfies either of the demographic tests 
in paragraph (b)(2)(ii)(B) (2) or (3) of 
this section. 

(2) Minimum percentage test. This test 
is satisfied only if more than 40 percent 
of the NHCEs in the plan have attained 
ages at least equal to the plan’s target 
age, and more than 20 percent of the 
NHCEs in the plan have attained ages 
at least equal to the average attained 
age of the HCEs in the plan. For this 
purpose, a plan’s target age is the 
lower of age 50 or the average attained 
age of the HCEs in the plan minus X 
years, where X equals 20 minus the 
product of five times the employee con-
tribution rate under the plan. In no 
case, however, may X years be fewer 
than zero (0) years. Thus, for example, 
if the average attained age of the HCEs 
in the plan is 53 and the employee con-
tribution rate is two percent of plan 
year compensation, the plan’s target 
age is 43 years (i.e., 53¥(20¥(5×2))). 

(3) Ratio test. This test is satisfied 
only if the percentage of all nonhighly 
compensated nonexcludable employees, 
who are in the plan and who have at-
tained ages at least equal to the aver-
age attained age of the HCEs in the 
plan, is at least 70 percent of the per-
centage of all highly compensated non-
excludable employees, who are in the 
plan and who have attained ages at 
least equal to the average attained age 
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of the HCEs in the plan. Attained ages 
must be determined as of the beginning 
of the plan year. In lieu of determining 
the actual distribution of the attained 
ages of the HCEs, an employer may as-
sume that 50 percent of all HCEs have 
attained ages at least equal to the av-
erage attained age of the HCEs. 

(iii) Determination of employer-pro-
vided benefit—(A) Safe harbor plans other 
than section 401(l) plans. For purposes of 
applying the exception to the safe har-
bor in § 1.401(a)(4)–3(b)(6)(viii) with re-
spect to employer-provided benefits 
under a plan other than a section 401(l) 
plan, the employee’s entire accrued 
benefit is treated as employer-pro-
vided. 

(B) Section 401(l) plans—(1) General 
rule. For purposes of applying the ex-
ception to the safe harbor in 
§ 1.401(a)(4)–3(b)(6)(viii) with respect to 
employer-provided benefits under a 
section 401(l) plan, an employee’s base 
benefit percentage and excess benefit 
percentage are reduced, or an employ-
ee’s gross benefit percentage is re-
duced, by subtracting the product of 
the employee contribution rate and the 
factor determined under paragraph 
(b)(2)(iv) of this section from the re-
spective percentages for the plan year. 
For this purpose, the employee con-
tribution rate is the highest rate of 
employee contributions applicable to 
any potential level of plan year com-
pensation for that plan year under the 
plan. 

(2) Excess plans with varying contribu-
tion rates. In the case of a defined ben-
efit excess plan described in the second 
sentence of paragraph (b)(2)(ii)(A) of 
this section, solely for purposes of re-
ducing an employee’s base benefit per-
centage as required under paragraph 
(b)(2)(iii)(B)(1) of this section, it may 
be assumed that the employee’s em-
ployee contribution rate equals the 
weighted average of the base employee 
contribution rate and the excess em-
ployee contribution rate. In deter-
mining this weighted average, the 
weight of the base employee contribu-
tion rate is equal to a fraction, the nu-
merator of which is the lesser of the in-
tegration level and the contribution 
breakpoint and the denominator of 
which is the integration level. The 
weight of the excess employee con-

tribution rate is equal to the difference 
between one and the weight of the base 
employee contribution rate. 

(3) Offset plans with varying contribu-
tion rates. In the case of an offset plan 
described in the second sentence of 
paragraph (b)(2)(ii)(A) of this section, 
an equivalent adjustment to the alter-
native method in paragraph 
(b)(2)(iii)(B)(2) of this section may be 
made to the offset percentage. 

(C) Employer-provided benefits under 
the general test. For purposes of apply-
ing the general test of § 1.401(a)(4)–3(c) 
with respect to employer-provided ben-
efits, an employee’s normal and most 
valuable accrual rates otherwise deter-
mined under § 1.401(a)(4)–3(d) (without 
applying any of the options under 
§ 1.401(a)(4)–3(d)(3) other than the fresh- 
start alternative of § 1.401(a)(4)– 
3(d)(3)(iii)) are each reduced by sub-
tracting the product of the employee’s 
contributions (expressed as a percent-
age of plan year compensation) and the 
factor determined under paragraph 
(b)(2)(iv) of this section from the re-
spective accrual rates. A plan may 
then apply the optional rules in 
§ 1.401(a)(4)–3(d)(3) (i) and (ii) to this re-
sulting accrual rate. 

(D) Additional limitation. A plan may 
not use the composition-of-workforce 
method provided in this paragraph 
(b)(2) to determine an employee’s base 
benefit percentage, excess benefit per-
centage, gross benefit percentage, off-
set percentage, or accrual rates unless 
employee contributions have been 
made at the same rate (or rates) 
throughout the period after the fresh- 
start date or throughout the measure-
ment period used to determine accrual 
rates. 

(iv) Determination of plan factor. The 
factor for a plan is determined under 
the following table based on the aver-
age entry age of the employees in the 
plan and on whether the plan deter-
mines benefits based on average com-
pensation. For this purpose, average 
entry age equals the average attained 
age of all employees in the plan, minus 
the average years of participation of 
all employees in the plan. A plan is 
treated as determining benefits based 
on average compensation if it deter-
mines benefits based on compensation 
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averaged over a specified period not ex-
ceeding five consecutive years (or the 
employee’s entire period of employ-
ment with the employer, if shorter). 

TABLE OF FACTORS 

Average entry age 

Factors 

Average 
compensa-
tion benefit 

formula 

Other for-
mulas 

Less than 30 .............................. 0.5 0 .75 
30 to 40 ..................................... 0.4 0 .6 
Over 40 ...................................... 0.2 0 .3 

(v) Examples. The following examples 
illustrate the rules of this paragraph 
(b)(2): 

Example 1. Plan A is a contributory DB 
plan that is a defined benefit excess plan pro-
viding a benefit equal to 2.0 percent of em-
ployees’ average annual compensation at or 
below covered compensation, plus 2.5 percent 
of average annual compensation above cov-
ered compensation, times years of service up 
to 35. Under the plan, average annual com-
pensation is determined using a five-con-
secutive-year period for purposes of 
§ 1.401(a)(4)–3(e)(2). The plan requires em-
ployee contributions at a rate of four percent 
of plan year compensation for all employees. 
Assume that the plan satisfies the demo-
graphic requirements of paragraph 
(b)(2)(ii)(B) of this section. Under these facts, 
the plan satisfies the eligibility require-
ments of paragraph (b)(2)(ii) of this section. 
Assume, further, that the average attained 
age for all employees in the plan is 55, and 
that the average years of participation of all 
employees in the plan is 10. The average 
entry age for the plan is therefore 45, and, 
accordingly, the appropriate factor under the 
table is 0.2. Thus, in applying the safe harbor 
requirements of § 1.401(a)(4)–3(b) to this plan 
for the plan year (including the requirements 
of § 1.401(l)–3), the employee’s base benefit 
percentage and excess benefit percentage are 
each reduced by 0.8 percent (4 percent×0.2) 
and equal 1.2 percent and 1.7 percent, respec-
tively. 

Example 2. The facts are the same as in Ex-
ample 1, except that the employee contribu-
tion rate is two percent of plan year com-
pensation up to the covered compensation 
level, and four percent for plan year com-
pensation at or above that contribution 
breakpoint. The employer elects to apply the 
alternative method in paragraph 
(b)(2)(iii)(B)(2) of this section to determine 
the reduction in the base benefit percentage. 
Because the contribution breakpoint is equal 
to the integration level, the weight of the 
employee contribution rate below the con-
tribution breakpoint is 100 percent, and the 

weight of the employee contribution rate 
above the contribution breakpoint is zero. 
Thus, the weighted average of employee con-
tribution rates is two percent. Under the al-
ternative method in paragraph 
(b)(2)(iii)(B)(2) of this section, the reduction 
in the employee’s base benefit percentage is 
0.4. In applying the safe harbor requirements 
of § 1.401(a)(4)–3(b) to this plan (including the 
requirements of § 1.401(l)–3), the employee’s 
base benefit percentage is 1.6 percent, and 
the employee’s excess benefit percentage is 
1.7. 

Example 3. The facts are the same as in Ex-
ample 1, except that the employee contribu-
tion rate is two percent of plan year com-
pensation up to 50 percent of the covered 
compensation level, and four percent for 
plan year compensation at or above that 
contribution breakpoint. Because the con-
tribution breakpoint is equal to 50 percent of 
the integration level, the weight of the em-
ployee contribution rate below the contribu-
tion breakpoint is 50 percent, and the weight 
of the employee contribution rate above the 
contribution breakpoint is 50 percent. Thus, 
the weighted average of employee contribu-
tion rates is three percent. Under the alter-
native method in paragraph (b)(2)(iii)(B)(2) of 
this section, the reduction in the employee’s 
base benefit percentage is 0.6. In applying 
the safe harbor requirements of § 1.401(a)(4)– 
3(b) to this plan (including the requirements 
of § 1.401(l)–3), the employee’s base benefit 
percentage is 1.4 percent, and the employee’s 
excess benefit percentage is 1.7. 

Example 4. The facts are the same as in Ex-
ample 1, except that the plan is tested using 
the general test in § 1.401(a)(4)–3(c). Assume 
Employee M benefits under Plan A and has a 
normal accrual rate for the plan year (cal-
culated with respect to Employee M’s total 
accrued benefit) of 2.2 percent of average an-
nual compensation. In applying the general 
test in § 1.401(a)(4)–3(c) with respect to em-
ployer-provided benefits, this rate is reduced 
by 0.8 to yield a normal accrual rate of 1.4 
percent. This rate may then be adjusted 
using either of the optional rules in 
§ 1.401(a)(4)–3(d)(3)(i) or (ii). 

(3) Minimum-benefit method—(i) Appli-
cation of uniform factors. A contributory 
DB plan that satisfies the uniform rate 
requirement of paragraph (b)(2)(ii)(A) 
of this section and the minimum ben-
efit requirement of paragraph (b)(3)(ii) 
of this section may apply the adjust-
ments provided in paragraph (b)(2)(iii) 
of this section as if the average entry 
age of employees in the plan were with-
in the range of 30 to 40, without regard 
to the actual demographics of the em-
ployees in the plan. 
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(ii) Minimum benefit requirement. This 
requirement is satisfied if the plan pro-
vides that, in plan years beginning on 
or after the effective date of these reg-
ulations, as set forth in § 1.401(a)(4)– 
13(a) and (b), each employee will accrue 
a benefit that equals or exceeds the 
sum of— 

(A) The accrued benefit derived from 
employee contributions made for plan 
years beginning on or after the effec-
tive date of these regulations, deter-
mined in accordance with section 
411(c); and 

(B) Fifty percent of the total benefit 
accrued in plan years beginning on or 
after the effective date of these regula-
tions, as determined under the plan 
benefit formula without regard to that 
portion of the formula designed to sat-
isfy the minimum benefit requirement 
of this paragraph (b)(3)(ii). 

(iii) Example. The following example 
illustrates the minimum-benefit meth-
od of this paragraph (b)(3): 

Example. Plan A is contributory DB plan. 
For the plan year beginning in 1994, Em-
ployee M participates in Plan A and accrues 
a benefit under the terms of the plan (with-
out regard to the minimum benefit require-
ment of paragraph (b)(3)(ii) of this section) of 
$3,000. The portion of Employee M’s benefit 
accrual for the plan year beginning in 1994 
derived from employee contributions is 
$2,000, determined by applying the rules of 
section 411(c) to such contributions. The re-
quirement of paragraph (b)(3)(ii) of this sec-
tion is not satisfied for the plan year begin-
ning in 1994 unless the plan provides that 
Employee M’s benefit accrual for the plan 
year beginning in 1994 is equal to $3,500 
($2,000+(50 percent×$3,000)). 

(4) Grandfather rule for plans in exist-
ence on May 14, 1990. A contributory DB 
plan that satisfies paragraph (c)(4) of 
this section may determine an employ-
ee’s employer-provided benefit by sub-
tracting from the employee’s total ben-
efit the employee-provided benefits de-
termined using any reasonable method 
set forth in the plan, provided that it is 
the same method used in determining 
whether the plan satisfies paragraph 
(c)(4)(ii)(D) of this section. 

(5) Government-plan method. A con-
tributory DB plan that is established 
and maintained for its employees by 
the government of any state or polit-
ical subdivision or by any agency or in-
strumentality thereof may treat an 

employee’s total benefit as entirely 
employer-provided. 

(6) Cessation of employee contributions. 
If a contributory DB plan provides that 
no employee contributions may be 
made to the plan after the last day of 
the first plan year beginning on or 
after the effective date of these regula-
tions, as set forth in § 1.401(a)(4)–13 (a) 
and (b), the plan may treat an employ-
ee’s total benefit as entirely employer- 
provided. 

(c) Rules applicable in determining 
whether employee-provided benefits are 
nondiscriminatory in amount—(1) In gen-
eral. A contributory DB plan satisfies 
§ 1.401(a)(4)–1(b)(2) with respect to the 
amount of employee-provided benefits 
for a plan year only if the plan satisfies 
the requirements of paragraph (c)(2), 
(c)(3), or (c)(4) of this section for the 
plan year. This requirement applies re-
gardless of the method used to deter-
mine the amount of employer-provided 
benefits under paragraph (b) of this 
section. 

(2) Same rate of contributions. This re-
quirement is satisfied for a plan year if 
the employee contribution rate (within 
the meaning of paragraph (b)(2)(ii)(A) 
of this section) is the same for all em-
ployees for the plan year. 

(3) Total-benefits method. This require-
ment is satisfied for a plan year if— 

(i) The total benefits (i.e., the sum of 
employer-provided and employee-pro-
vided benefits) under the plan would 
satisfy § 1.401(a)(4)–3 if all benefits were 
treated as employer-provided benefits; 
and 

(ii) The plan’s contribution require-
ments satisfy paragraph (b)(2)(ii)(A) of 
this section. 

(4) Grandfather rules for plans in exist-
ence on May 14, 1990—(i) In general. This 
requirement is satisfied for a plan year 
if the plan contained provisions as of 
May 14, 1990, that meet the require-
ments of paragraph (c)(4)(ii) or 
(c)(4)(iii) of this section. 

(ii) Graded contribution rates. The 
plan’s provisions meet the require-
ments of this paragraph (c)(4)(ii) if all 
the following requirements are met: 

(A) The provisions require employee 
contributions at a greater rate (ex-
pressed as a percentage of compensa-
tion) at higher levels of compensation 
than at lower levels of compensation. 
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(B) The required rate of employee 
contributions is not increased after 
May 14, 1990, although the level of com-
pensation at which employee contribu-
tions are required may be increased or 
decreased. 

(C) All employees are permitted to 
make employee contributions under 
the plan at a uniform rate with respect 
to all compensation, beginning no later 
than the last day of the first plan year 
to which these regulations apply, as set 
forth in § 1.401(a)(4)–13 (a) and (b). 

(D) The benefits provided on account 
of employee contributions at lower lev-
els of compensation are comparable to 
those provided on account of employee 
contributions at higher levels of com-
pensation. 

(iii) Prior year compensation. The 
plan’s provisions meet the require-
ments of this paragraph (c)(4)(iii) if 
they are part of a plan maintained by 
more than one employer that requires 
employee contributions and the rate of 
required employee contributions, ex-
pressed as a percentage of compensa-
tion for the last calendar year ending 
before the beginning of the plan year, 
is the same for all employees. 

[T.D. 8485, 58 FR 46802, Sept. 3, 1993] 

§ 1.401(a)(4)–7 Imputation of permitted 
disparity. 

(a) Introduction. In determining 
whether a plan satisfies section 
401(a)(4) with respect to the amount of 
contributions or benefits, section 
401(a)(5)(C) allows the disparities per-
mitted under section 401(l) to be taken 
into account. For purposes of satis-
fying the safe harbors of §§ 1.401(a)(4)– 
2(b)(2) and 1.401(a)(4)–3(b), permitted 
disparity may be taken into account 
only by satisfying section 401(l) in form 
in accordance with § 1.401(l)–2 or 
1.401(l)–3, respectively. For purposes of 
the general tests of §§ 1.401(a)(4)–2(c) 
and 1.401(a)(4)–3(c), permitted disparity 
may be taken into account only in ac-
cordance with the rules of this section. 
In general, this section allows per-
mitted disparity to be arithmetically 
imputed with respect to employer-pro-
vided contributions or benefits by de-
termining an adjusted allocation or ac-
crual rate that appropriately accounts 
for the permitted disparity with re-
spect to each employee. Paragraph (b) 

of this section provides rules for imput-
ing permitted disparity with respect to 
employer-provided contributions by ad-
justing each employee’s unadjusted al-
location rate. Paragraph (c) of this sec-
tion provides rules for imputing per-
mitted disparity with respect to em-
ployer-provided benefits by adjusting 
each employee’s unadjusted accrual 
rate. Paragraph (d) of this section pro-
vides rules of general application. 

(b) Adjusting allocation rates—(1) In 
general. The rules in this paragraph (b) 
produce an adjusted allocation rate for 
each employee by determining the ex-
cess contribution percentage under the 
hypothetical formula that would yield 
the allocation actually received by the 
employee, if the plan took into account 
the full disparity permitted under sec-
tion 401(l)(2) and used the taxable wage 
base as the integration level. This ad-
justed allocation rate is used to deter-
mine whether the amount of contribu-
tions under the plan satisfies the gen-
eral test of § 1.401(a)(4)–2(c) and to 
apply the average benefit percentage 
test on the basis of contributions under 
§ 1.410(b)–5(d). Paragraphs (b)(2) and 
(b)(3) of this section apply to employ-
ees whose plan year compensation does 
not exceed and does exceed, respec-
tively, the taxable wage base, and para-
graph (b)(4) of this section provides 
definitions. 

(2) Employees whose plan year com-
pensation does not exceed taxable wage 
base. If an employee’s plan year com-
pensation does not exceed the taxable 
wage base, the employee’s adjusted al-
location rate is the lesser of the A rate 
and the B rate determined under the 
formulas below, where the permitted 
disparity rate and the unadjusted allo-
cation rate are determined under para-
graph (b)(4) (ii) and (iv) of this section, 
respectively. 

A Rate = 2×unadjusted allocation rate 
B Rate = unadjusted allocation rate + per-

mitted disparity rate 

(3) Employees whose plan year com-
pensation exceeds taxable wage base. If 
an employee’s plan year compensation 
exceeds the taxable wage base, the em-
ployee’s adjusted allocation rate is the 
lesser of the C rate and the D rate de-
termined under the formulas below, 
where allocations and the permitted 
disparity rate are determined under 
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paragraph (b)(4) (i) and (ii) of this sec-
tion, respectively. 

C Rate

D Rate

=
allocations

plan year compensation  taxable wage base

allocations + (permitted disparity rate taxable wage base)

plan year compensation

−

=
×

1
2

(4) Definitions. In applying this para-
graph (b), the following definitions 
govern— 

(i) Allocations. Allocations means the 
amount determined by multiplying the 
employee’s plan year compensation by 
the employee’s unadjusted allocation 
rate. 

(ii) Permitted disparity rate—(A) Gen-
eral rule. Permitted disparity rate 
means the rate in effect as of the be-
ginning of the plan year under section 
401(l)(2)(A)(ii) (e.g., 5.7 percent for plan 
years beginning in 1990). 

(B) Cumulative permitted disparity 
limit. Notwithstanding paragraph 
(b)(4)(ii)(A) of this section, the per-
mitted disparity rate is zero for an em-
ployee who has benefited under a de-
fined benefit plan taken into account 
under § 1.401(l)–5(a)(3) for a plan year 
that begins on or after one year from 
the first day of the first plan year to 
which these regulations apply, as set 
forth in § 1.401(a)(4)–13 (a) and (b), if im-
puting permitted disparity would re-
sult in a cumulative disparity fraction 
for the employee, as defined in 
§ 1.401(l)–5(c)(2), that exceeds 35. See 
§ 1.401(l)–5(c)(1) for special rules for de-
termining whether an employee has 
benefited under a defined benefit plan 
for this purpose. 

(iii) Taxable wage base. Taxable wage 
base means the taxable wage base, as 
defined in § 1.401(l)–1(c)(32), in effect as 
of the beginning of the plan year. 

(iv) Unadjusted allocation rate. 
Unadjusted allocation rate means the 
employee’s allocation rate determined 
under § 1.401(a)(4)–2(c)(2)(i) for the plan 
year (expressed as a percentage of plan 
year compensation), without imputing 
permitted disparity under this section. 

(5) Example. The following example il-
lustrates the rules in this paragraph 
(b): 

Example. (a) Employees M and N partici-
pate in a defined contribution plan main-
tained by Employer X. Employee M has plan 
year compensation of $30,000 in the 1990 plan 
year and has an unadjusted allocation rate of 
five percent. Employee N has plan year com-
pensation of $100,000 in the 1990 plan year and 
has an unadjusted allocation rate of eight 
percent. The taxable wage base in 1990 is 
$51,300. 

(b) Because Employee M’s plan year com-
pensation does not exceed the taxable wage 
base, Employee M’s A rate is 10 percent (2×5 
percent), and Employee M’s B rate is 10.7 
percent (5 percent+5.7 percent). Thus, Em-
ployee M’s adjusted allocation rate is 10 per-
cent, the lesser of the A rate and the B rate. 

(c) Employee N’s allocations are $8,000 (8 
percent×$100,000). Because Employee N’s plan 
year compensation exceeds the taxable wage 
base, Employee N’s C rate is 10.76 percent 
($8,000 divided by ($100,000¥(1⁄2×$51,300))), and 
Employee N’s D rate is 10.92 percent (($8,000+ 
(5.7 percent×$51,300)) divided by $100,000). 
Thus, Employee N’s adjusted allocation rate 
is 10.76 percent, the lesser of the C rate and 
the D rate. 

(c) Adjusting accrual rates—(1) In gen-
eral. The rules in this paragraph (c) 
produce an adjusted accrual rate for 
each employee by determining the ex-
cess benefit percentage under the hypo-
thetical plan formula that would yield 
the employer-provided accrual actually 
received by the employee, if the plan 
took into account the full permitted 
disparity under section 401(l)(3)(A) in 
each of the first 35 years of an employ-
ee’s testing service under the plan and 
used the employee’s covered compensa-
tion as the integration level. This ad-
justed accrual rate is used to deter-
mine whether the amount of employer- 
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provided benefits under the plan satis-
fies the alternative safe harbor for flat 
benefit plans under § 1.401(a)(4)– 
3(b)(4)(i)(C)(3) or the general test of 
§ 1.401(a)(4)–3(c), and to apply the aver-
age benefit percentage test on the basis 
of benefits under § 1.410(b)–5. Para-
graphs (c)(2) and (c)(3) of this section 
apply to employees whose average an-
nual compensation does not exceed and 
does exceed, respectively, covered com-
pensation, and paragraph (c)(4) of this 
section provides definitions. Paragraph 
(c)(5) of this section provides a special 

rule for employees with negative 
unadjusted accrual rates. 

(2) Employees whose average annual 
compensation does not exceed covered 
compensation. If an employee’s average 
annual compensation does not exceed 
the employee’s covered compensation, 
the employee’s adjusted accrual rate is 
the lesser of the A rate and the B rate 
determined under the formulas below, 
where the permitted disparity factor 
and the unadjusted accrual rate are de-
termined under paragraph (c)(4)(iii) 
and (v) of this section, respectively. 

A Rate = 2 unadjusted accrual rate

B Rate = unadjusted accrual rate + permitted disparity factor

×

(3) Employees whose average annual 
compensation exceeds covered compensa-
tion. If an employee’s average annual 
compensation exceeds the employee’s 
covered compensation, the employee’s 
adjusted accrual rate is the lesser of 

the C rate and D rate determined under 
the formulas below, where the em-
ployer-provided accrual and the per-
mitted disparity factor are determined 
under paragraph (c)(4)(ii) and (iii) of 
this section, respectively. 

C Rate

D Rate

=
employer-provided accrual

average annual compensation  covered compensation

=
employer-provided accrual + (permitted disparity factor covered compensation)

average annual compensation

1
2−

×

(4) Definitions. For purposes of this 
paragraph (c), the following definitions 
apply. 

(i) Covered compensation. Covered 
compensation means covered com-
pensation as defined in § 1.401(l)–1(c)(7). 
Notwithstanding § 1.401(l)–1(c)(7)(iii), an 
employee’s covered compensation must 
be automatically adjusted each plan 
year for purposes of applying this para-
graph (c). 

(ii) Employer-provided accrual. Em-
ployer-provided accrual means the 
amount determined by multiplying the 
employee’s average annual compensa-
tion by the employee’s unadjusted ac-
crual rate. 

(iii) Permitted disparity factor—(A) 
General rule. Permitted disparity factor 
for an employee means the sum of the 
employee’s annual permitted disparity 

factors determined under paragraph 
(c)(4)(iii)(B) of this section for each of 
the years in the measurement period 
used for determining the employee’s 
accrual rate in § 1.401(a)(4)–3(d)(1), di-
vided by the employee’s testing service 
during that measurement period. 

(B) Annual permitted disparity factor— 
(1) Definition. An employee’s annual 
permitted disparity factor is generally 
0.75 percent adjusted, pursuant to 
§ 1.401(l)–3(e), using as the age at which 
benefits commence the lesser of age 65 
or the employee’s testing age. No ad-
justments are made in the annual per-
mitted disparity factor unless an em-
ployee’s testing age is different from 
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the employee’s social security retire-
ment age. An annual permitted dis-
parity factor that is less than the an-
nual permitted disparity factor de-
scribed in the first sentence of this 
paragraph (c)(4)(iii)(B)(1) may be used 
if it is a uniform percentage of that 
factor (e.g., 50 percent of the annual 
permitted disparity factor) or a fixed 
percentage (e.g., 0.65 percent) for all 
employees. 

(2) Annual permitted disparity factor 
after 35 years. For purposes of deter-
mining the sum described in paragraph 
(c)(4)(iii)(A) of this section, the annual 
permitted disparity factor for each of 
the employee’s first 35 years of testing 
service is the amount described in 
paragraph (c)(4)(iii)(B)(1) of this sec-
tion, and the annual permitted dis-
parity factor in any subsequent year 
equals zero. This rule applies regard-
less of whether the end of the measure-
ment period extends beyond an employ-
ee’s first 35 years of testing service. 
Thus, for example, if the measurement 
period is the current plan year and the 
employee completed 35 years of testing 
service prior to the beginning of the 
current plan year, under this para-
graph (c)(4)(iii)(B)(2) the annual per-
mitted disparity factor in the current 
plan year (and hence the sum of the an-
nual permitted disparity factors for 
each year in the measurement period) 
is zero. 

(3) Cumulative permitted disparity limit. 
The 35 years used in paragraph 
(c)(4)(iii)(B)(2) of this section must be 
reduced by the employee’s cumulative 
disparity fraction, as defined in 
§ 1.401(l)–5(c)(2), but determined solely 
with respect to the employee’s total 
years of service under all plans taken 
into account under § 1.401(l)–5(a)(3) dur-
ing the measurement period, other 
than the plan being tested. 

(iv) Social security retirement age. So-
cial security retirement age means so-
cial security retirement age as defined 
in section 415(b)(8). 

(v) Unadjusted accrual rate. 
Unadjusted accrual rate means the nor-
mal or most valuable accrual rate, 
whichever is being determined for the 
employee under § 1.401(a)(4)–3(d), ex-
pressed as a percentage of average an-
nual compensation, without imputing 
permitted disparity under this section. 

(5) Employees with negative unadjusted 
accrual rates. Notwithstanding the for-
mulas in paragraph (c)(2) and (c)(3) of 
this section, if an employee’s 
unadjusted accrual rate is less than 
zero, the employee’s adjusted accrual 
rate is deemed to be the employee’s 
unadjusted accrual rate. 

(6) Example. The following example il-
lustrates the rules in this paragraph 
(c): 

Example. (a) Employees M and N partici-
pate in a defined benefit plan that uses a 
normal retirement age of 65. The plan is 
being tested for the plan year under 
§ 1.401(a)(4)–3(c), using unadjusted accrual 
rates determined using a plan year measure-
ment period under § 1.401(a)(4)–3(d)(1)(iii)(A). 
Employee M has an unadjusted normal ac-
crual rate of 1.48 percent, average annual 
compensation of $21,000, and an employer- 
provided accrual of $311 (1.48 percent×$21,000). 
Employee N has an unadjusted normal ac-
crual rate of 1.7 percent, average annual 
compensation of $106,000, and an employer- 
provided accrual of $1,802 (1.7 per-
cent×$106,000). The covered compensation of 
both Employees M and N is $25,000, and so-
cial security retirement age for both em-
ployees is 65. Neither employee has testing 
service of more than 35 years and neither has 
ever participated in another plan. 

(b) Because Employee M’s average annual 
compensation does not exceed covered com-
pensation, Employee M’s A rate is 2.96 per-
cent (2.0×1.48 percent), and Employee M’s B 
rate is 2.23 percent (1.48 percent+0.75 per-
cent). Thus, Employee M’s adjusted accrual 
rate is 2.23 percent, the lesser of the A rate 
and the B rate. 

(c) Because Employee N’s average annual 
compensation exceeds covered compensation, 
Employee N’s C rate is 1.93 percent ($1,802/ 
($106,000¥(0.5×$25,000))), and Employee N’s D 
rate is 1.88 percent (($1,802+(0.75 per-
cent×$25,000))/$106,000). Thus, Employee N’s 
adjusted accrual rate is 1.88 percent, the less-
er of the C rate and the D rate. 

(d) Rules of general application—(1) El-
igible plans. The rules in this section 
may be used only for those plans to 
which the permitted disparity rules of 
section 401(l) are available. See 
§ 1.401(l)–1(a)(3). 

(2) Exceptions from consistency require-
ments. A plan does not fail to satisfy 
the consistency requirements of 
§ 1.401(a)(4)–2(c)(2)(vi) or § 1.401(a)(4)– 
3(d)(2)(i) merely because the plan does 
not impute disparity for some employ-
ees to the extent required to comply 
with paragraph (d)(3) of this section, or 
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because the plan does not impute dis-
parity for any employees (including 
self-employed individuals within the 
meaning of section 401(c)(1)) who are 
not covered by any of the taxes under 
section 3111(a), section 3221, or section 
1401. 

(3) Overall permitted disparity. The an-
nual overall permitted disparity limits 
of § 1.401(l)–5(b) apply to the employer- 
provided contributions and benefits for 
an employee under all plans taken into 
account under § 1.401(l)–5(a)(3). Thus, if 
an employee who benefits under the 
plan for the current plan year also ben-
efits under a section 401(l) plan for the 
plan year ending with or within the 
current plan year, permitted disparity 
may not be imputed for that employee 
for the plan year. See § 1.401(l)–5(b)(9), 
Example 4. Similarly, if an employee 
who benefits under the plan for the 
current plan year also benefits under 
another plan of the employer for the 
plan year ending with or within the 
current plan year, disparity may be im-
puted for that employee under only one 
of the plans. 

[T.D. 8485, 58 FR 46804, Sept. 3, 1993] 

§ 1.401(a)(4)–8 Cross-testing. 

(a) Introduction. This section provides 
rules for testing defined benefit plans 
on the basis of equivalent employer- 
provided contributions and defined 
contribution plans on the basis of 
equivalent employer-provided benefits 
under § 1.401(a)(4)–1(b)(2). Paragraphs 
(b)(1) and (c)(1) of this section provide 
general tests for nondiscrimination 
based on individual equivalent accrual 
or allocation rates determined under 
paragraphs (b)(2) and (c)(2) of this sec-
tion, respectively. Paragraphs (b)(3), 
(c)(3), and (d) of this section provide 
additional safe-harbor testing methods 
for target benefit plans, cash balance 
plans, and defined benefit plans that 
are part of floor-offset arrangements, 
respectively, that generally may be 
satisfied on a design basis. 

(b) Nondiscrimination in amount of ben-
efits provided under a defined contribu-
tion plan—(1) General rule and gateway— 
(i) General rule. Equivalent benefits 
under a defined contribution plan 
(other than an ESOP) are nondiscrim-
inatory in amount for a plan year if— 

(A) The plan would satisfy 
§ 1.401(a)(4)–2(c)(1) for the plan year if 
an equivalent accrual rate, as deter-
mined under paragraph (b)(2) of this 
section, were substituted for each em-
ployee’s allocation rate in the deter-
mination of rate groups; and 

(B) For plan years beginning on or 
after January 1, 2002, the plan satisfies 
one of the following conditions— 

(1) The plan has broadly available al-
location rates (within the meaning of 
paragraph (b)(1)(iii) of this section) for 
the plan year; 

(2) The plan has age-based allocation 
rates that are based on either a gradual 
age or service schedule (within the 
meaning of paragraph (b)(1)(iv) of this 
section) or a uniform target benefit al-
location (within the meaning of para-
graph (b)(1)(v) of this section) for the 
plan year; or 

(3) The plan satisfies the minimum 
allocation gateway of paragraph 
(b)(1)(vi) of this section for the plan 
year. 

(ii) Allocations after testing age. A plan 
does not fail to satisfy paragraph 
(b)(1)(i)(A) of this section merely be-
cause allocations are made at the same 
rate for employees who are older than 
their testing age (determined without 
regard to the current-age rule in para-
graph (4) of the definition of testing age 
in § 1.401(a)(4)–12) as they are made for 
employees who are at that age. 

(iii) Broadly available allocation 
rates—(A) In general. A plan has broad-
ly available allocation rates for the 
plan year if each allocation rate under 
the plan is currently available during 
the plan year (within the meaning of 
§ 1.401(a)(4)–4(b)(2)), to a group of em-
ployees that satisfies section 410(b) 
(without regard to the average benefit 
percentage test of § 1.410(b)–5). For this 
purpose, if two allocation rates could 
be permissively aggregated under 
§ 1.401(a)(4)–4(d)(4), assuming the alloca-
tion rates were treated as benefits, 
rights or features, they may be aggre-
gated and treated as a single allocation 
rate. In addition, the disregard of age 
and service conditions described in 
§ 1.401(a)(4)–4(b)(2)(ii)(A) does not apply 
for purposes of this paragraph 
(b)(1)(iii)(A). 
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(B) Certain transition allocations. In 
determining whether a plan has broad-
ly available allocation rates for the 
plan year within the meaning of para-
graph (b)(1)(iii)(A) of this section, an 
employee’s allocation may be dis-
regarded to the extent that the alloca-
tion is a transition allocation for the 
plan year. In order for an allocation to 
be a transition allocation, the alloca-
tion must comply with the require-
ments of paragraph (b)(1)(iii)(C) of this 
section and must be either— 

(1) A defined benefit replacement al-
location within the meaning of para-
graph (b)(1)(iii)(D) of this section; or 

(2) A pre-existing replacement alloca-
tion or pre-existing merger and acqui-
sition allocation, within the meaning 
of paragraph (b)(1)(iii)(E) of this sec-
tion. 

(C) Plan provisions relating to transi-
tion allocations—(1) In general. Plan pro-
visions providing for transition alloca-
tions for the plan year must specify 
both the group of employees who are 
eligible for the transition allocations 
and the amount of the transition allo-
cations. 

(2) Limited plan amendments. Alloca-
tions are not transition allocations 
within the meaning of paragraph 
(b)(1)(iii)(B) of this section for the plan 
year if the plan provisions relating to 
the allocations are amended after the 
date those plan provisions are both 
adopted and effective. The preceding 
sentence in this paragraph 
(b)(1)(iii)(C)(2) does not apply to a plan 
amendment that reduces transition al-
locations to HCEs, makes de minimis 
changes in the calculation of the tran-
sition allocations (such as a change in 
the definition of compensation to in-
clude section 132(f) elective reduc-
tions), or adds or removes a provision 
permitted under paragraph 
(b)(1)(iii)(C)(3) of this section. 

(3) Certain permitted plan provisions. 
An allocation does not fail to be a tran-
sition allocation within the meaning of 
paragraph (b)(1)(iii)(B) of this section 
merely because the plan provides that 
each employee who is eligible for a 
transition allocation receives the 
greater of such allocation and the allo-
cation for which the employee would 
otherwise be eligible under the plan. In 
a plan that contains such a provision, 

for purposes of determining whether 
the plan has broadly available alloca-
tion rates within the meaning of para-
graph (b)(1)(iii)(A) of this section, the 
allocation for which an employee 
would otherwise be eligible is consid-
ered currently available to the em-
ployee, even if the employee’s transi-
tion allocation is greater. 

(D) Defined benefit replacement alloca-
tion. An allocation is a defined benefit 
replacement allocation for the plan 
year if it is provided in accordance 
with guidance prescribed by the Com-
missioner published in the Internal 
Revenue Bulletin (see 
§ 601.601(d)(2)(ii)(b) of this chapter) and 
satisfies the following conditions— 

(1) The allocations are provided to a 
group of employees who formerly bene-
fitted under an established nondiscrim-
inatory defined benefit plan of the em-
ployer or of a prior employer that pro-
vided age-based equivalent allocation 
rates; 

(2) The allocations for each employee 
in the group were reasonably cal-
culated, in a consistent manner, to re-
place the retirement benefits that the 
employee would have been provided 
under the defined benefit plan if the 
employee had continued to benefit 
under the defined benefit plan; 

(3) Except as provided in paragraph 
(b)(1)(iii)(C) of this section, no em-
ployee who receives the allocation re-
ceives any other allocations under the 
plan for the plan year; and 

(4) The composition of the group of 
employees who receive the allocations 
is nondiscriminatory. 

(E) Pre-existing transition allocations— 
(1) Pre-existing replacement allocations. 
An allocation is a pre-existing replace-
ment allocation for the plan year if the 
allocation satisfies the following condi-
tions— 

(i) The allocations are provided pur-
suant to a plan provision adopted be-
fore June 29, 2001; 

(ii) The allocations are provided to 
employees who formerly benefitted 
under a defined benefit plan of the em-
ployer; and 

(iii) The allocations for each em-
ployee in the group are reasonably cal-
culated, in a consistent manner, to re-
place some or all of the retirement 
benefits that the employee would have 
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received under the defined benefit plan 
and any other plan or arrangement of 
the employer if the employee had con-
tinued to benefit under such defined 
benefit plan and such other plan or ar-
rangement. 

(2) Pre-existing merger and acquisition 
allocations. An allocation is a pre-exist-
ing merger and acquisition allocation 
for the plan year if the allocation satis-
fies the following conditions— 

(i) The allocations are provided sole-
ly to employees of a trade or business 
that has been acquired by the employer 
in a stock or asset acquisition, merger, 
or other similar transaction occurring 
prior to August 28, 2001, involving a 
change in the employer of the employ-
ees of the trade or business; 

(ii) The allocations are provided only 
to employees who were employed by 
the acquired trade or business before a 
specified date that is no later than two 
years after the transaction (or January 
1, 2002, if earlier); 

(iii) The allocations are provided pur-
suant a plan provision adopted no later 
than the specified date; and 

(iv) The allocations for each em-
ployee in the group are reasonably cal-
culated, in a consistent manner, to re-
place some or all of the retirement 
benefits that the employee would have 
received under any plan of the em-
ployer if the new employer had contin-
ued to provide the retirement benefits 
that the prior employer was providing 
for employees of the trade or business. 

(F) Successor employers. An employer 
that accepts a transfer of assets (with-
in the meaning of section 414(l)) from 
the plan of a prior employer may con-
tinue to treat any transition alloca-
tions provided under that plan as tran-
sition allocations under paragraph 
(b)(1)(iii)(B) of this section, provided 
that the successor employer continues 
to satisfy the applicable requirements 
set forth in paragraphs (b)(1)(iii)(C) 
through (E) of this section for the plan 
year. 

(iv) Gradual age or service schedule— 
(A) In general. A plan has a gradual age 
or service schedule for the plan year if 
the allocation formula for all employ-
ees under the plan provides for a single 
schedule of allocation rates under 
which— 

(1) The schedule defines a series of 
bands based solely on age, years of 
service, or the number of points rep-
resenting the sum of age and years of 
service (age and service points), under 
which the same allocation rate applies 
to all employees whose age, years of 
service, or age and service points are 
within each band; and 

(2) The allocation rates under the 
schedule increase smoothly at regular 
intervals, within the meaning of para-
graphs (b)(1)(iv)(B) and (C) of this sec-
tion. 

(B) Smoothly increasing schedule of al-
location rates. A schedule of allocation 
rates increases smoothly if the alloca-
tion rate for each band within the 
schedule is greater than the allocation 
rate for the immediately preceding 
band (i.e., the band with the next lower 
number of years of age, years of serv-
ice, or age and service points) but by 
no more than 5 percentage points. How-
ever, a schedule of allocation rates will 
not be treated as increasing smoothly 
if the ratio of the allocation rate for 
any band to the rate for the imme-
diately preceding band is more than 2.0 
or if it exceeds the ratio of allocation 
rates between the two immediately 
preceding bands. 

(C) Regular intervals. A schedule of al-
location rates has regular intervals of 
age, years of service or age and service 
points, if each band, other than the 
band associated with the highest age, 
years of service, or age and service 
points, is the same length. For this 
purpose, if the schedule is based on age, 
the first band is deemed to be of the 
same length as the other bands if it 
ends at or before age 25. If the first age 
band ends after age 25, then, in deter-
mining whether the length of the first 
band is the same as the length of other 
bands, the starting age for the first age 
band is permitted to be treated as age 
25 or any age earlier than 25. For a 
schedule of allocation rates based on 
age and service points, the rules of the 
preceding two sentences are applied by 
substituting 25 age and service points 
for age 25. For a schedule of allocation 
rates based on service, the starting 
service for the first service band is per-
mitted to be treated as one year of 
service or any lesser amount of service. 
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(D) Minimum allocation rates permitted. 
A schedule of allocation rates under a 
plan does not fail to increase smoothly 
at regular intervals, within the mean-
ing of paragraphs (b)(1)(iv)(B) and (C) 
of this section, merely because a min-
imum uniform allocation rate is pro-
vided for all employees or the min-
imum benefit described in section 
416(c)(2) is provided for all non-key em-
ployees (either because the plan is top 
heavy or without regard to whether the 
plan is top heavy) if the schedule satis-
fies one of the following conditions— 

(1) The allocation rates under the 
plan that are greater than the min-
imum allocation rate can be included 
in a hypothetical schedule of alloca-
tion rates that increases smoothly at 
regular intervals, within the meaning 
of paragraphs (b)(1)(iv)(B) and (C) of 
this section, where the hypothetical 
schedule has a lowest allocation rate 
no lower than 1% of plan year com-
pensation; or 

(2) For a plan using a schedule of al-
location rates based on age, for each 
age band in the schedule that provides 
an allocation rate greater than the 
minimum allocation rate, there could 
be an employee in that age band with 
an equivalent accrual rate that is less 
than or equal to the equivalent accrual 
rate that would apply to an employee 
whose age is the highest age for which 
the allocation rate equals the min-
imum allocation rate. 

(v) Uniform target benefit allocations. A 
plan has allocation rates that are based 
on a uniform target benefit allocation 
for the plan year if the plan fails to 
satisfy the requirements for the safe 
harbor testing method in paragraph 
(b)(3) of this section merely because 
the determination of the allocations 
under the plan differs from the alloca-
tions determined under that safe har-
bor testing method for any of the fol-
lowing reasons— 

(A) The interest rate used for deter-
mining the actuarial present value of 
the stated plan benefit and the theo-
retical reserve is lower than a standard 
interest rate; 

(B) The stated benefit is calculated 
assuming compensation increases at a 
specified rate; or 

(C) The plan computes the current 
year contribution using the actual ac-

count balance instead of the theo-
retical reserve. 

(vi) Minimum allocation gateway—(A) 
General rule. A plan satisfies the min-
imum allocation gateway of this para-
graph (b)(1)(vi) if each NHCE has an al-
location rate that is at least one third 
of the allocation rate of the HCE with 
the highest allocation rate. 

(B) Deemed satisfaction. A plan is 
deemed to satisfy the minimum alloca-
tion gateway of this paragraph 
(b)(1)(vi) if each NHCE receives an allo-
cation of at least 5% of the NHCE’s 
compensation within the meaning of 
section 415(c)(3), measured over a pe-
riod of time permitted under the defi-
nition of plan year compensation. 

(vii) Determination of allocation rate. 
For purposes of paragraph (b)(1)(i)(B) of 
this section, allocations and allocation 
rates are determined under § 1.401(a)(4)– 
2(c)(2), but without taking into account 
the imputation of permitted disparity 
under § 1.401(a)(4)–7. However, in deter-
mining whether the plan has broadly 
available allocation rates as provided 
in paragraph (b)(1)(iii) of this section, 
differences in allocation rates attrib-
utable solely to the use of permitted 
disparity described in § 1.401(l)–2 are 
disregarded. 

(viii) Examples. The following exam-
ples illustrate the rules in this para-
graph (b)(1): 

Example 1. (i) Plan M, a defined contribu-
tion plan without a minimum service re-
quirement, provides an allocation formula 
under which allocations are provided to all 
employees according to the following sched-
ule: 

Completed years of service 
Allocation 

rate 
(in percent) 

Ratio of al-
location rate 
for band to 
allocation 

rate for im-
mediately 
preceding 

band 

0–5 ............................................. 3.0 (1) 
6–10 ........................................... 4.5 1.50 
11–15 ......................................... 6.5 1.44 
16–20 ......................................... 8.5 1.31 
21–25 ......................................... 10.0 1.18 
26 or more ................................. 11.5 1.15 

1 Not applicable. 

(ii) Plan M provides that allocation rates 
for all employees are determined using a sin-
gle schedule based solely on service, as de-
scribed in paragraph (b)(1)(iv)(A)(1) of this 
section. Therefore, if the allocation rates 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00162 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



151 

Internal Revenue Service, Treasury § 1.401(a)(4)–8 

under the schedule increase smoothly at reg-
ular intervals as described in paragraph 
(b)(1)(iv)(A)(2) of this section, then the plan 
has a gradual age or service schedule de-
scribed in paragraph (b)(1)(iv) of this section. 

(iii) The schedule of allocation rates under 
Plan M does not increase by more than 5 per-
centage points between adjacent bands and 
the ratio of the allocation rate for any band 
to the allocation rate for the immediately 
preceding band is never more than 2.0 and 
does not increase. Therefore, the allocation 
rates increase smoothly as described in para-
graph (b)(1)(iv)(B) of this section. In addi-
tion, the bands (other than the highest band) 
are all 5 years long, so the increases occur at 
regular intervals as described in paragraph 
(b)(1)(iv)(C) of this section. Thus, the alloca-
tion rates under the plan’s schedule increase 
smoothly at regular intervals as described in 
paragraph (b)(1)(iv)(A)(2) of this section. Ac-
cordingly, the plan has a gradual age or serv-
ice schedule described in paragraph (b)(1)(iv) 
of this section. 

(iv) Under paragraph (b)(1)(i) of this sec-
tion, Plan M satisfies the nondiscrimination 
in amount requirement of § 1.401(a)(4)-1(b)(2) 
on the basis of benefits if it satisfies para-
graph (b)(1)(i)(A) of this section, regardless 
of whether it satisfies the minimum alloca-
tion gateway of paragraph (b)(1)(vi) of this 
section. 

Example 2. (i) The facts are the same as in 
Example 1, except that the 4.5% allocation 
rate applies for all employees with 10 years 
of service or less. 

(ii) Plan M provides that allocation rates 
for all employees are determined using a sin-
gle schedule based solely on service, as de-
scribed in paragraph (b)(1)(iv)(A)(1) of this 
section. Therefore, if the allocation rates 
under the schedule increase smoothly at reg-
ular intervals as described in paragraph 
(b)(1)(iv)(A)(2) of this section, then the plan 
has a gradual age or service schedule de-
scribed in paragraph (b)(1)(iv) of this section. 

(iii) The bands (other than the highest 
band) in the schedule are not all the same 
length, since the first band is 10 years long 
while other bands are 5 years long. Thus, the 
schedule does not have regular intervals as 
described in paragraph (b)(1)(iv)(C) of this 
section. However, under paragraph 
(b)(1)(iv)(D) of this section, the schedule of 
allocation rates does not fail to increase 
smoothly at regular intervals merely be-
cause the minimum allocation rate of 4.5% 
results in a first band that is longer than the 
other bands, if either of the conditions of 
paragraph (b)(1)(iv)(D)(1) or (2) of this sec-
tion is satisfied. 

(iv) In this case, the schedule of allocation 
rates satisfies the condition in paragraph 
(b)(1)(iv)(D)(1) of this section because the al-
location rates under the plan that are great-
er than the 4.5% minimum allocation rate 
can be included in the following hypothetical 

schedule of allocation rates that increases 
smoothly at regular intervals and has a low-
est allocation rate of at least 1% of plan year 
compensation: 

Completed years of service 
Allocation 

rate 
(in percent) 

Ratio of al-
location rate 
for band to 
allocation 

rate for im-
mediately 
preceding 

band 

0–5 ............................................. 2.5 (1) 
6–10 ........................................... 4.5 1.80 
11–15 ......................................... 6.5 1.44 
16–20 ......................................... 8.5 1.31 
21–25 ......................................... 10.0 1.18 
26 or more ................................. 11.5 1.15 

1 Not applicable. 

(v) Accordingly, the plan has a gradual age 
or service schedule described in paragraph 
(b)(1)(iv) of this section. Under paragraph 
(b)(1)(i) of this section, Plan M satisfies the 
nondiscrimination in amount requirement of 
§ 1.401(a)(4)–1(b)(2) on the basis of benefits if 
it satisfies paragraph (b)(1)(i)(A) of this sec-
tion, regardless of whether it satisfies the 
minimum allocation gateway of paragraph 
(b)(1)(vi) of this section. 

Example 3. (i) Plan N, a defined contribu-
tion plan, provides an allocation formula 
under which allocations are provided to all 
employees according to the following sched-
ule: 

Age 
Allocation 

rate 
(in percent) 

Ratio of al-
location rate 
for band to 
allocation 

rate for im-
mediately 
preceding 

band 

Under 25 .................................... 3.0 (1) 
25–34 ......................................... 6.0 2.00 
35–44 ......................................... 9.0 1.50 
45–54 ......................................... 12.0 1.33 
55–64 ......................................... 16.0 1.33 
65 or older ................................. 21.0 1.31 

1 Not applicable. 

(ii) Plan N provides that allocation rates 
for all employees are determined using a sin-
gle schedule based solely on age, as described 
in paragraph (b)(1)(iv)(A)(1) of this section. 
Therefore, if the allocation rates under the 
schedule increase smoothly at regular inter-
vals as described in paragraph (b)(1)(iv)(A)(2) 
of this section, then the plan has a gradual 
age or service schedule described in para-
graph (b)(1)(iv) of this section. 

(iii) The schedule of allocation rates under 
Plan N does not increase by more than 5 per-
centage points between adjacent bands and 
the ratio of the allocation rate for any band 
to the allocation rate for the immediately 
preceding band is never more than 2.0 and 
does not increase. Therefore, the allocation 
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rates increase smoothly as described in para-
graph (b)(1)(iv)(B) of this section. In addi-
tion, the bands (other than the highest band 
and the first band, which is deemed to be the 
same length as the other bands because it 
ends prior to age 25) are all 5 years long, so 
the increases occur at regular intervals as 
described in paragraph (b)(1)(iv)(C) of this 
section. Thus, the allocation rates under the 
plan’s schedule increase smoothly at regular 
intervals as described in paragraph 
(b)(1)(iv)(A)(2) of this section. Accordingly, 
the plan has a gradual age or service sched-
ule described in paragraph (b)(1)(iv) of this 
section. 

(iv) Under paragraph (b)(1)(i) of this sec-
tion, Plan N satisfies the nondiscrimination 
in amount requirement of § 1.401(a)(4)–1(b)(2) 
on the basis of benefits if it satisfies para-
graph (b)(1)(i)(A) of this section, regardless 
of whether it satisfies the minimum alloca-
tion gateway of paragraph (b)(1)(vi) of this 
section. 

Example 4. (i) Plan O, a defined contribu-
tion plan, provides an allocation formula 
under which allocations are provided to all 
employees according to the following sched-
ule: 

Age 
Allocation 

rate 
(in percent) 

Ratio of al-
location rate 
for band to 
allocation 

rate for im-
mediately 
preceding 

band 

Under 40 .................................... 3 (1) 
40–44 ......................................... 6 2.00 
45–49 ......................................... 9 1.50 
50–54 ......................................... 12 1.33 
55–59 ......................................... 16 1.33 
60–64 ......................................... 20 1.25 
65 or older ................................. 25 1.25 

1 Not applicable. 

(ii) Plan O provides that allocation rates 
for all employees are determined using a sin-
gle schedule based solely on age, as described 
in paragraph (b)(1)(iv)(A)(1) of this section. 
Therefore, if the allocation rates under the 
schedule increase smoothly at regular inter-
vals as described in paragraph (b)(1)(iv)(A)(2) 
of this section, then the plan has a gradual 
age or service schedule described in para-
graph (b)(1)(iv) of this section. 

(iii) The bands (other than the highest 
band) in the schedule are not all the same 
length, since the first band is treated as 15 
years long while other bands are 5 years 
long. Thus, the schedule does not have reg-
ular intervals as described in paragraph 
(b)(1)(iv)(C) of this section. However, under 
paragraph (b)(1)(iv)(D) of this section, the 
schedule of allocation rates does not fail to 
increase smoothly at regular intervals mere-
ly because the minimum allocation rate of 
3% results in a first band that is longer than 
the other bands, if either of the conditions of 

paragraph (b)(1)(iv)(D)(1) or (2) of this sec-
tion is satisfied. 

(iv) In this case, in order to define a hypo-
thetical schedule that could include the allo-
cation rates in the actual schedule of alloca-
tion rates, each of the bands below age 40 
would have to be 5 years long (or be treated 
as 5 years long). Accordingly, the hypo-
thetical schedule would have to provide for a 
band for employees under age 30, a band for 
employees in the range 30–34 and a band for 
employees age 35–39. 

(v) The ratio of the allocation rate for the 
age 40–44 band to the next lower band is 2.0. 
Accordingly, in order for the applicable allo-
cations rates under this hypothetical sched-
ule to increase smoothly, the ratio of the al-
location rate for each band in the hypo-
thetical schedule below age 40 to the alloca-
tion rate for the immediately preceding band 
would have to be 2.0. Thus, the allocation 
rate for the hypothetical band applicable for 
employees under age 30 would be .75%, the 
allocation rate for the hypothetical band for 
employees in the range 30–34 would be 1.5% 
and the allocation rate for employees in the 
range 35–39 would be 3%. 

(vi) Because the lowest allocation rate 
under any possible hypothetical schedule is 
less than 1% of plan year compensation, Plan 
O will be treated as satisfying the require-
ments of paragraphs (b)(1)(iv)(B) and (C) of 
this section only if the schedule of allocation 
rates satisfies the steepness condition de-
scribed in paragraph (b)(1)(iv)(D)(2) of this 
section. In this case, the steepness condition 
is not satisfied because the equivalent ac-
crual rate for an employee age 39 is 2.81%, 
but there is no hypothetical employee in the 
band for ages 40–44 with an equal or lower 
equivalent accrual rate (since the lowest 
equivalent accrual rate for hypothetical em-
ployees within this band is 3.74% at age 44). 

(vii) Since the schedule of allocation rates 
under the plan does not increase smoothly at 
regular intervals, Plan O’s schedule of allo-
cation rates is not a gradual age or service 
schedule. Further, Plan O does not provide 
uniform target benefit allocations. There-
fore, under paragraph (b)(1)(i) of this section, 
Plan O cannot satisfy the nondiscrimination 
in amount requirement of § 1.401(a)(4)–1(b)(2) 
for the plan year on the basis of benefits un-
less either Plan O provides for broadly avail-
able allocation rates for the plan year as de-
scribed in paragraph (b)(1)(iii) of this section 
(i.e., the allocation rate at each age is pro-
vided to a group of employees that satisfies 
section 410(b) without regard to the average 
benefit percentage test), or Plan O satisfies 
the minimum allocation gateway of para-
graph (b)(1)(vi) of this section for the plan 
year. 

Example 5. (i) Plan P is a profit-sharing 
plan maintained by Employer A that covers 
all of Employer A’s employees, consisting of 
two HCEs, X and Y, and 7 NHCEs. Employee 
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X’s compensation is $170,000 and Employee 
Y’s compensation is $150,000. The allocation 
for Employees X and Y is $30,000 each, result-
ing in an allocation rate of 17.65% for Em-
ployee X and 20% for Employee Y. Under 
Plan P, each NHCE receives an allocation of 
5% of compensation within the meaning of 
section 415(c)(3), measured over a period of 
time permitted under the definition of plan 
year compensation. 

(ii) Because the allocation rate for X is not 
currently available to any NHCE, Plan P 
does not have broadly available allocation 
rates within the meaning of paragraph 
(b)(1)(iii) of this section. Furthermore, Plan 
P does not provide for age based-allocation 
rates within the meaning of paragraph 
(b)(1)(iv) or (v) of this section. Thus, under 
paragraph (b)(1)(i) of this section, Plan P can 
satisfy the nondiscrimination in amount re-
quirement of § 1.401(a)(4)–1(b)(2) for the plan 
year on the basis of benefits only if Plan P 
satisfies the minimum allocation gateway of 
paragraph (b)(1)(vi) of this section for the 
plan year. 

(iii) The highest allocation rate for any 
HCE under Plan P is 20%. Accordingly, Plan 
P would satisfy the minimum allocation 
gateway of paragraph (b)(1)(vi) of this sec-
tion if all NHCEs have an allocation rate of 
at least 6.67%, or if all NHCEs receive an al-
location of at least 5% of compensation with-
in the meaning of section 415(c)(3) (measured 
over a period of time permitted under the 
definition of plan year compensation). 

(iv) Under Plan P, each NHCE receives an 
allocation of 5% of compensation within the 
meaning of section 415(c)(3) (measured over a 
period of time permitted under the definition 
of plan year compensation). Accordingly, 
Plan P satisfies the minimum allocation 
gateway of paragraph (b)(1)(vi) of this sec-
tion. 

(v) Under paragraph (b)(1)(i) of this section, 
Plan P satisfies the nondiscrimination in 
amount requirement of § 1.401(a)(4)–1(b)(2) on 
the basis of benefits if it satisfies paragraph 
(b)(1)(i)(A) of this section. 

(2) Determination of equivalent accrual 
rates—(i) Basic definition. An employ-
ee’s equivalent accrual rate for a plan 
year is the annual benefit that is the 
result of normalizing the increase in 
the employee’s account balance during 
the measurement period, divided by the 
number of years in which the employee 
benefited under the plan during the 
measurement period, and expressed ei-
ther as a dollar amount or as a per-
centage of the employee’s average an-
nual compensation. A measurement pe-
riod that includes future years may not 
be used for this purpose. 

(ii) Rules of application—(A) Deter-
mination of account balance. The in-
crease in the account balance during 
the measurement period taken into ac-
count under paragraph (b)(2)(i) of this 
section does not include income, ex-
penses, gains, or losses allocated dur-
ing the measurement period that are 
attributable to the account balance as 
of the beginning of the measurement 
period, but does include any additional 
amounts that would have been included 
in the increase in the account balance 
but for the fact that they were pre-
viously distributed (including a reason-
able adjustment for interest). In the 
case of a measurement period that is 
the current plan year, an employer 
may also elect to disregard the income, 
expenses, gains, and losses allocated 
during the current plan year that are 
attributable to the increase in account 
balance since the beginning of the 
year, and thus, determine the increase 
in account balance during the plan 
year taking into account only the allo-
cations described in § 1.401(a)(4)– 
2(c)(2)(ii). In addition, an employer 
may disregard distributions made to a 
NHCE as well as distributions made to 
any employee in plan years beginning 
before a selected date no later than 
January 1, 1986. 

(B) Normalization. The account bal-
ances determined under paragraph 
(b)(2)(ii)(A) of this section are normal-
ized by treating them as single-sum 
benefits that are immediately and un-
conditionally payable to the employee. 
A standard interest rate, and a straight 
life annuity factor that is based on the 
same or a different standard interest 
rate and on a standard mortality table, 
must be used in normalizing these ben-
efits. In addition, no mortality may be 
assumed prior to the employee’s test-
ing age. 

(iii) Options. Any of the optional 
rules in § 1.401(a)(4)–3(d)(3) (e.g., impu-
tation of permitted disparity) may be 
applied in determining an employee’s 
equivalent accrual rate by substituting 
the employee’s equivalent accrual rate 
(determined without regard to the op-
tion) for the employee’s normal ac-
crual rate (i.e., not most valuable ac-
crual rate) in that section where appro-
priate. For this purpose, however, the 
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last sentence of the fresh-start alter-
native in § 1.401(a)(4)–3(d)(3)(iii)(A) 
(dealing with compensation adjust-
ments to the frozen accrued benefit) is 
not applicable. No other options are 
available in determining an employee’s 
equivalent accrual rate except those 
(e.g., selection of alternative measure-
ment periods) specifically provided in 
this paragraph (b)(2). Thus, for exam-
ple, none of the optional special rules 
in § 1.401(a)(4)–3(f) (e.g., determination 
of benefits on other than a plan year 
basis under § 1.401(a)(4)–3(f)(6)) is avail-
able. 

(iv) Consistency rule. Equivalent ac-
crual rates must be determined in a 
consistent manner for all employees 
for the plan year. Thus, for example, 
the same measurement periods and 
standard interest rates must be used, 
and any available options must be ap-
plied consistently if at all. 

(3) Safe-harbor testing method for target 
benefit plans—(i) General rule. A target 
benefit plan is a money purchase pen-
sion plan under which contributions to 
an employee’s account are determined 
by reference to the amounts necessary 
to fund the employee’s stated benefit 
under the plan. Whether a target ben-
efit plan satisfies section 401(a)(4) with 
respect to an equivalent amount of 
benefits is generally determined under 
paragraphs (b)(1) and (b)(2) of this sec-
tion. A target benefit plan is deemed to 
satisfy section 401(a)(4) with respect to 
an equivalent amount of benefits, how-
ever, if each of the following require-
ments is satisfied: 

(A) Stated benefit formula. Each em-
ployee’s stated benefit must be deter-
mined as the straight life annuity com-
mencing at the employee’s normal re-
tirement age under a formula that 
would satisfy the requirements of 
§ 1.401(a)(4)–3(b)(4)(i)(C) (1) or (2), and 
that would satisfy each of the uni-
formity requirements in § 1.401(a)(4)– 
3(b)(2) (taking into account the rel-
evant exceptions provided in 
§ 1.401(a)(4)–3(b)(6)), if the plan were a 
defined benefit plan with the same ben-
efit formula. In determining whether 
these requirements are satisfied, the 
rules of § 1.401(a)(4)–3(f) do not apply, 
and, in addition, except as provided in 
paragraph (b)(3)(vii) of this section, an 
employee’s stated benefit at normal re-

tirement age under the stated benefit 
formula is deemed to accrue ratably 
over the period ending with the plan 
year in which the employee is pro-
jected to reach normal retirement age 
and beginning with the latest of: the 
first plan year in which the employee 
benefited under the plan, the first plan 
year taken into account in the stated 
benefit formula, and any plan year im-
mediately following a plan year in 
which the plan did not satisfy this 
paragraph (b)(3). Thus, except as pro-
vided in paragraph (b)(3)(vii) of this 
section, under § 1.401(a)(4)–3(b)(2)(v) an 
employee’s stated benefit may not take 
into account service in years prior to 
the first plan year that the employee 
benefited under the plan, and an em-
ployee’s stated benefit may not take 
into account service in plan years prior 
to the current plan year unless the 
plan satisfied this paragraph (b)(3) in 
all of those prior plan years. 

(B) Employer and employee contribu-
tions. Employer contributions with re-
spect to each employee must be based 
exclusively on the employee’s stated 
benefit using the method provided in 
paragraph (b)(3)(iv) of this section, and 
forfeitures and any other amounts 
under the plan taken into account 
under § 1.401(a)(4)–2(c)(2)(ii) (other than 
employer contributions) are used ex-
clusively to reduce employer contribu-
tions. Employee contributions (if any) 
may not be used to fund the stated ben-
efit. 

(C) Permitted disparity. If permitted 
disparity is taken into account, the 
stated benefit formula must satisfy 
§ 1.401(l)–3. For this purpose, the 0.75- 
percent factor in the maximum excess 
or offset allowance in § 1.401(l)–3(b)(2)(i) 
or (b)(3)(i), respectively, as adjusted in 
accordance with § 1.401(l)–3(d)(9) (and, if 
the employee’s normal retirement age 
is not the employee’s social security 
retirement age, § 1.401(l)–3(e)), is fur-
ther reduced by multiplying the factor 
by 0.80. 

(ii) Changes in stated benefit formula. 
A plan does not fail to satisfy para-
graph (b)(3)(i) of this section merely 
because the plan determines each em-
ployee’s stated benefit in the current 
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plan year under a stated benefit for-
mula that differs from the stated ben-
efit formula used to determine the em-
ployee’s stated benefit in prior plan 
years. 

(iii) Stated benefits after normal retire-
ment age. A target benefit plan may 
limit increases in the stated benefit 
after normal retirement age consistent 
with the requirements applicable to de-
fined benefit plans under section 
411(b)(1)(H) (without regard to section 
411(b)(1)(H)(iii)), provided that the limi-
tation applies on the same terms to all 
employees. Thus, post-normal retire-
ment benefits required under 
§ 1.401(a)(4)–3(b)(2)(ii) must be provided 
under the stated benefit formula, sub-
ject to any uniformly applicable serv-
ice cap under the formula. 

(iv) Method for determining required 
employer contributions—(A) General rule. 
An employer’s required contribution to 
the account of an employee for a plan 
year is determined based on the em-
ployee’s stated benefit and the amount 
of the employee’s theoretical reserve 
as of the date the employer’s required 
contribution is determined for the plan 
year (the determination date). Para-
graph (b)(3)(iv)(B) of this section pro-
vides rules for determining an employ-
ee’s theoretical reserve. Paragraph 
(b)(3)(iv) (C) and (D) of this section pro-
vides rules for determining an employ-
er’s required contributions. 

(B) Theoretical reserve—(1) Initial theo-
retical reserve. An employee’s theo-
retical reserve as of the determination 
date for the first plan year in which 
the employee benefits under the plan, 
the first plan year taken into account 
under the stated benefit formula (if 
that is the current plan year), or the 
first plan year immediately following 
any plan year in which the plan did not 
satisfy this paragraph (b)(3), is zero. 

(2) Theoretical reserve in subsequent 
plan years. An employee’s theoretical 
reserve as of the determination date 
for a plan year (other than a plan year 
described in paragraph (b)(3)(iv)(B)(1) 
of this section) is the employee’s theo-
retical reserve as of the determination 
date for the prior plan year, plus the 
employer’s required contribution for 
the prior plan year (as limited by sec-
tion 415, but without regard to the ad-
ditional contributions described in 

paragraph (b)(3)(v) of this section) both 
increased by interest from the deter-
mination date for the prior plan year 
through the determination date for the 
current plan year, but not beyond the 
determination date for the plan year 
that includes the employee’s normal 
retirement date. (Thus, an employee’s 
theoretical reserve as of the deter-
mination date for a plan year does not 
include the amount of the employer’s 
required contribution for the plan 
year.) The interest rate for deter-
mining employer contributions that 
was in effect on the determination date 
in the prior plan year must be applied 
to determine the required interest ad-
justment for this period. For plan 
years beginning after the effective date 
applicable to the plan under 
§ 1.401(a)(4)–13(a) or (b), a standard in-
terest rate must be used, and may not 
be changed except on the determina-
tion date for a plan year. 

(C) Required contributions for employ-
ees under normal retirement age. The re-
quired employer contributions with re-
spect to an employee whose attained 
age is less than the employee’s normal 
retirement age must be determined for 
each plan year as follows: 

(1) Determine the employee’s frac-
tional rule benefit (within the meaning 
of § 1.411(b)–1(b)(3)(ii)(A)) under the 
plan’s stated benefit formula as if the 
plan were a defined benefit plan with 
the same benefit formula. 

(2) Determine the actuarial present 
value of the fractional rule benefit de-
termined in paragraph (b)(3)(iv)(C)(1) of 
this section as of the determination 
date for the current plan year, using a 
standard interest rate and a standard 
mortality table that are set forth in 
the plan and that are the same for all 
employees, and assuming no mortality 
before the employee’s normal retire-
ment age. 

(3) Determine the excess, if any, of 
the amount determined in paragraph 
(b)(3)(iv)(C)(2) of this section over the 
employee’s theoretical reserve for the 
current plan year determined under 
paragraph (b)(3)(iv)(B) of this section. 

(4) Determine the required employer 
contribution for the current plan year 
by amortizing on a level annual basis, 
using the same interest rate used for 
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paragraph (b)(3)(iv)(C)(2) of this sec-
tion, the result in paragraph 
(b)(3)(iv)(C)(3) of this section over the 
period beginning with the determina-
tion date for the current plan year and 
ending with the determination date for 
the plan year in which the employee is 
projected to reach normal retirement 
age. 

(D) Required contributions for employ-
ees over normal retirement age. The re-
quired employer contributions with re-
spect to an employee whose attained 
age equals or exceeds the employee’s 
normal retirement age is the excess, if 
any, of the actuarial present value, as 
of the determination date for the cur-
rent plan year, of the employee’s stat-
ed benefit for the current plan year (de-
termined using an immediate straight 
life annuity factor based on a standard 
interest rate and a standard mortality 
table, for an employee whose attained 
age equals the employee’s normal re-
tirement age) over the employee’s the-
oretical reserve as of the determina-
tion date. 

(v) Effect of section 415 and 416 require-
ments. A target benefit plan does not 
fail to satisfy this paragraph (b)(3) 
merely because required contributions 
under the plan are limited by section 
415 in a plan year. Similarly, a target 
benefit plan does not fail to satisfy this 
paragraph (b)(3) merely because addi-
tional contributions are made con-
sistent with the requirements of sec-
tion 416(c)(2) (regardless of whether the 
plan is top-heavy). 

(vi) Certain conditions on allocations. A 
target benefit plan does not fail to sat-
isfy this paragraph (b)(3) merely be-
cause required contributions under the 
plan are subject to the conditions on 
allocations permitted under 
§ 1.401(a)(4)–2(b)(4)(iii). 

(vii) Special rules for target benefit 
plans qualified under prior law—(A) 
Service taken into account prior to satis-
faction of this paragraph. For purposes 
of determining whether the stated ben-
efit formula satisfies paragraph 
(b)(3)(i)(A) of this section (e.g., whether 
the period over which an employee’s 
stated benefit is deemed to accrue is 
the same as the period taken into ac-
count under the stated benefit formula 
as required by paragraph (b)(3)(i)(A) of 
this section), a target benefit plan that 

was adopted and in effect on September 
19, 1991, is deemed to have satisfied this 
paragraph (b)(3), and an employee is 
treated as benefiting under the plan, in 
any year prior to the effective date ap-
plicable to the plan under § 1.401(a)(4)– 
13 (a) or (b) that was taken into ac-
count in the stated benefit formula 
under the plan on September 19, 1991, if 
the plan satisfied the applicable non-
discrimination requirements for target 
benefit plans for that prior year. 

(B) Initial theoretical reserve. Notwith-
standing paragraph (b)(3)(iv)(B)(1) of 
this section, a target benefit plan 
under which the stated benefit formula 
takes into account service for an em-
ployee for plan years prior to the first 
plan year in which the plan satisfied 
this paragraph (b)(3), as permitted 
under paragraph (b)(3)(vii)(A) of this 
section, must determine an initial the-
oretical reserve for the employee as of 
the determination date for the last 
plan year beginning before such plan 
year under the rules of § 1.401(a)(4)– 
13(e). 

(C) Satisfaction of prior law. In deter-
mining whether a plan satisfied the ap-
plicable nondiscrimination require-
ments for target benefit plans for any 
period prior to the effective date appli-
cable to the plan under § 1.401(a)(4)–13 
(a) or (b), no amendments after Sep-
tember 19, 1991, other than amend-
ments necessary to satisfy section 
401(l), are taken into account. 

(viii) Examples. The following exam-
ples illustrate the rules in this para-
graph (b)(3): 

Example 1. (a) Employer X maintains a tar-
get benefit plan with a calendar plan year 
that bases contributions on a stated benefit 
equal to 40 percent of each employee’s aver-
age annual compensation, reduced pro rata 
for years of participation less than 25, pay-
able annually as a straight life annuity com-
mencing at normal retirement age. The UP– 
84 mortality table and an interest rate of 7.5 
percent are used to calculate the contribu-
tions necessary to fund the stated benefit. 
Required contributions are determined on 
the last day of each plan year. The normal 
retirement age under the plan is 65. Em-
ployee M is 39 years old in 1994, has partici-
pated in the plan for six years, and has aver-
age annual compensation equal to $60,000 for 
the 1994 plan year. Assume that Employee 
M’s theoretical reserve as of the last day of 
the 1993 plan year is $13,909, determined 
under § 1.401(a)(4)–13(e), and that required 
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employer contributions for 1993 were deter-
mined using an interest rate of six percent. 

(b) Under these facts, Employer X’s 1994 re-
quired contribution to fund Employee M’s 
stated benefit is $1,318, calculated as follows: 

(1) Employee M’s fractional rule benefit is 
$24,000 (40 percent of Employee M’s average 
annual compensation of $60,000). 

(2) The actuarial present value of Em-
ployee M’s fractional rule benefit as of the 
last day of the 1994 plan year is $30,960 (Em-
ployee M’s fractional rule benefit of $24,000 
multiplied by 1.290, the actuarial present 
value factor for an annual straight life annu-
ity commencing at age 65 applicable to a 39- 
year-old employee, determined using the 
stated interest rate of 7.5 percent and the 
UP–84 mortality table, and assuming no mor-
tality before normal retirement age). 

(3) The actuarial present value of Em-
ployee M’s fractional rule benefit ($30,960) is 
reduced by Employee M’s theoretical reserve 
as of the last day of the 1994 plan year. The 
theoretical reserve on that day is $14,744— 
the $13,909 theoretical reserve as of the last 
day of the 1993 plan year, increased by inter-
est for one year at the rate of six percent. 
Because the required contribution for the 
1993 plan year is taken into account under 
§ 1.401(a)(4)–13(e)(2) in determining the theo-
retical reserve as of the last day of the 1993 
plan year, it is not added to the theoretical 
reserve again in this paragraph (b)(3) of this 
Example 1. The resulting difference is $16,216 
($30,960¥$14,744). 

(4) The $16,216 excess of the actuarial 
present value of Employee M’s fractional 
rule benefit over Employee M’s theoretical 
reserve is multiplied by 0.0813, the amortiza-
tion factor applicable to a 39-year-old em-
ployee determined using the stated interest 
rate of 7.5 percent. The product of $1,318 is 
the amount of the required employer con-
tribution for Employee M for the 1994 plan 
year. 

Example 2. (a) The facts are the same as in 
Example 1, except that as of January 1, 1995, 
the plan’s stated benefit formula is amended 
to provide for a stated benefit equal to 45 
percent of average annual compensation, re-
duced pro rata for years of participation less 
than 25, payable annually as a straight life 
annuity commencing at normal retirement 
age. For the 1995 plan year, Employee M’s 
average annual compensation continues to 
be $60,000. The mortality table used for the 
calculation of the employer’s required con-
tributions remains the same as in the prior 
plan year, but the plan’s stated interest rate 
is changed to 8.0 percent effective as of De-
cember 31, 1995. 

(b) Under these facts, Employer X’s re-
quired contribution for Employee M is $1,290, 
calculated as follows: 

(1) Employee M’s fractional rule benefit is 
$27,000 (45 percent of $60,000). 

(2) The actuarial present value of Em-
ployee M’s fractional rule benefit as of the 
last day of the 1995 plan year is $32,319 
($27,000 multiplied by 1.197, the actuarial 
present value factor for an annuity com-
mencing at age 65 applicable to a 40-year-old 
employee, determined using the stated inter-
est rate of 8.0 percent and the UP–84 mor-
tality table, and assuming no mortality be-
fore normal retirement age). 

(3) The actuarial present value of Em-
ployee M’s fractional rule benefit ($32,319) is 
reduced by Employee M’s theoretical reserve 
as of the last day of the 1995 plan year. The 
theoretical reserve as of that day is $17,267— 
the $14,744 theoretical reserve as of the last 
day of the 1994 plan year plus the $1,318 re-
quired contribution for the 1994 plan year, 
both increased by interest for one year at 
the rate of 7.5 percent. The resulting dif-
ference is $15,052 ($32,319¥$17,267). 

(4) The result in paragraph (b)(3) of this Ex-
ample 2 is multiplied by 0.0857, the amortiza-
tion factor applicable to a 40-year-old em-
ployee determined using the stated interest 
rate of 8.0 percent. The product, $1,290, is the 
amount of the required employer contribu-
tion for Employee M for the 1995 plan year. 

(c) Nondiscrimination in amount of con-
tributions under a defined benefit plan— 
(1) General rule. Equivalent allocations 
under a defined benefit plan are non-
discriminatory in amount for a plan 
year if the plan would satisfy 
§ 1.401(a)(4)–3(c)(1) (taking into account 
§ 1.401(a)(4)–3(c)(3)) for the plan year if 
an equivalent normal and most valu-
able allocation rate, as determined 
under paragraph (c)(2) of this section, 
were substituted for each employee’s 
normal and most valuable accrual rate, 
respectively, in the determination of 
rate groups. 

(2) Determination of equivalent alloca-
tion rates—(i) Basic definitions. An em-
ployee’s equivalent normal and most 
valuable allocation rates for a plan 
year are, respectively, the actuarial 
present value of the increase over the 
plan year in the benefit that would be 
taken into account in determining the 
employee’s normal and most valuable 
accrual rates for the plan year, ex-
pressed either as a dollar amount or as 
a percentage of the employee’s plan 
year compensation. In the case of a 
contributory DB plan, the rules in 
§ 1.401(a)(4)–6(b)(1), (b)(5), or (b)(6) must 
be used to determine the amount of 
each employee’s employer-provided 
benefit that would be taken into ac-
count for this purpose. 
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(ii) Rules for determining actuarial 
present value. The actuarial present 
value of the increase in an employee’s 
benefit must be determined using a 
standard interest rate and a standard 
mortality table, and no mortality may 
be assumed prior to the employee’s 
testing age. 

(iii) Options. The optional rules in 
§ 1.401(a)(4)–2(c)(2)(iv) (imputation of 
permitted disparity) and (v) (grouping 
of rates) may be applied to determine 
an employee’s equivalent normal and 
most valuable allocation rates by sub-
stituting those rates (determined with-
out regard to the option) for the em-
ployee’s allocation rate in that section 
where appropriate. In addition, the 
limitations under section 415 may be 
taken into account under § 1.401(a)(4)– 
3(d)(2)(ii)(B), and qualified disability 
benefits may be taken into account as 
accrued benefits under § 1.401(a)(4)– 
3(f)(2), in determining the increase in 
an employee’s accrued benefit during a 
plan year for purposes of paragraph 
(c)(2)(i) of this section, if those rules 
would otherwise be available. No other 
options are available in determining an 
employee’s equivalent normal and 
most valuable allocations rate except 
those (e.g., selection of alternative 
standard interest rates) specifically 
provided in this paragraph (c)(2). Thus, 
while all of the mandatory rules in 
§ 1.401(a)(4)–3(d) and (f) for determining 
the amount of benefits used to deter-
mine an employee’s normal and most 
valuable accrual rates (e.g., the treat-
ment of early retirement window bene-
fits in § 1.401(a)(4)–3(f)(4)) are applicable 
in determining an employee’s equiva-
lent normal and most valuable alloca-
tion rates, none of the optional rules 
under § 1.401(a)(4)–3 is available (except 
the options relating to the section 415 
limits and qualified disability benefits 
noted above). 

(iv) Consistency rule. Equivalent allo-
cation rates must be determined in a 
consistent manner for all employees 
for the plan year. Thus, for example, 
the same standard interest rates must 
be used, and any available options 
must be applied consistently if at all. 

(3) Safe harbor testing method for cash 
balance plans—(i) General rule. A cash 
balance plan is a defined benefit plan 
that defines benefits for each employee 

by reference to the employee’s hypo-
thetical account. An employee’s hypo-
thetical account is determined by ref-
erence to hypothetical allocations and 
interest adjustments that are analo-
gous to actual allocations of contribu-
tions and earnings to an employee’s ac-
count under a defined contribution 
plan. Because a cash balance plan is a 
defined benefit plan, whether it satis-
fies section 401(a)(4) with respect to the 
equivalent amount of contributions is 
generally determined under paragraphs 
(c)(1) and (c)(2) of this section. How-
ever, a cash balance plan that satisfies 
each of the requirements in paragraphs 
(c)(3)(ii) through (xi) of this section is 
deemed to satisfy section 401(a)(4) with 
respect to an equivalent amount of 
contributions. 

(ii) Plan requirements in general. The 
plan must be an accumulation plan. 
The benefit formula under the plan 
must provide for hypothetical alloca-
tions for each employee in the plan 
that satisfy paragraph (c)(3)(iii) of this 
section, and interest adjustments to 
these hypothetical allocations that 
satisfy paragraph (c)(3)(iv) of this sec-
tion. The benefit formula under the 
plan must provide that these hypo-
thetical allocations and interest ad-
justments are accumulated as a hypo-
thetical account for each employee, de-
termined in accordance with paragraph 
(c)(3)(v) of this section. The plan must 
provide that an employee’s accrued 
benefit under the plan as of any date is 
an annuity that is the actuarial equiv-
alent of the employee’s projected hypo-
thetical account as of normal retire-
ment age, determined in accordance 
with paragraph (c)(3)(vi) of this sec-
tion. In addition, the plan must satisfy 
paragraphs (c)(3)(vii) through (xi) of 
this section (to the extent applicable) 
regarding optional forms of benefit, 
past service credits, post-normal re-
tirement age benefits, certain uni-
formity requirements, and changes in 
the plan’s benefit formula, respec-
tively. 

(iii) Hypothetical allocations—(A) In 
general. The hypothetical allocations 
provided under the plan’s benefit for-
mula must satisfy either paragraph 
(c)(3)(iii)(B) or (C) of this section. Para-
graph (c)(3)(iii)(B) of this section pro-
vides a design-based safe harbor that 
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does not require the annual comparison 
of hypothetical allocations under the 
plan. Paragraph (c)(3)(iii)(C) of this 
section requires the annual comparison 
of hypothetical allocations. 

(B) Uniform hypothetical allocation for-
mula. To satisfy this paragraph 
(c)(3)(iii)(B), the plan’s benefit formula 
must provide for hypothetical alloca-
tions for all employees in the plan for 
all plan years of amounts that would 
satisfy § 1.401(a)(4)–2(b)(3) for each such 
plan year if the hypothetical alloca-
tions were the only allocations under a 
defined contribution plan for the em-
ployees for those plan years. Thus, the 
plan’s benefit formula must provide for 
hypothetical allocations for all em-
ployees in the plan for all plan years 
that are the same percentage of plan 
year compensation or the same dollar 
amount. In determining whether the 
hypothetical allocations satisfy 
§ 1.401(a)(4)–2(b)(3), the only provisions 
of § 1.401(a)(4)–2(b)(5) that apply are 
§ 1.401(a)(4)–2(b)(5)(ii) (section 401(l) per-
mitted disparity, (iii) (entry dates), (vi) 
(certain limits on allocations), and 
(vii) (dollar allocation per uniform unit 
of service). Thus, for example, the 
plan’s benefit formula may take per-
mitted disparity into account in a 
manner allowed under § 1.401(l)–2 for de-
fined contribution plans. 

(C) Modified general test. To satisfy 
this paragraph (c)(3)(iii)(C), the plan’s 
benefit formula must provide for hypo-
thetical allocations for all employees 
in the plan for the plan year that 
would satisfy the general test in 
§ 1.401(a)(4)–2(c) for the plan year, if the 
hypothetical allocations were the only 
allocations for the employees taken 
into account under § 1.401(a)(4)– 
2(c)(2)(ii) under a defined contribution 
plan for the plan year. In determining 
whether the hypothetical allocations 
satisfy § 1.401(a)(4)–2(c), the provisions 
of § 1.401(a)(4)–2(c)(2)(iii) through (v) 
apply. Thus, for example, permitted 
disparity may be imputed under 
§ 1.401(a)(4)–2(c)(2)(iv) in accordance 
with the rules of § 1.401(a)(4)–7(b) appli-
cable to defined contribution plans. 

(iv) Interest adjustments to hypothetical 
allocations—(A) General rule. The plan 
benefit formula must provide that the 
dollar amount of the hypothetical allo-
cation for each employee for a plan 

year is automatically adjusted using 
an interest rate that satisfies para-
graph (c)(3)(iv)(B) of this section, com-
pounded no less frequently than annu-
ally, for the period that begins with a 
date in the plan year and that ends at 
normal retirement age. This require-
ment is not satisfied if any portion of 
the interest adjustments to a hypo-
thetical allocation are contingent on 
the employee’s satisfaction of any re-
quirement. Thus, for example, the in-
terest adjustments to a hypothetical 
allocation must be provided through 
normal retirement age, even though 
the employee terminates employment 
or commences benefits before that age. 

(B) Requirements with respect to inter-
est rates. The interest rate must be a 
single interest rate specified in the 
plan that is the same for all employees 
in the plan for all plan years. The in-
terest rate must be either a standard 
interest rate or a variable interest 
rate. If the interest rate is a variable 
interest rate, it must satisfy paragraph 
(c)(3)(iv)(C) of this section. 

(C) Variable interest rates—(1) General 
rule. The plan must specify the variable 
interest rate, the method for deter-
mining the current value of the vari-
able interest rate, and the period (not 
to exceed 1 year) for which the current 
value of the variable interest rate ap-
plies. Permissible variable interest 
rates are listed in paragraph 
(c)(3)(iv)(C)(2) of this section. Permis-
sible methods for determining the cur-
rent value of the variable interest rate 
are provided in paragraph 
(c)(3)(iv)(C)(3) of this section. 

(2) Permissible variable interest rates. 
The variable interest rate specified in 
the plan must be one of the following— 

(i) The rate on 3-month Treasury 
Bills, 

(ii) The rate on 6-month Treasury 
Bills, 

(iii) The rate on 1-year Treasury 
Bills, 

(iv) The yield on 1-year Treasury 
Constant Maturities, 

(v) The yield on 2-year Treasury Con-
stant Maturities, 

(vi) The yield on 5-year Treasury 
Constant Maturities, 

(vii) The yield on 10-year Treasury 
Constant Maturities, 
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(viii) The yield on 30-year Treasury 
Constant Maturities, or 

(ix) The single interest rate such 
that, as of a single age specified in the 
plan, the actuarial present value of a 
deferred straight life annuity of an 
amount commencing at the normal re-
tirement age under the plan, calculated 
using that interest rate and a standard 
mortality table but assuming no mor-
tality before normal retirement age, is 
equal to the actuarial present value, as 
of the single age specified in the plan, 
of the same annuity calculated using 
the section 417(e) rates applicable to 
distributions in excess of $25,000 (deter-
mined under § 1.417(e)–1(d)), and the 
same mortality assumptions. 

(3) Current value of variable interest 
rate. The current value of the variable 
interest rate that applies for a period 
must be either the value of the variable 
interest rate determined as of a speci-
fied date in the period or the imme-
diately preceding period, or the aver-
age of the values of the variable inter-
est rate as of two or more specified 
dates during the current period or the 
immediately preceding period. The 
value as of a date of the rate on a 
Treasury Bill is the average auction 
rate for the week or month in which 
the date falls, as reported in the Fed-
eral Reserve Bulletin. The value as of a 
date of the yield on a Treasury Con-
stant Maturity is the average yield for 
the week, month, or year in which the 
date falls, as reported in the Federal 
Reserve Bulletin. (The Federal Reserve 
Bulletin is published by the Board of 
Governors of the Federal Reserve Sys-
tem and is available from Publication 
Services, Mail Stop 138, Board of Gov-
ernors of the Federal Reserve System, 
Washington DC 20551.) The plan may 
limit the current value of the variable 
interest rate to a maximum (not less 
than the highest standard interest 
rate), or a minimum (not more than 
the lowest standard interest rate), or 
both. 

(v) Hypothetical account—(A) Current 
value of hypothetical account. As of any 
date, the current value of an employ-
ee’s hypothetical account must equal 
the sum of all hypothetical allocations 
and the respective interest adjust-
ments to each such hypothetical allo-
cation provided through that date for 

the employee under the plan’s benefit 
formula (without regard to any inter-
est adjustments provided under the 
plan’s benefit formula for periods after 
that date). 

(B) Value of hypothetical account as of 
normal retirement age. Under paragraph 
(c)(3)(vi) of this section, the value of an 
employee’s hypothetical account must 
be determined as of normal retirement 
age in order to determine the employ-
ee’s accrued benefit as of any date at or 
before normal retirement age. As of 
any date at or before normal retire-
ment age, the value of an employee’s 
hypothetical account as of normal re-
tirement age must equal the sum of 
each hypothetical allocation provided 
through that date for the employee 
under the plan’s benefit formula, plus 
the interest adjustments provided 
through normal retirement age on each 
of those hypothetical allocations for 
the employee under the plan’s benefit 
formula (without regard to any hypo-
thetical allocations that might be pro-
vided after that date under the plan’s 
benefit formula). If the interest rate 
specified in the plan is a variable inter-
est rate, the plan must specify that the 
determination in the preceding sen-
tence is made by assuming that the 
current value of the variable interest 
rate for all future periods is either the 
current value of the variable interest 
rate for the current period or the aver-
age of the current values of the vari-
able interest rate for the current pe-
riod and one or more periods imme-
diately preceding the current period 
(not to exceed 5 years in the aggre-
gate). 

(vi) Determination of accrued benefit— 
(A) Definition of accrued benefit. The 
plan must provide that at any date at 
or before normal retirement age the 
accrued benefit (within the meaning of 
section 411(a)(7)(A)(i)) of each employee 
in the plan is an annuity commencing 
at normal retirement age that is the 
actuarial equivalent of the employee’s 
hypothetical account as of normal re-
tirement age (as determined under 
paragraph (c)(3)(v)(B) of this section). 
The separate benefit that each em-
ployee accrues for a plan year is an an-
nuity that is the actuarial equivalent 
of the employee’s hypothetical alloca-
tion for that plan year, including the 
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automatic adjustments for interest 
through normal retirement age re-
quired under paragraph (c)(3)(iv) of this 
section. 

(B) Normal form of benefit. The annu-
ity specified in paragraph (c)(3)(vi)(A) 
of this section must provide an annual 
benefit payable in the same form at the 
same uniform normal retirement age 
for all employees in the plan. The an-
nual benefit must be the normal retire-
ment benefit under the plan (within 
the meaning of section 411(a)(9)) under 
the plan. 

(C) Determination of actuarial equiva-
lence. For purposes of this paragraph 
(c)(3)(vi) and paragraph (c)(3)(ix) of this 
section, actuarial equivalence must be 
determined using a standard mortality 
table and either a standard interest 
rate or the interest rate specified in 
the plan for making interest adjust-
ments to hypothetical allocations. If 
the interest rate used is the interest 
rate specified in the plan, and that rate 
is a variable interest rate, the assumed 
value of the variable interest rate for 
all future periods must be the same 
value that would be assumed for pur-
poses of paragraph (c)(3)(v)(B) of this 
section. The same actuarial assump-
tions must be used for all employees in 
the plan. 

(D) Effect of section 415 and 416 require-
ments. A plan does not fail to satisfy 
this paragraph (c)(3)(vi) merely because 
the accrued benefits under the plan are 
limited by section 415, or merely be-
cause the accrued benefits under the 
plan are the greater of the accrued ben-
efits otherwise determined under the 
plan and the minimum benefit de-
scribed in section 416(c)(1) (regardless 
of whether the plan is top-heavy). 

(vii) Optional forms of benefit—(A) In 
general. The plan must satisfy the uni-
form subsidies requirement of 
§ 1.401(a)(4)–3(b)(2)(iv) with respect to 
all subsidized optional forms of benefit. 

(B) Limitation on subsidies. Unless hy-
pothetical allocations are determined 
under a uniform hypothetical alloca-
tion formula that satisfies paragraph 
(c)(3)(iii)(B) of this section, the actu-
arial present value of any QJSA pro-
vided under the plan must not be great-
er than the single sum distribution to 
the employee that would satisfy para-
graph (c)(3)(vii)(C) of this section as-

suming that it was distributed to the 
employee on the date of commence-
ment of the QJSA. 

(C) Distributions subject to section 
417(e). Except as otherwise required 
under section 415(b), if the plan pro-
vides for a distribution alternative 
that is subject to the interest rate re-
strictions under section 417(e), the ac-
tuarial present value of the benefit 
paid to an employee under the distribu-
tion alternative must equal the non-
forfeitable percentage (determined 
under the plan’s vesting schedule) of 
the greater of the following two 
amounts— 

(1) The current value of the employ-
ee’s hypothetical account as of the 
date the distribution commences, cal-
culated in accordance with paragraph 
(c)(3)(v)(A) of this section. 

(2) The actuarial present value (cal-
culated in accordance with § 1.417(e)– 
1(d)) of the employee’s accrued benefit. 

(D) Determination of actuarial present 
value. For purposes of this paragraph 
(c)(3)(vii), actuarial present value must 
be determined using a reasonable inter-
est rate and mortality table. A stand-
ard interest rate and a standard mor-
tality table are considered reasonable 
for this purpose. 

(viii) Past service credit. The benefit 
formula under the plan may not pro-
vide for hypothetical allocations in the 
curent plan year that are attributable 
to years of service before the current 
plan year, unless each of the following 
requirements is satisfied— 

(A) The years of past service credit 
are granted on a uniform basis to all 
current employees in the plan. 

(B) Hypothetical allocations for the 
current plan year are determined under 
a uniform hypothetical allocation for-
mula that satisfies paragraph 
(c)(3)(iii)(B) of this section. 

(C) The hypothetical allocations at-
tributable to the years of past service 
would have satisfied the uniform hypo-
thetical allocation formula require-
ment of paragraph (c)(3)(iii)(B) of this 
section, and the interest adjustments 
to those hypothetical allocations 
would have satisfied paragraph 
(c)(3)(iv)(A) of this section, if the plan 
provision granting past service had 
been in effect for the entire period for 
which years of past service are granted 
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to any employee. In order to satisfy 
this requirement, the hypothetical al-
location attributable to a year of past 
service must be adjusted for interest in 
accordance with paragraph (c)(3)(iv) of 
this section for the period (including 
the retroactive period) beginning with 
the year of past service to which the 
hypothetical allocation is attributable 
and ending at normal retirement age. 
If the interest rate specified in the plan 
is a variable interest rate, the interest 
adjustments for the period prior to the 
current plan year either must be based 
on the current value of the variable in-
terest rate for the period in which the 
grant of past service first becomes ef-
fective or must be reconstructed based 
on the then current value of the vari-
able interest rate that would have ap-
plied during each prior period. 

(ix) Employees beyond normal retire-
ment age. In the case of an employee 
who commences receipt of benefits 
after normal retirement age, the plan 
must provide that interest adjustments 
continue to be made to an employee’s 
hypothetical account until the employ-
ee’s benefit commencement date. In 
the case of an employee described in 
the previous sentence, the employee’s 
accrued benefit is defined as an annu-
ity that is the actuarial equivalent of 
the employee’s hypothetical account 
determined in accordance with para-
graph (c)(3)(v)(A) of this section as of 
the date of benefit commencement. 

(x) Additional uniformity requirements. 
In addition to any uniformity require-
ments provided elsewhere in this para-
graph (c)(3), the plan must satisfy the 
uniformity requirements in 
§ 1.401(a)(4)–3(b)(2)(v) (uniform vesting 
and service requirements) and (vi) (no 
employee contributions). A plan does 
not fail to satisfy the uniformity re-
quirements of this paragraph (c)(3)(x) 
or any other uniformity requirement 
provided in this paragraph (c)(3) mere-
ly because the plan contains one or 
more of the provisions described in 
§ 1.401(a)(4)–3(b)(8)(iv) (prior vesting 
schedules), (v) (certain conditions on 
accruals), or (xi) (multiple definitions 
of service). 

(xi) Changes in benefit formula, alloca-
tion formula, or interest rates. A plan 
does not fail to satisfy this paragraph 
(c)(3) merely because the plan is 

amended to change the benefit for-
mula, hypothetical allocation formula, 
or the interest rate used to adjust hy-
pothetical allocations for plan years 
after a fresh-start date, provided that 
the accrued benefits for plan years be-
ginning after the fresh-start date are 
determined in accordance with 
§ 1.401(a)(4)–13(c), as modified by 
§ 1.401(a)(4)–13(f). 

(d) Safe-harbor testing method for de-
fined benefit plans that are part of a 
floor-offset arrangement—(1) General 
rule. A defined benefit plan that is part 
of a floor-offset arrangement is deemed 
to satisfy the nondiscriminatory 
amount requirement of § 1.401(a)(4)– 
1(b)(2) if all of the following require-
ments are satisfied: 

(i) Under the floor-offset arrange-
ment, the accrued benefit (as defined in 
section 411(a)(7)(A)(i)) that would oth-
erwise be provided to an employee 
under the defined benefit plan must be 
reduced solely by the actuarial equiva-
lent of all or part of the employee’s ac-
count balance attributable to employer 
contributions under a defined contribu-
tion plan maintained by the same em-
ployer (plus the actuarial equivalent of 
all or part of any prior distributions 
from that portion of the account bal-
ance). If any portion of the benefit that 
is being offset is nonforfeitable, that 
portion may be offset only by a benefit 
(or portion of a benefit) that is also 
nonforfeitable. In determining the ac-
tuarial equivalent of amounts provided 
under the defined contribution plan, an 
interest rate no higher than the high-
est standard interest rate must be 
used, and no mortality may be assumed 
in determining the actuarial equiva-
lent of any prior distributions from the 
defined contribution plan or for periods 
prior to the benefit commencement 
date under the defined benefit plan. 

(ii) The defined benefit plan may not 
be a contributory DB plan (unless it 
satisfies § 1.401(a)(4)–6(b)(6)), and bene-
fits under the defined benefit plan may 
not be reduced by any portion of the 
employee’s account balance under the 
defined contribution plan (or prior dis-
tributions from that account) that are 
attributable to employee contribu-
tions. 
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(iii) The defined benefit plan and the 
defined contribution plan must benefit 
the same employees. 

(iv) The offset under the defined ben-
efit plan must be applied to all employ-
ees on the same terms. 

(v) All employees must have avail-
able to them under the defined con-
tribution plan the same investment op-
tions and the same options with re-
spect to the timing of preretirement 
distributions. 

(vi) The defined benefit plan must 
satisfy the uniformity requirements of 
§ 1.401(a)(4)–3(b)(2) and the unit credit 
safe harbor in § 1.401(a)(4)–3(b)(3) with-
out taking into account the offset de-
scribed in paragraph (d)(1)(i) of this 
section (i.e., on a gross-benefit basis), 
and the defined contribution plan must 
satisfy any of the tests in § 1.401(a)(4)– 
2(b) or (c). Alternatively, the defined 
benefit plan must satisfy any of the 
tests in § 1.401(a)(4)–3(b) or (c) without 
taking into account the offset de-
scribed in paragraph (d)(1)(i) of this 
section, and the defined contribution 
plan must satisfy the uniform alloca-
tion safe harbor in § 1.401(a)(4)–2(b)(2). 

(vii) The defined contribution plan 
may not be a section 401(k) plan or a 
section 401(m) plan. 

(2) Application of safe-harbor testing 
method to qualified offset arrangements. 
A defined benefit plan that is part of a 
qualified offset arrangement as defined 
in section 1116(f)(5) of the Tax Reform 
Act of 1986, Public Law No. 99–514, is 
deemed to satisfy the requirements of 
paragraph (d)(1)(vi) and (vii) of this 
section, if the only defined contribu-
tion plans included in the qualified off-
set arrangement are section 401(k) 
plans, section 401(m) plans, or both, 
and the defined benefit plan would sat-
isfy the requirements of paragraph 
(d)(1)(vi) of this section assuming the 
elective contributions for each em-
ployee under the defined contribution 
plan were the same (either as a dollar 
amount or as a percentage of com-
pensation) for all plan years since the 
establishment of the plan. 

[T.D. 8360, 56 FR 47580, Sept. 19, 1991; 57 FR 
4720, Feb. 7, 1992; 57 FR 10952, 10953, Mar. 31, 
1992, as amended by T.D. 8485, 58 FR 46807, 
Sept. 3, 1993; T.D. 8954, 66 FR 34540, June 29, 
2001] 

§ 1.401(a)(4)–9 Plan aggregation and 
restructuring. 

(a) Introduction. Two or more plans 
that are permissively aggregated and 
treated as a single plan under 
§§ 1.410(b)–7(d) must also be treated as a 
single plan for purposes of section 
401(a)(4). See § 1.401(a)(4)–12 (definition 
of plan). An aggregated plan is gen-
erally tested under the same rules ap-
plicable to single plans. Paragraph (b) 
of this section, however, provides spe-
cial rules for determining whether a 
plan that consists of one or more de-
fined contribution plans and one or 
more defined benefit plans (a DB/DC 
plan) satisfies section 401(a)(4) with re-
spect to the amount of employer-pro-
vided benefits and the availability of 
benefits, rights, and features. Para-
graph (c) of this section provides rules 
allowing a plan to be treated as con-
sisting of separate component plans 
and allowing the component plans to 
be tested separately under section 
401(a)(4). 

(b) Application of nondiscrimination re-
quirements to DB/DC plans—(1) General 
rule. Except as provided in paragraph 
(b)(2) of this section, whether a DB/DC 
plan satisfies section 401(a)(4) is deter-
mined using the same rules applicable 
to a single plan. In addition, paragraph 
(b)(3) of this section provides an op-
tional rule for demonstrating non-
discrimination in availability of bene-
fits, rights, and features provided 
under a DB/DC plan. 

(2) Special rules for demonstrating non-
discrimination in amount of contributions 
or benefits—(i) Application of general 
tests. A DB/DC plan satisfies section 
401(a)(4) with respect to the amount of 
contributions or benefits for a plan 
year if it would satisfy § 1.401(a)(4)– 
3(c)(1) (without regard to the special 
rule in § 1.401(a)(4)–3(c)(3)) for the plan 
year if an employee’s aggregate normal 
and most valuable allocation rates, as 
determined under paragraph 
(b)(2)(ii)(A) of this section, or an em-
ployee’s aggregate normal and most 
valuable accrual rates, as determined 
under paragraph (b)(2)(ii)(B) of this sec-
tion, were substituted for each employ-
ee’s normal and most valuable accrual 
rates, respectively, in the determina-
tion of rate groups. 
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(ii) Determination of aggregate rates— 
(A) Aggregate allocation rates. An em-
ployee’s aggregate normal and most 
valuable allocation rates are deter-
mined by treating all defined contribu-
tion plans that are part of the DB/DC 
plan as a single plan, and all defined 
benefit plans that are part of the DB/ 
DC plan as a separate single plan; and 
determining an allocation rate and 
equivalent normal and most valuable 
allocation rates for the employee under 
each plan under §§ 1.401(a)(4)–2(c)(2) and 
1.401(a)(4)–8(c)(2), respectively. The em-
ployee’s aggregate normal allocation 
rate is the sum of the employee’s allo-
cation rate and equivalent normal allo-
cation rate determined in this manner, 
and the employee’s aggregate most val-
uable allocation rate is the sum of the 
employee’s allocation rate and equiva-
lent most valuable allocation rate de-
termined in this manner. 

(B) Aggregate accrual rates. An em-
ployee’s aggregate normal and most 
valuable accrual rates are determined 
by treating all defined contribution 
plans that are part of the DB/DC plan 
as a single plan, and all defined benefit 
plans that are part of the DB/DC plan 
as a separate single plan; and deter-
mining an equivalent accrual rate and 
normal and most valuable accrual 
rates for the employee under each plan 
under §§ 1.401(a)(4)–8(b)(2) and 
1.401(a)(4)–3(d), respectively. The em-
ployee’s aggregate normal accrual rate 
is the sum of the employee’s equivalent 
accrual rate and the normal accrual 
rate determined in this manner, and 
the employee’s aggregate most valu-
able accrual rate is the sum of the em-
ployee’s equivalent accrual rate and 
most valuable accrual rate determined 
in this manner. 

(iii) Options applied on an aggregate 
basis. The optional rules in § 1.401(a)(4)– 
2(c)(2)(iv) (imputation of permitted dis-
parity) and (v) (grouping of rates) may 
not be used to determine an employee’s 
allocation or equivalent allocation 
rate, but may be applied to determine 
an employee’s aggregate normal and 
most valuable allocation rates by sub-
stituting those rates (determined with-
out regard to the option) for the em-
ployee’s allocation rate in that section 
where appropriate. The optional rules 
in § 1.401(a)(4)–3(d)(3) (e.g., imputation 

of permitted disparity) may not be 
used to determine an employee’s ac-
crual or equivalent accrual rate, but 
may be applied to determine an em-
ployee’s aggregate normal and most 
valuable accrual rate by substituting 
those rates (determined without regard 
to the option) for the employee’s nor-
mal and most valuable accrual rates, 
respectively, in that section where ap-
propriate. 

(iv) Consistency rule—(A) General rule. 
Aggregate normal and most valuable 
allocation rates and aggregate normal 
and most valuable accrual rates must 
be determined in a consistent manner 
for all employees for the plan year. 
Thus, for example, the same measure-
ment periods and interest rates must 
be used, and any available options 
must be applied consistently, if at all, 
for the entire DB/DC plan. Con-
sequently, options that are not per-
mitted to be used under § 1.401(a)(4)–8 in 
cross-testing a defined contribution 
plan or a defined benefit plan (such as 
measurement periods that include fu-
ture periods, non-standard interest 
rates, the option to disregard com-
pensation adjustments described in 
§ 1.401(a)(4)–13(d), or the option to dis-
regard plan provisions providing for ac-
tuarial increases after normal retire-
ment age under § 1.401(a)(4)–3(f)(3)) may 
not be used in testing a DB/DC plan on 
either a benefits or contributions basis, 
because their use would inevitably re-
sult in inconsistent determinations 
under the defined contribution and de-
fined benefit portions of the plan. 

(B) Exception for section 415 alter-
native. A DB/DC plan does not fail to 
satisfy the consistency rule in para-
graph (b)(2)(iv)(A) of this section mere-
ly because the limitations under sec-
tion 415 are not taken into account, or 
may not be taken into account, under 
§ 1.401(a)(4)–3(d)(2)(ii)(B) in determining 
employees’ accrual or equivalent allo-
cation rates under the defined benefit 
portion of the plan, even though those 
limitations are applied in determining 
employees’ allocation and equivalent 
accrual rates under the defined con-
tribution portion of the plan. 

(v) Eligibility for testing on a benefits 
basis—(A) General rule. For plan years 
beginning on or after January 1, 2002, 
unless, for the plan year, a DB/DC plan 
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is primarily defined benefit in char-
acter (within the meaning of paragraph 
(b)(2)(v)(B) of this section) or consists 
of broadly available separate plans 
(within the meaning of paragraph 
(b)(2)(v)(C) of this section), the DB/DC 
plan must satisfy the minimum aggre-
gate allocation gateway of paragraph 
(b)(2)(v)(D) of this section for the plan 
year in order to be permitted to dem-
onstrate satisfaction of the non-
discrimination in amount requirement 
of § 1.401(a)(4)–1(b)(2) on the basis of 
benefits. 

(B) Primarily defined benefit in char-
acter. A DB/DC plan is primarily de-
fined benefit in character if, for more 
than 50% of the NHCEs benefitting 
under the plan, the normal accrual rate 
for the NHCE attributable to benefits 
provided under defined benefit plans 
that are part of the DB/DC plan exceeds 
the equivalent accrual rate for the 
NHCE attributable to contributions 
under defined contribution plans that 
are part of the DB/DC plan. 

(C) Broadly available separate plans. A 
DB/DC plan consists of broadly avail-
able separate plans if the defined con-
tribution plan and the defined benefit 
plan that are part of the DB/DC plan 
each would satisfy the requirements of 
section 410(b) and the nondiscrimina-
tion in amount requirement of 
§ 1.401(a)(4)–1(b)(2) if each plan were 
tested separately and assuming that 
the average benefit percentage test of 
§ 1.410(b)–5 were satisfied. For this pur-
pose, all defined contribution plans 
that are part of the DB/DC plan are 
treated as a single defined contribution 
plan and all defined benefit plans that 
are part of the DB/DC plan are treated 
as a single defined benefit plan. In ad-
dition, if permitted disparity is used 
for an employee for purposes of satis-
fying the separate testing requirement 
of this paragraph (b)(2)(v)(C) for plans 
of one type, it may not be used in satis-
fying the separate testing requirement 
for plans of the other type for the em-
ployee. 

(D) Minimum aggregate allocation gate-
way—(1) General rule. A DB/DC plan 
satisfies the minimum aggregate allo-
cation gateway if each NHCE has an 
aggregate normal allocation rate that 
is at least one third of the aggregate 
normal allocation rate of the HCE with 

the highest such rate (HCE rate), or, if 
less, 5% of the NHCE’s compensation, 
provided that the HCE rate does not 
exceed 25% of compensation. If the 
HCE rate exceeds 25% of compensation, 
then the aggregate normal allocation 
rate for each NHCE must be at least 5% 
increased by one percentage point for 
each 5-percentage-point increment (or 
portion thereof) by which the HCE rate 
exceeds 25% (e.g., the NHCE minimum 
is 6% for an HCE rate that exceeds 25% 
but not 30%, and 7% for an HCE rate 
that exceeds 30% but not 35%). 

(2) Deemed satisfaction. A plan is 
deemed to satisfy the minimum aggre-
gate allocation gateway of this para-
graph (b)(2)(v)(D) if the aggregate nor-
mal allocation rate for each NHCE is at 
least 71⁄2% of the NHCE’s compensation 
within the meaning of section 415(c)(3), 
measured over a period of time per-
mitted under the definition of plan 
year compensation. 

(3) Averaging of equivalent allocation 
rates for NHCEs. For purposes of this 
paragraph (b)(2)(v)(D), a plan is per-
mitted to treat each NHCE who bene-
fits under the defined benefit plan as 
having an equivalent normal allocation 
rate equal to the average of the equiva-
lent normal allocation rates under the 
defined benefit plan for all NHCEs ben-
efitting under that plan. 

(E) Determination of rates. For pur-
poses of this paragraph (b)(2)(v), the 
normal accrual rate and the equivalent 
normal allocation rate attributable to 
defined benefit plans, the equivalent 
accrual rate attributable to defined 
contribution plans, and the aggregate 
normal allocation rate are determined 
under paragraph (b)(2)(ii) of this sec-
tion, but without taking into account 
the imputation of permitted disparity 
under § 1.401(a)(4)–7, except as otherwise 
permitted under paragraph (b)(2)(v)(C) 
of this section. 

(F) Examples. The following examples 
illustrate the application of this para-
graph (b)(2)(v): 

Example 1. (i) Employer A maintains Plan 
M, a defined benefit plan, and Plan N, a de-
fined contribution plan. All HCEs of Em-
ployer A are covered by Plan M (at a 1% ac-
crual rate), but are not covered by Plan N. 
All NHCEs of Employer A are covered by 
Plan N (at a 3% allocation rate), but are not 
covered by Plan M. Because Plan M does not 
satisfy section 410(b) standing alone, Plans M 
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and N are aggregated for purposes of satis-
fying sections 410(b) and 401(a)(4). 

(ii) Because none of the NHCEs participate 
in the defined benefit plan, the aggregated 
DB/DC plan is not primarily defined benefit 
in character within the meaning of para-
graph (b)(2)(v)(B) of this section nor does it 
consist of broadly available separate plans 
within the meaning of paragraph (b)(2)(v)(C) 
of this section. Accordingly, the aggregated 
Plan M and Plan N must satisfy the min-
imum aggregate allocation gateway of para-
graph (b)(2)(v)(D) of this section in order be 
permitted to demonstrate satisfaction of the 
nondiscrimination in amount requirement of 
§ 1.401(a)(4)–1(b)(2) on the basis of benefits. 

Example 2. (i) Employer B maintains Plan 
O, a defined benefit plan, and Plan P, a de-
fined contribution plan. All of the six em-
ployees of Employer B are covered under 
both Plan O and Plan P. Under Plan O, all 
employees have a uniform normal accrual 
rate of 1% of compensation. Under Plan P, 
Employees A and B, who are HCEs, receive 
an allocation rate of 15%, and participants C, 
D, E and F, who are NHCEs, receive an allo-
cation rate of 3%. Employer B aggregates 
Plans O and P for purposes of satisfying sec-
tions 410(b) and 401(a)(4). The equivalent nor-
mal allocation and normal accrual rates 
under Plans O and P are as follows: 

Employee 

Equivalent 
normal allo-
cation rates 
for the 1% 

accural 
under plan 
O (defined 

benefit plan) 
(in percent) 

Equivalent 
normal 
accural 

rates for the 
15%/3% al-

location 
under plan 
P (defined 

contribution 
plan) 

(in percent) 

HCE A (age 55) ......................... 3.93 3.82 
HCE B (age 50) ......................... 2.61 5.74 
C (age 60) ................................. 5.91 .51 
D (age 45) ................................. 1.74 1.73 
E (age 35) ................................. .77 3.90 
F (age 25) .................................. .34 8.82 

(ii) Although all of the NHCEs benefit 
under Plan O (the defined benefit plan), the 
aggregated DB/DC plan is not primarily de-
fined benefit in character because the nor-
mal accrual rate attributable to defined ben-
efit plans (which is 1% for each of the 
NHCEs) is greater than the equivalent ac-
crual rate under defined contribution plans 
only for Employee C. In addition, because 
the 15% allocation rate is available only to 
HCEs, the defined contribution plan cannot 
satisfy the requirements of § 1.401(a)(4)–2 and 
does not have broadly available allocation 
rates within the meaning of § 1.401(a)(4)– 
8(b)(1)(iii). Further, the defined contribution 
plan does not satisfy the minimum alloca-
tion gateway of § 1.401(a)(4)–8(b)(1)(vi) (3% is 
less than 1⁄3 of the 15% HCE rate). Therefore, 
the defined contribution plan within the DB/ 

DC plan cannot separately satisfy 
§ 1.401(a)(4)–1(b)(2) and does not constitute a 
broadly available separate plan within the 
meaning of paragraph (b)(2)(v)(C) of this sec-
tion. Accordingly, the aggregated plans are 
permitted to demonstrate satisfaction of the 
nondiscrimination in amounts requirement 
of § 1.401(a)(4)–1(b)(2) on the basis of benefits 
only if the aggregated plans satisfy the min-
imum aggregate allocation gateway of para-
graph (b)(2)(v)(D) of this section. 

(iii) Employee A has an aggregate normal 
allocation rate of 18.93% under the aggre-
gated plans (3.93% from Plan O plus 15% 
from Plan P), which is the highest aggregate 
normal allocation rate for any HCE under 
the plans. Employee F has an aggregate nor-
mal allocation rate of 3.34% under the aggre-
gated plans (.34% from Plan O plus 3% from 
Plan P) which is less than the 5% aggregate 
normal allocation rate that Employee F 
would be required to have to satisfy the min-
imum aggregate allocation gateway of para-
graph (b)(2)(v)(D) of this section. 

(iv) However, for purposes of satisfying the 
minimum aggregate allocation gateway of 
paragraph (b)(2)(v)(D) of this section, Em-
ployer B is permitted to treat each NHCE 
who benefits under Plan O (the defined ben-
efit plan) as having an equivalent allocation 
rate equal to the average of the equivalent 
allocation rates under Plan O for all NHCEs 
benefitting under that plan. The average of 
the equivalent allocation rates for all of the 
NHCEs under Plan O is 2.19% (the sum of 
5.91%, 1.74%, .77%, and .34%, divided by 4). 
Accordingly, Employer B is permitted to 
treat all of the NHCEs as having an equiva-
lent allocation rate attributable to Plan O 
equal to 2.19%. Thus, all of the NHCEs can be 
treated as having an aggregate normal allo-
cation rate of 5.19% for this purpose (3% 
from the defined contribution plan and 2.19% 
from the defined benefit plan) and the aggre-
gated DB/DC plan satisfies the minimum ag-
gregate allocation gateway of paragraph 
(b)(2)(v)(D) of this section. 

(3) Optional rules for demonstrating 
nondiscrimination in availability of cer-
tain benefits, rights, and features—(i) 
Current availability. A DB/DC plan is 
deemed to satisfy § 1.401(a)(4)–4(b)(1) 
with respect to the current availability 
of a benefit, right, or feature other 
than a single sum benefit, loan, ancil-
lary benefit, or benefit commencement 
date (including the availability of in- 
service withdrawals), that is provided 
under only one type of plan (defined 
benefit or defined contribution) in-
cluded in the DB/DC plan, if the ben-
efit, right, or feature is currently 
available to all NHCEs in all plans of 
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the same type as the plan under which 
it is provided. 

(ii) Effective availability. The fact that 
it may be difficult or impossible to pro-
vide a benefit, right, or feature de-
scribed in paragraph (b)(3)(i) of this 
section under a plan of a different type 
than the plan or plans under which it is 
provided is one of the factors taken 
into account in determining whether 
the plan satisfies the effective avail-
ability requirement of § 1.401(a)(4)– 
4(c)(1). 

(c) Plan restructuring—(1) General rule. 
A plan may be treated, in accordance 
with this paragraph (c), as consisting 
of two or more component plans for 
purposes of determining whether the 
plan satisfies section 401(a)(4). If each 
of the component plans of a plan satis-
fies all of the requirements of sections 
401(a)(4) and 410(b) as if it were a sepa-
rate plan, then the plan is treated as 
satisfying section 401(a)(4). 

(2) Identification of component plans. A 
plan may be restructured into compo-
nent plans, each consisting of all the 
allocations, accruals, and other bene-
fits, rights, and features provided to a 
selected group of employees. The em-
ployer may select the group of employ-
ees used for this purpose in any man-
ner, and the composition of the groups 
may be changed from plan year to plan 
year. Every employee must be included 
in one and only one component plan 
under the same plan for a plan year. 

(3) Satisfaction of section 401(a)(4) by a 
component plan—(i) General rule. The 
rules applicable in determining wheth-
er a component plan satisfies section 
401(a)(4) are the same as those applica-
ble to a plan. Thus, for this purpose, 
any reference to a plan in section 
401(a)(4) and the regulations thereunder 
(other than this paragraph (c)) is inter-
preted as a reference to a component 
plan. As is true for a plan, whether a 
component plan satisfies the uni-
formity and other requirements appli-
cable to safe harbor plans under 
§§ 1.401(a)(4)–2(b) and 1.401(a)(4)–3(b) is 
determined on a design basis. Thus, for 
example, plan provisions are not dis-
regarded merely because they do not 
currently apply to employees in the 
component plan if they will apply to 
those employees as a result of the mere 
passage of time. 

(ii) Restructuring not available for cer-
tain testing purposes. The safe harbor in 
§ 1.401(a)(4)–2(b)(3) for plans with uni-
form points allocation formulas is not 
available in testing (and thus cannot 
be satisfied by) contributions under a 
component plan. Similarly, component 
plans cannot be used for purposes of de-
termining whether a plan provides 
broadly available allocation rates (as 
defined in § 1.401(a)(4)–8(b)(1)(iii)), de-
termining whether a plan has a gradual 
age or service schedule (as defined in 
§ 1.401(a)(4)–8(b)(1)(iv)), determining 
whether a plan has allocation rates 
that are based on a uniform target ben-
efit allocation (as defined in 
§ 1.401(a)(4)–8(b)(1)(v)), or determining 
whether a plan is primarily defined 
benefit in character or consists of 
broadly available separate plans (as de-
fined in paragraphs (b)(2)(v)(B) and (C) 
of this section). In addition, the min-
imum allocation gateway of 
§ 1.401(a)(4)–8(b)(1)(vi) and the minimum 
aggregate allocation gateway of para-
graph (b)(2)(v)(D) of this section cannot 
be satisfied on the basis of component 
plans. See §§ 1.401(k)–1(b)(3)(iii) and 
1.401(m)–1(b)(3)(ii) for rules regarding 
the inapplicability of restructuring to 
section 401(k) plans and section 401(m) 
plans. 

(4) Satisfaction of section 410(b) by a 
component plan—(i) General rule. The 
rules applicable in determining wheth-
er a component plan satisfies section 
410(b) are generally the same as those 
applicable to a plan. However, a com-
ponent plan is deemed to satisfy the 
average benefit percentage test of 
§ 1.410(b)–5 if the plan of which it is a 
part satisfies § 1.410(b)–5 (without re-
gard to § 1.410(b)–5(f)). In the case of a 
component plan that is part of a plan 
that relies on § 1.410(b)–5(f) to satisfy 
the average benefit percentage test, 
the component plan is deemed to sat-
isfy the average benefit percentage test 
only if the component plan separately 
satisfies § 1.410(b)–5(f). In addition, all 
component plans of a plan are deemed 
to satisfy the average benefit percent-
age test if the plan makes an early re-
tirement window benefit (within the 
meaning of § 1.401(a)(4)–3(f)(4)(iii)) cur-
rently available (within the meaning of 
§ 1.401(a)(4)–3(f)(4)(ii)(A)) to a group of 
employees that satisfies section 410(b) 
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(without regard to the average benefit 
percentage test), and if it would not be 
necessary for the plan or any rate 
group or component plan of the plan to 
satisfy that test in order for the plan 
to satisfy sections 401(a)(4) and 410(b) 
in the absence of the early retirement 
window benefit. 

(ii) Relationship to satisfaction of sec-
tion 410(b) by the plan. Satisfaction of 
section 410(b) by a component plan is 
relevant solely for purposes of deter-
mining whether the plan of which it is 
a part satisfies section 401(a)(4), and 
not for purposes of determining wheth-
er the plan satisfies section 410(b) 
itself. The plan must still independ-
ently satisfy section 410(b) in order to 
be a qualified plan. Similarly, satisfac-
tion of section 410(b) by a plan is rel-
evant solely for purposes of deter-
mining whether the plan, and not the 
component plan, satisfies section 
410(b). Thus, for example, a component 
plan that does not satisfy the ratio per-
centage test of § 1.410(b)–2(b)(2) must 
still satisfy the average benefit test of 
§ 1.410(b)–2(b)(3), even though the plan 
of which it is a part satisfies the ratio 
percentage test. 

(5) Effect of restructuring under other 
sections. The restructuring rules pro-
vided in this paragraph (c) apply solely 
for purposes of sections 401(a)(4) and 
401(l), and those portions of sections 
410(b), 414(s), and any other provisions 
that are specifically applicable in de-
termining whether the requirements of 
section 401(a)(4) are satisfied. Thus, for 
example, a component plan is not 
treated as a separate plan under sec-
tion 401(a)(26). 

(6) Examples. The following examples 
illustrate the rules in this paragraph 
(c): 

Example 1. Employer X maintains a defined 
benefit plan. The plan provides a normal re-
tirement benefit equal to 1.0 percent of aver-
age annual compensation times years of 
service to employees at Plant S, and 1.5 per-
cent of average annual compensation times 
years of service to employees at Plant T. 
Under paragraph (c)(2) of this section, the 
plan may be treated as consisting of two 
component defined benefit plans, one pro-
viding retirement benefits equal to 1.0 per-
cent of average annual compensation times 
years of service to the employees at Plant S, 
and another providing benefits equal to 1.5 
percent of average annual compensation 

times years of service to employees at Plant 
T. If each component plan satisfies sections 
401(a)(4) and 410(b) as if it were a separate 
plan under the rules of this paragraph (c), 
then the entire plan satisfies section 
401(a)(4). 

Example 2. (a) Employer Y maintains Plan 
A, a defined benefit plan, for its Employees 
M, N, O, P, Q, and R. Plan A provides bene-
fits under a uniform formula that satisfies 
the requirements of § 1.401(a)(4)–3 (b)(2) and 
(b)(3) before it is amended on February 14, 
1994. The amendment provides an early re-
tirement window benefit that is a subsidized 
optional form of benefit under § 1.401(a)(4)– 
3(b)(2)(iii) and that is available on the same 
terms to all employees who satisfy the eligi-
bility requirements for the window. The 
early retirement window benefit is available 
only to employees who retire between June 
1, 1994, and November 30, 1994. 

(b) Assume that Employees M, N, and O 
will be eligible to receive the window benefit 
by the end of the window period and Employ-
ees P, Q, and R will not. Because substan-
tially all employees will not satisfy the eli-
gibility requirements for the early retire-
ment window benefit by the close of the 
early retirement window benefit period, Plan 
A fails to satisfy the uniform subsidies re-
quirement of § 1.401(a)(4)–3(b)(2)(iii). See 
§ 1.401(a)(4)–3(b)(2)(vi), Example 6. 

(c) Under paragraph (c)(2) of this section, 
Employees M, N, O, P, Q, and R may be 
grouped into two component plans, one con-
sisting of Employees M, N, and O, and all 
their accruals and other benefits, rights, and 
features under the plan (including the early 
retirement window benefit), and another 
consisting of Employees P, Q, and R, and all 
their accruals and other benefits, rights, and 
features under the plan. Each of the compo-
nent plans identified in this manner satisfies 
the uniform subsidies requirement of 
§ 1.401(a)(4)–3(b)(2)(iii), and thus satisfies 
§ 1.401(a)(4)–3(b). The entire plan satisfies sec-
tion 401(a)(4) under the rules of this para-
graph (c), if each of these component plans 
also satisfies section 410(b) as if it were a 
separate plan (including, if applicable, the 
reasonable classification requirement of 
§ 1.410(b)–4(b), and taking into account the 
special rule of paragraph (c)(4)(i) of this sec-
tion that forgives the average benefit per-
centage test in certain situations in which 
the average benefit percentage test would be 
required solely as a result of the early retire-
ment window benefit). 

Example 3. (a) Employer Z maintains Plan 
B, a defined benefit plan with a benefit for-
mula that provides two percent of average 
annual compensation for each year of service 
up to 20 to each employee. Assume that Plan 
B would satisfy the fractional accrual rule 
safe harbor in § 1.401(a)(4)–3(b)(4), except that 
some employees accrue a portion of their 
normal retirement benefit in the current 
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plan year that is more than one-third larger 
than the portion of the same benefit accrued 
by other employees for the current plan 
year, and the plan therefore fails to satisfy 
the one-third-larger requirement of 
§ 1.401(a)(4)–3(b)(4)(i)(C)(1). 

(b) Employer Z restructures Plan B into 
two plans, one covering employees with 30 
years or less of service at normal retirement 
age, and the other covering all other employ-
ees. Each component plan would separately 
satisfy the one-third-larger requirement of 
§ 1.401(a)(4)–3(b)(4)(i)(C)(1) if the only employ-
ees taken into account were those employees 
included in the component plan in the cur-
rent plan year. Under paragraph (c)(3)(i) of 
this section and § 1.401(a)(4)–3(b)(4)(i)(C)(1), 
however, the component plans do not satisfy 
the one-third-larger requirement because the 
safe harbor determination is made taking 
into account the effect of the plan benefit 
formula on any potential employee in the 
component plan (other than employees with 
more than 33 years of service at normal re-
tirement age), and not just those employees 
included in the component plan in the cur-
rent plan year. 

[T.D. 8485, 58 FR 46810, Sept. 3, 1993, as 
amended by T.D. 8954, 66 FR 34544, June 29, 
2001] 

EDITORIAL NOTE: By T.D. 9169, 69 FR 78153, 
Dec. 29, 2004, the Internal Revenue Service 
published a document in the FEDERAL REG-
ISTER, attempting to amend paragraph 
(c)(3)(ii) of § 1.401–(a)(4)–9 by removing 
‘‘1.401(k)–1(b)(3)(ii) and 1.401(m)–1(b)(3)(ii)’’ 
and inserting ‘‘1.401(k)–1(b)(4)(vi)(B) and 
1.401(m)–1(b)(4)(iv)’’. However, because of in-
accurate amendatory language, this amend-
ment could not be incorporated. 

§ 1.401(a)(4)–10 Testing of former em-
ployees. 

(a) Introduction. This section provides 
rules for determining whether a plan 
satisfies the nondiscriminatory 
amount and nondiscriminatory avail-
ability requirements of § 1.401(a)(4)– 
1(b)(2) and (3), respectively, with re-
spect to former employees. Generally, 
this section is relevant only in the case 
of benefits provided through an amend-
ment to the plan effective in the cur-
rent plan year. See the definitions of 
employee and former employee in 
§ 1.401(a)(4)–12. 

(b) Nondiscrimination in amount of con-
tributions or benefits—(1) General rule. A 
plan satisfies § 1.401(a)(4)–1(b)(2) with 
respect to the amount of contributions 
or benefits provided to former employ-
ees if, under all of the relevant facts 
and circumstances, the amount of con-

tributions or benefits provided to 
former employees does not discrimi-
nate significantly in favor of former 
HCEs. For this purpose, contributions 
or benefits provided to former employ-
ees includes all contributions or bene-
fits provided to former employees or, 
at the employer’s option, only those 
contributions or benefits arising out of 
the amendment providing the contribu-
tions or benefits. A plan under which 
no former employee currently benefits 
(within the meaning of § 1.410(b)–3(b)) is 
deemed to satisfy this paragraph (b). 

(2) Permitted disparity. Section 401(l) 
and § 1.401(a)(4)–7 generally apply to 
benefits provided to former employees 
in the same manner as those provisions 
apply to employees. Thus, for example, 
for purposes of determining a former 
employee’s cumulative permitted dis-
parity limit, the sum of the former em-
ployee’s total annual disparity frac-
tions (within the meaning of § 1.401(l)–5) 
as an employee continues to be taken 
into account. However, the permitted 
disparity rate applicable to a former 
employee is determined under § 1.401(l)– 
3(e) as of the age the former employee 
commenced receipt of benefits, not as 
of the date the employee receives the 
accrual for the current plan year. 

(3) Examples. The following examples 
illustrate the rules in this paragraph 
(b): 

Example 1. Employer X maintains a section 
401(l) plan, Plan A, that uses maximum per-
mitted disparity. Plan A is amended to in-
crease the benefits of all former employees 
in pay status. The percentage increase for 
each former employee is reasonably com-
parable to the adjustment in social security 
benefits under section 215(i)(2)(A) of the So-
cial Security Act since the former employee 
commenced receipt of benefits. Plan A does 
not fail to satisfy this paragraph (b) merely 
because of the amendment. 

Example 2. The facts are the same as in Ex-
ample 1, except that the amendment provides 
an across-the-board 20 percent increase in 
benefits for all former employees in pay sta-
tus. The cost of living has increased at an 
average rate of three percent in the two 
years preceding the amendment, and some 
HCEs have retired and become former HCEs 
during that period. Because this amendment 
increases the disparity in the plan formula 
beyond the maximum permitted disparity 
adjusted for any reasonable approximation of 
the increase in the cost of living since the 
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HCEs retired, Plan A discriminates signifi-
cantly in favor of former HCEs, and thus 
does not satisfy this paragraph (b). 

Example 3. The facts are the same as in Ex-
ample 1, except that Plan A is only amended 
to increase the benefits of former employees 
in pay status who terminated employment 
with Employer X after attaining early re-
tirement age. The determination of whether 
the amendment causes Plan A to fail to sat-
isfy this paragraph (b) must take into ac-
count the relative numbers of former HCEs 
and former NHCEs who have terminated em-
ployment with Employer X after attaining 
early retirement age. 

(c) Nondiscrimination in availability of 
benefits, rights, or features. A plan satis-
fies section 401(a)(4) with respect to the 
availability of benefits, rights, and fea-
tures provided to former employees if 
any change in the availability of any 
benefit, right, or feature to any former 
employee is applied in a manner that, 
under all of the relevant facts and cir-
cumstances, does not discriminate sig-
nificantly in favor of former HCEs. For 
purposes of demonstrating that a plan 
satisfies section 401(a)(4) with respect 
to the availability of loans provided to 
former employees, an employer may 
treat former employees who are parties 
in interest within the meaning of sec-
tion 3(14) of the Employee Retirement 
Income Security Act of 1974 as employ-
ees. 

[T.D. 8485, 58 FR 46812, Sept. 3, 1993] 

§ 1.401(a)(4)–11 Additional rules. 
(a) Introduction. This section provides 

additional rules for determining wheth-
er a plan satisfies section 401(a)(4). 
Paragraph (b) of this section provides 
rules for the treatment of the portion 
of an employee’s accrued benefit or ac-
count balance that is attributable to 
rollovers, transfers between plans, and 
employee buybacks. Paragraph (c) of 
this section provides rules regarding 
vesting. Paragraph (d) of this section 
provides rules regarding service cred-
iting. Paragraph (e) of this section, re-
garding family aggregation, and para-
graph (f) of this section, regarding gov-
ernmental plans, are reserved. Para-
graph (g) of this section provides rules 
regarding the extent to which correc-
tive amendments may be made for pur-
poses of section 401(a). 

(b) Rollovers, transfers, and buybacks— 
(1) Rollovers and elective transfers. The 

portion of an employee’s accrued ben-
efit or account balance under a plan 
that is attributable to rollover (includ-
ing direct rollover) contributions to 
the plan that are described in section 
402(c), 402(e)(6), 403(a)(4), 403(a)(5), or 
408(d)(3), or elective transfers to the 
plan that are described in § 1.411(d)–4, 
Q&A–3(b), is not taken into account in 
determining whether the plan satisfies 
the nondiscriminatory amount require-
ment of § 1.401(a)(4)–1(b)(2). 

(2) Other transfers. [Reserved] 
(3) Employee buybacks—(i) Rehired em-

ployee buyback of previous service. An 
employee’s repayment to a plan of a 
prior distribution from the plan (in-
cluding reasonable interest from the 
time of the distribution) that results in 
the restoration of the employee’s ac-
crued benefit under the plan (or the 
service associated with that accrued 
benefit) that would otherwise be dis-
regarded in determining the employ-
ee’s accrued benefit in accordance with 
section 411 on account of the distribu-
tion is not treated as an employee con-
tribution for purposes of §§ 1.401(a)(4)–1 
through 1.401(a)(4)–13. 

(ii) Make-up of missed employee con-
tributions. If a contributory DB plan 
gives all employees who did not make 
employee contributions for a prior pe-
riod the right to make the missed con-
tributions at a later date (including 
reasonable interest from the time of 
the missed contributions) and, once the 
contributions have been made, deter-
mines benefits under the plan by treat-
ing the employee contributions (ex-
cluding the interest) as if they were ac-
tually made during that prior period, 
then those contributions must satisfy 
§ 1.401(a)(4)–6(c) as if they were em-
ployee contributions actually made 
during that prior period. Thus, for ex-
ample, § 1.401(a)(4)–6(c)(2) is not satis-
fied for the current plan year if the em-
ployee contribution rate (within the 
meaning of § 1.401(a)(4)–6(b)(2)(ii)(A) but 
determined without regard to the in-
terest) for the employees making up 
missed contributions is different than 
the employee contribution rate appli-
cable to other employees during the 
prior period. The rule in this paragraph 
(b)(3)(ii) may be extended to employees 
who did not make employee contribu-
tions for a period of service that is or 
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would otherwise have been credited 
under the plan and that preceded their 
participation in the plan. 

(c) Vesting—(1) General rule. A plan 
satisfies this paragraph (c) if the man-
ner in which employees vest in their 
accrued benefits under the plan does 
not discriminate in favor of HCEs. 
Whether the manner in which employ-
ees vest in their accrued benefits under 
a plan discriminates in favor of HCEs is 
determined under this paragraph (c) 
based on all of the relevant facts and 
circumstances, taking into account 
any relevant provisions of sections 
401(a)(5)(E), 411(a)(10), 411(d)(1), 
411(d)(2), 411(d)(3), 411(e), and 420(c)(2), 
and taking into account any plan pro-
visions that affect the nonforfeitability 
of employees’ accrued benefits (e.g., 
plan provisions regarding suspension of 
benefits permitted under section 
411(a)(3)(B)), other than the method of 
crediting years of service for purposes 
of applying the vesting schedule pro-
vided in the plan. 

(2) Deemed equivalence of statutory 
vesting schedules. For purposes of this 
paragraph (c), the manner in which em-
ployees vest in their accrued benefits 
under the vesting schedules in section 
411(a)(2) (A) and (B) are treated as 
equivalent to one another, and the 
manner in which employees vest in 
their accrued benefits under the vest-
ing schedules in section 416(b)(1) (A) 
and (B) are treated as equivalent to one 
another. 

(3) Safe harbor for vesting schedules. 
The manner in which employees vest in 
their accrued benefits under a plan is 
deemed not to discriminate in favor of 
HCEs if each combination of plan pro-
visions that affect the nonforfeitability 
of any employee’s accrued benefit 
would satisfy the nondiscriminatory 
availability requirements of 
§ 1.401(a)(4)–4 if that combination were 
an other right or feature. 

(4) Examples. The following examples 
illustrate the rules in this paragraph 
(c): 

Example 1. Plan A provides the six-year 
graded vesting schedule described in section 
416(b)(1)(B). In 1996, Plan A is amended to 
provide the five-year vesting schedule de-
scribed in section 411(a)(2)(A). To comply 
with section 411(a)(10)(B), the plan amend-
ment also provides that all employees with 
at least three years of service may elect to 

retain the prior vesting schedule. The man-
ner in which employees vest in their accrued 
benefits under Plan A does not discriminate 
in favor of HCEs merely because the prior 
vesting schedule continues to apply to the 
accrued benefits of electing employees, even 
if, at the time of the election or in future 
years, the prior vesting schedule applies only 
to a group of employees that does not satisfy 
section 410(b). 

Example 2. The facts are the same as in Ex-
ample 1, except that, for administrative con-
venience in complying with section 
411(a)(10)(B), the plan amendment automati-
cally provides all employees employed on the 
date of the amendment with the higher of 
the nonforfeitable percentages determined 
under either schedule. The manner in which 
employees vest in their accrued benefits 
under Plan A does not discriminate in favor 
of HCEs merely because, for administrative 
convenience in complying with section 
411(a)(10), the amendment exceeds the re-
quirements of section 411(a)(10). The result 
would be the same if the plan amendment 
automatically provided the higher of the 
nonforfeitable percentages only to those em-
ployees with at least three years of service. 

Example 3. (a) Employer Y maintains Plan 
B covering all of its employees. On January 
1, 1996, Employer Y sells Division M to Em-
ployer Z, and all of the employees in Divi-
sion M become employees of Employer Z. 
Employer Y obtains a determination letter 
that the resulting cessation of participation 
by these employees in Plan B constitutes a 
partial termination. Therefore, in order to 
satisfy section 411(d)(3), Plan B fully vests 
the accrued benefit of each of the employees 
of Division M whose participation in Plan B 
ceased as a result of the sale on January 1, 
1996. 

(b) The manner in which employees vest in 
their accrued benefits under Plan B does not 
discriminate in favor of HCEs merely be-
cause, in order to satisfy section 411(d)(3), 
the accrued benefits of all employees af-
fected by the partial termination become 
fully vested. This is true even if the affected 
group of employees does not satisfy section 
410(b). 

Example 4. (a) The facts are the same as in 
Example 3, except that Employer Y does not 
obtain a determination letter that the sale 
of Division M to Employer Z will cause a 
partial termination. Instead, based on its 
reasonable belief that the sale will cause a 
partial termination, and in order to ensure 
that Plan B will satisfy section 411(d)(3), Em-
ployer Y amends Plan B to vest fully the ac-
crued benefit on January 1, 1996 of each of 
the employees it reasonably believes to be an 
affected employee. 

(b) The manner in which employees vest in 
their accrued benefits under Plan B does not 
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discriminate in favor of HCEs merely be-
cause, based on Employer Y’s reasonable be-
lief that the sale will cause a partial termi-
nation, Plan B is amended to vest fully the 
accrued benefits of each of the employees it 
reasonably believes to be an affected em-
ployee. 

(d) Service-crediting rules—(1) Over-
view—(i) In general. A defined benefit 
plan or a defined contribution plan 
does not satisfy this paragraph (d) with 
respect to the manner in which service 
is credited under the plan unless the 
plan satisfies paragraph (d)(2) of this 
section. Paragraph (d)(3) of this section 
provides rules for determining whether 
service other than actual service with 
the employer may be taken into ac-
count in determining whether a defined 
benefit plan or a defined contribution 
plan satisfies § 1.401(a)(4)–1 (b)(2) or 
(b)(3). (However, for purposes of cross- 
testing a defined contribution plan, 
only years in which the employee bene-
fited under the plan may be taken into 
account in determining equivalent ac-
crual rates. See § 1.401(a)(4)–8(b)(2)(i).) 
The rules of this paragraph (d) apply 
separately to service credited under a 
plan for each different purpose under 
the plan, including, but not limited to: 
application of the benefit formula (ben-
efit service), application of the accrual 
method (accrual service), application 
of the vesting schedule (vesting serv-
ice), entitlement to benefits, rights, 
and features (entitlement service), ap-
plication of the requirements for eligi-
bility to participate in the plan (eligi-
bility service). 

(ii) Special rule for pre-effective date 
service. A plan is deemed to satisfy this 
paragraph (d) with respect to service 
credited for periods prior to the effec-
tive date applicable to the plan under 
§ 1.401(a)(4)–13 (a) or (b) under a plan 
provision adopted and in effect as of 
February 11, 1993 (and any such service 
may be taken into account for purposes 
of satisfying § 1.401(a)(4)–1 (b)(2) or 
(b)(3)), if the plan satisfied the applica-
ble nondiscrimination requirements 
with respect to the service that were in 
effect for all relevant periods prior to 
the applicable effective date. 

(2) Manner of crediting service—(i) Gen-
eral rule. A plan satisfies this para-
graph (d)(2) if, on the basis of all of the 
relevant facts and circumstances, the 
manner in which employees’ service is 

credited for all purposes under the plan 
does not discriminate in favor of HCEs. 

(ii) Equivalent service-crediting meth-
ods. For purposes of this paragraph 
(d)(2), a service-crediting method used 
for a specified purpose that is based on 
hours of service, as provided in 29 CFR 
2530.200b–2, and a service-crediting 
method used for the same purpose that 
is based on one of the equivalencies set 
forth in 29 CFR 2530.200b–3, are treated 
as equivalent if the service-crediting 
methods are otherwise the same. 

(iii) Safe harbor for service-crediting. 
The manner in which service is cred-
ited under a plan for a specified pur-
pose is deemed to satisfy this para-
graph (d)(2) if each combination of 
service-crediting provisions applied for 
that purpose would satisfy the non-
discriminatory availability require-
ments of § 1.401(a)(4)–4 if that combina-
tion were an other right or feature. 

(iv) Examples. The following examples 
illustrate the rules in this paragraph 
(d)(2): 

Example 1. (a) Plan A covers both salaried 
employees and hourly employees. All of the 
HCEs in Plan A are salaried employees. For 
administrative convenience, salaried em-
ployees in Plan A (none of whom are part- 
time) have their years of service calculated 
in accordance with the elapsed time provi-
sions in § 1.410(a)–7. Hourly employees in 
Plan A (most of whom are scheduled to work 
2,000 hours in a year) have their hours of 
service calculated in accordance with 29 CFR 
2530.200b–2 and are credited with a year of 
service for each plan year in which they 
complete 1,000 hours of service. 

(b) Plan A does not fail to satisfy this 
paragraph (d)(2) merely because different 
service-crediting provisions are applied to 
salaried and hourly employees for adminis-
trative convenience. The service-crediting 
provisions for hourly employees in Plan A 
are reasonably comparable to the service- 
crediting provisions for salaried employees. 
This is because the amount of service cred-
ited to hourly employees who complete fewer 
than 1,000 hours of service before termi-
nation of employment (i.e., quit, retirement, 
discharge, or death) during the plan year 
(and are treated less favorably than the sala-
ried employees with the same period of em-
ployment during the plan year) is balanced 
by the amount of service credited to hourly 
employees who complete more than 1,000 
hours of service before termination of em-
ployment during the plan year (who are 
treated more favorably than the salaried em-
ployees with the same period of employment 
during the plan year). 
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Example 2. (a) The facts are the same as in 
Example 1, except Plan A requires hourly em-
ployees to complete 2,000 hours of service in 
order to be credited with a full year of serv-
ice, with a pro rata reduction for hourly em-
ployees who complete fewer than 2,000 hours 
of service. 

(b) Plan A does not fail to satisfy this 
paragraph (d)(2) merely because different 
service-crediting provisions are applied to 
salaried and hourly employees for adminis-
trative convenience. The service-crediting 
provisions for hourly employees in Plan A 
are reasonably comparable to the service- 
crediting provisions for salaried employees. 
This is because the amount of service cred-
ited to hourly employees whose employment 
terminates (i.e., quit, retire, are discharged, 
or die) during the plan year is reasonably 
comparable to the amount of service cred-
ited to salaried employees whose employ-
ment is terminated during the plan year 
with the same period of employment during 
the plan year. 

(3) Service-crediting period—(i) Limita-
tion on service taken into account—(A) 
General rule. Except as otherwise pro-
vided in this paragraph (d)(3), service 
for periods in which an employee does 
not perform services as an employee of 
the employer or in which the employee 
did not participate in the plan may not 
be taken into account in determining 
whether the plan satisfies § 1.401(a)(4)–1 
(b)(2) and (b)(3). In addition, in deter-
mining whether a plan satisfies 
§ 1.401(a)(4)–1 (b)(2) and (b)(3), no more 
than one year of service may be taken 
into account with respect to any 12- 
consecutive-month period (with adjust-
ments for shorter periods, if appro-
priate) unless the additional service is 
required to be credited under section 
410 or 411, whichever is applicable. 

(B) Past service. Notwithstanding 
paragraph (d)(3)(i)(A) of this section, 
service for periods in which an em-
ployee performed services as an em-
ployee of the employer and did not par-
ticipate in a plan, but in which the em-
ployee would have participated in the 
plan but for the fact that the plan (or 
the plan amendment extending cov-
erage to the employee) was not in ex-
istence during that period, may be 
taken into account in determining 
whether the plan satisfies § 1.401(a)(4)–1 
(b)(2) and (b)(3). This is because service 
for such periods generally would have 
been credited for the employee but for 
the timing of the plan establishment or 

amendment, and the timing of the plan 
establishment or amendment must sat-
isfy § 1.401(a)(4)–5(a). 

(C) Pre-participation and imputed serv-
ice. Notwithstanding paragraph 
(d)(3)(i)(A) of this section, to the extent 
that a plan treats pre-participation 
service and imputed service as actual 
service with the employer, such service 
may be taken into account in deter-
mining whether the plan satisfies 
§ 1.401(a)(4)–1 (b)(2) and (b)(3) if the 
service satisfies each of the require-
ments in paragraph (d)(3)(iii) of this 
section taking into account, in the 
case of imputed service, the additional 
rules in paragraph (d)(3)(iv) of this sec-
tion. 

(D) Additional limitations on service- 
crediting in the case of certain offsets. 
Notwithstanding paragraphs (d)(3)(i) 
(B) and (C) of this section, if a plan 
credits benefit service or accrual serv-
ice under paragraph (d)(3)(i) (B) or (C) 
of this section for a period before an 
employee becomes a participant in the 
plan, but offsets the benefits deter-
mined under the plan by benefits under 
another plan (whether or not qualified 
or terminated) that are attributable to 
the same period for which that service 
is credited, then that service may not 
be taken into account for purposes of 
determining whether the first plan sat-
isfies § 1.401(a)(4)–1 (b)(2) or (b)(3) unless 
the offset provision applies on the same 
basis to all similarly-situated employ-
ees (within the meaning of paragraph 
(d)(3)(iii)(A) of this section). 

(ii) Definitions—(A) Pre-participation 
service. For purposes of this section, 
pre-participation service includes all 
years of service credited under a plan 
for years of service with the employer 
or a prior employer for periods before 
the employee commenced or recom-
menced participation in the plan (other 
than past service described in para-
graph (d)(3)(i)(B) of this section). 

(B) Imputed service. For purposes of 
this section, imputed service includes 
any service credited for periods after 
an employee has commenced participa-
tion in a plan while the employee is 
not performing services as an employee 
for the employer (including a period in 
which the employee performs services 
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for another employer, e.g., a joint ven-
ture), or while the employee has a re-
duced work schedule and would not 
otherwise be credited with service at 
the level being credited under the gen-
eral terms of the plan. 

(iii) Requirements for pre-participation 
and imputed service—(A) Provision ap-
plied to all similarly-situated employees— 
(1) General rule. A plan provision cred-
iting pre-participation service or im-
puted service to any HCE must apply 
on the same terms to all similarly-situ-
ated NHCEs. Whether two employees 
are similarly situated for this purpose 
must be determined based on reason-
able business criteria, generally taking 
into account only the circumstances 
resulting in the employees being cov-
ered under the plan or being granted 
imputed service and on the situation of 
the employees (e.g., the plan in which 
the employees benefit or the employer 
by which they are employed) during 
the period for which the pre-participa-
tion service or imputed service is cred-
ited. For example, employees who 
enter a plan as a result of a particular 
merger and who participated in the 
same plan of a prior employer are gen-
erally similarly situated. As another 
example, employees who are trans-
ferred to different joint ventures or dif-
ferent spun-off divisions are generally 
not similarly situated. 

(2) Examples. The following examples 
illustrate the rules in this paragraph 
(d)(3)(iii)(A): 

Example 1. Employer X maintains defined 
benefit Plans A and B and defined contribu-
tion Plan C. Plan A covers all employees who 
work at the headquarters of Employer X. 
Plan B covers some employees in Division M 
of Employer X, and Plan C covers the other 
employees of Division M. Plans B and C have 
not been aggregated for purposes of satis-
fying section 401(a)(4) or 410(b) for the period 
for which service is being credited. Plan A 
provides that, whenever an employee covered 
by Plan B transfers from Division M to the 
headquarters, the employee’s service cred-
ited under Plan B is credited under Plan A, 
and the employee’s benefit under Plan A is 
offset by the employee’s benefit under Plan 
B. However, Plan A provides for no similar 
recognition of service or offset for employees 
covered by Plan C who transfer from Divi-
sion M to the headquarters. Plan A does not 
fail to satisfy this paragraph (d)(3)(iii)(A) 
merely because it credits service for employ-
ees transferring from Plan B but not from 

Plan C, because it is reasonable to treat em-
ployees participating in different plans that 
have not been aggregated as not being simi-
larly situated. 

Example 2. The facts are the same as in Ex-
ample 1, except that Employer X acquires 
two trades or businesses from different em-
ployers. Employees of the acquired trades or 
businesses become employees of Division M 
and become covered by Plan B. In addition, 
Plan B is amended to credit service with one 
of the trades or businesses but not the other. 
Plan B does not fail to satisfy this paragraph 
(d)(3)(iii)(A) merely because it credits service 
for one acquired trade or business but not 
another, because it is reasonable to treat 
employees of one acquired trade or business 
as not similarly situated to employees of an-
other acquired trade or business. 

(B) Legitimate business reason—(1) 
General rule. There must be a legiti-
mate business reason, based on all of 
the relevant facts and circumstances, 
for a plan to credit imputed service or 
for a plan to credit pre-participation 
service for a period of service with an-
other employer. 

(2) Relevant facts and circumstances 
when crediting service with another em-
ployer. The following are examples of 
relevant facts and circumstances for 
determining whether a legitimate busi-
ness reason exists for a plan to credit 
pre-participation or imputed service 
for a period of service with another em-
ployer as service with the employer: 
whether one employer has a significant 
ownership, control, or similar interest 
in, or relationship with, the other em-
ployer (though not enough to cause the 
two employers to be treated as a single 
employer under section 414); whether 
the two employers share interrelated 
business operations; whether the em-
ployers maintain the same multiple- 
employer plan; whether the employers 
share similar attributes, such as oper-
ation in the same industry or the same 
geographic area; and whether the em-
ployees are an acquired group of em-
ployees or the employees became em-
ployed by the other employer in a 
transaction between the two employers 
that was a stock or asset acquisition, 
merger, or other similar transaction 
involving a change in the employer of 
the employees of a trade or business. 
Other factors may also be relevant for 
this purpose, such as the plan’s treat-
ment of service with other employers 
with which the employer has a similar 
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relationship and the type of service 
being credited (e.g., vesting service as 
compared to benefit service or accrual 
service). A legitimate business reason 
is deemed to exist for a plan to credit 
military service as service with the 
employer. 

(3) Examples. The following examples 
illustrate the rules in this paragraph 
(d)(3)(iii)(B): 

Example 1. Twenty unrelated employers 
jointly sponsor a multiple-employer plan 
that covers all employees of the employers. 
From time to time, employees transfer em-
ployment among the employers. There is a 
legitimate business reason for a 
disaggregated portion of the plan that bene-
fits the employees of one of the employers to 
treat service with any of the other employ-
ers as service with the employer. 

Example 2. Employer X owns 20 percent of 
the outstanding stock of Employer Y. From 
time to time, employees transfer from Em-
ployer X to Employer Y at the request of 
Employer X. Employer X maintains defined 
benefit Plan A. Plan A provides that years of 
service include an employee’s years of serv-
ice with Employer Y. There is a legitimate 
business reason for Plan A to credit service 
with Employer Y because Employer X, 
through its 20-percent ownership interest, 
benefits from the service that the trans-
ferred employees provide to Employer Y. 

Example 3. Employer Z manufactures widg-
ets and belongs to the National Widget Man-
ufacturers’ Association. From time to time, 
Employer Z hires employees from other 
widget manufacturers. Employer Z main-
tains a defined benefit plan, Plan B, which 
credits pre-participation service for periods 
of service with all other members of the As-
sociation located in the western half of the 
United States as service with Employer Z. 
There is a legitimate business reason for 
Plan B to treat service with other members 
of the Association as service with Employer 
Z. 

(C) No significant discrimination—(1) 
General rule. Based on all of the rel-
evant facts and circumstances, a plan 
provision crediting pre-participation or 
imputed service must not by design or 
in operation discriminate significantly 
in favor of HCEs. 

(2) Relevant facts and circumstances. 
The following are examples of relevant 
facts and circumstances for deter-
mining whether a plan provision cred-
iting pre-participation service or im-
puted service discriminates signifi-
cantly in favor of HCEs: whether the 
service credit does not duplicate bene-

fits but merely makes an employee 
whole (i.e., prevents the employee from 
being disadvantaged with respect to 
benefits by a change in job or employer 
or provides the employee with benefits 
comparable to those of other employ-
ees); the degree of business ties be-
tween the current employer and the 
prior employer, such as the degree of 
ownership interest or other affiliation; 
the degree of excess coverage under 
section 410(b) of NHCEs for the plan 
crediting the service, taking into ac-
count employees who are credited with 
pre-participation service; whether the 
other employer maintains a qualified 
plan for its employees; the existence of 
reciprocal service credit under other 
plans of the employer or the prior em-
ployer; the circumstances underlying 
the employee’s transfer into the group 
of employees covered by the plan; the 
type of service being credited; and the 
relative number of employees other 
than five-percent owners or the most 
highly-paid HCEs of the employer (de-
termined without regard to the one of-
ficer rule of section 414(q)(5)(B)) who 
are being credited with pre-participa-
tion service or imputed service. The 
relative number referred to in the last 
factor is determined taking into ac-
count all employees who have been 
over time, or are reasonably expected 
to be in the future, credited with such 
service. 

(3) Examples. The following examples 
illustrate the rules in this paragraph 
(d)(3)(iii)(C). It is assumed that facts 
not described in an example do not, in 
the aggregate, suggest that the rel-
evant plan provision either does or 
does not discriminate significantly in 
favor of HCEs. 

Example 1. (a) Employer U maintains de-
fined benefit Plans A and B. Plan A covers 
all employees who work at the headquarters 
of Employer U. Plan B covers all employees 
of Division M of Employer U. Plan A pro-
vides that, whenever an employee transfers 
from Division M to the headquarters, the 
employee’s service credited under Plan B is 
credited under Plan A, and the employee’s 
benefit under Plan A is offset by the employ-
ee’s benefit under Plan B. Employees, includ-
ing a meaningful number of NHCEs, are peri-
odically transferred from Division M to the 
headquarters of Employer U for bona fide 
business reasons. 
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(b) The Plan A provision crediting service 
under Plan B does not discriminate signifi-
cantly in favor of HCEs. The provision is de-
signed only to prevent employees from being 
disadvantaged by being transferred from Di-
vision M to the headquarters, and a mean-
ingful number of NHCEs can be expected to 
benefit from it. 

Example 2. (a) The facts are the same as in 
Example 1, except that the only employees 
transferred from Division M to the head-
quarters of Employer U are HCEs (but not 
the most highly-paid HCEs of Employer U). 

(b) Employer U determines that Plan A 
would have satisfied sections 401(a)(4) and 
410(b) for the period for which the trans-
ferred employees are being credited with pre- 
participation service had the employees par-
ticipated in Plan A during that period. This 
determination is based on test results under 
sections 401(a)(4) and 410(b) for the current 
year, taking into account significant demo-
graphic changes over this period. 

(c) The Plan A provision crediting service 
under Plan B does not significantly discrimi-
nate in favor of HCEs in the current year. 
This conclusion is based on the fact that the 
circumstances underlying the transfers indi-
cate that they were made for bona fide busi-
ness reasons, that Plan A would have satis-
fied sections 401(a)(4) and 410(b) had the 
transferred employees participated in Plan A 
during the period for which the pre-partici-
pation service is credited, and that the 
transferred employees are not the most high-
ly-paid HCEs of Employer U. 

Example 3. (a) The facts are the same as in 
Example 1, except that the only employee 
who is transferred from Division M to the 
headquarters of Employer U is Employee P, 
who is among the most highly-paid HCEs of 
Employer U. Plan A provides an unreduced 
early retirement benefit at age 55 for em-
ployees with 20 years of service, but Plan B’s 
early retirement benefits are not subsidized. 
Employee P is transferred to the head-
quarters with 20 years of service credited 
under Plan B and shortly before attainment 
of age 55. Employee P is expected to retire 
upon reaching age 55. 

(b) The Plan A provision crediting service 
under Plan B discriminates significantly in 
favor of HCEs in the year of the transfer. 
This is because the circumstances under-
lying this transfer (i.e., its occurrence short-
ly before Employee P’s expected retirement 
and the fact that the transfer significantly 
increased Employee P’s early retirement 
benefits) indicate that Employee P was 
transferred to the headquarters primarily to 
obtain the higher pension benefits provided 
under Plan A. 

(c) Because of this conclusion, the pre-par-
ticipation service credited to Employee P 
cannot be taken into account in determining 
whether Plan A satisfies § 1.401(a)(4)–1 (b)(2) 
and (b)(3). Thus, if Plan A credits the service, 

it cannot be a safe harbor plan because the 
benefit formula will take into account serv-
ice that may not be taken into account 
under this paragraph (d)(3). In addition, Em-
ployee P’s accrual rates under the general 
test in § 1.401(a)(4)–3(c) are likely to be higher 
than those of other employees because, while 
the pre-participation service may be used to 
determine Employee P’s benefits under Plan 
A, the service must be disregarded in deter-
mining Employee P’s testing service. Also, if 
Employee P’s pre-participation service is 
used in determining Employee P’s entitle-
ment to a benefit, right, or feature under 
Plan A, the fact that the service must be dis-
regarded in determining Employee P’s enti-
tlement service for purposes of § 1.401(a)(4)–4 
may cause the benefit, right, or feature to be 
treated as a separate benefit, right, or fea-
ture that is currently available only to Em-
ployee P. 

Example 4. (a) Employer V manufactures 
widgets and belongs to the National Widget 
Manufacturers’ Association. Each member of 
the Association maintains a defined benefit 
plan that credits pre-participation service 
for periods of service with other members 
and offsets benefits under the plan by bene-
fits under the plans of the other members. 
Employer V maintains defined benefit Plan 
C. Employer V periodically hires employees 
from other widget manufacturers who are 
not among its most highly-paid HCEs. In 
1997, however, the only employee hired by 
Employer V from another member of the As-
sociation is Employee Q, who is among Em-
ployer V’s most highly-paid HCEs. Employee 
Q receives pre-participation service credit in 
accordance with the terms of Plan C. Some 
of the plans maintained by other members of 
the Association credited pre-participation 
service to NHCEs for the same period for 
which the pre-participation service is cred-
ited to Employee Q. 

(b) The provision of Plan C crediting pre- 
participation service with other members of 
the Association does not discriminate sig-
nificantly in 1997, despite the fact that the 
only employee who received pre-participa-
tion service credit under the provision in 
that year was among the most highly-paid 
HCEs of Employer V. This conclusion is 
based on the relative number of employees 
other than Employer V’s most highly-paid 
HCEs who have been credited in the past, or 
are reasonably expected to be credited in the 
future, with pre-participation service for pe-
riods of service with other members of the 
Association, and the fact that other employ-
ees who are NHCEs are being credited with 
pre-participation service under a reciprocal 
agreement. 

Example 5. Employer W owns 79 percent of 
the outstanding stock of Employer X. From 
time to time, employees transfer from Em-
ployer W to Employer X at the request of 
Employer W. The only employees who have 
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ever been transferred are HCEs. Employer W 
maintains a defined benefit plan, Plan D, 
which credits employees transferred to Em-
ployer X with imputed benefit and accrual 
service while employed by Employer X. Em-
ployer X maintains no qualified plan. Plan D 
would fail either section 401(a)(4) or section 
410(b) in the current plan year if the individ-
uals employed by Employer X were treated 
as employed by Employer W. In addition, 
Plan D would fail either section 401(a)(4) or 
section 410(b) in the current plan year if the 
portion of Plan D covering the transferred 
employees were treated as maintained by 
Employer X. The Plan D provision crediting 
imputed benefit and accrual service to em-
ployees transferred to Employer X signifi-
cantly discriminates in favor of HCEs in the 
current plan year. 

Example 6. The facts are the same as in Ex-
ample 5, except that Plan D credits the indi-
viduals who transfer to Employer X only 
with imputed vesting and entitlement serv-
ice. The Plan D provision crediting imputed 
vesting and entitlement service to individ-
uals transferred to Employer X does not sig-
nificantly discriminate in favor of HCEs in 
the current plan year, because there is less 
potential for discrimination when the only 
types of service being imputed are vesting 
and entitlement service. 

(iv) Additional rules for imputed serv-
ice—(A) Legitimate business reasons for 
crediting imputed service—(1) General 
rule. A legitimate business reason does 
not exist for a plan to impute service 
after an individual has permanently 
ceased to perform services as an em-
ployee (within the meaning of 
§ 1.410(b)–9) for the employer maintain-
ing the plan, i.e., is not expected to re-
sume performing services as an em-
ployee for the employer. The preceding 
sentence does not apply in the case of 
an individual who is not performing 
services for the employer because of 
disability or is performing services for 
another employer under an arrange-
ment (such as a transfer of the em-
ployee to another employer) that pro-
vides some ongoing business benefit to 
the original employer. The first sen-
tence in this paragraph (d)(3)(iv)(A)(1) 
also does not apply in the case of vest-
ing and entitlement service if the em-
ployee is performing services for an-
other employer that is being treated 
under the plan as actual service with 
the original employer. 

(2) Certain presumptions applicable. 
Whether an individual has permanently 
ceased to perform services as an em-

ployee for an employer is determined 
taking into account all of the relevant 
facts and circumstances. There is a re-
buttable presumption for a period of up 
to two years that an individual who 
has ceased to perform services as an 
employee for an employer is nonethe-
less expected to resume performing 
services as an employee for the em-
ployer, if the employer continues to 
treat the individual as an employee for 
significant purposes unrelated to the 
plan. After two years, there is a rebut-
table presumption that an individual 
who has ceased to perform services as 
an employee for the employer is not ex-
pected to resume performing services 
as an employee for the employer. The 
fact that an individual is absent to per-
form jury duty or military service 
automatically rebuts the latter pre-
sumption. Other evidence, such as the 
employer’s layoff policy, the terms of 
an employment contract, or specific 
leave to pursue a degree requiring more 
than two years of study, may also 
rebut this presumption. 

(3) Imputed service for part-time em-
ployees. Rules similar to the rules in 
paragraph (d)(3)(iv)(A) (1) and (2) of 
this section apply in the case of an em-
ployee whose work hours are tempo-
rarily reduced and who therefore would 
normally be credited with service at a 
reduced rate, but who continues to be 
credited with service at the same rate 
as before the reduction (e.g., an em-
ployee who continues to be credited 
with service as if the employee were a 
full-time employee during a temporary 
change from a full-time to a part-time 
work schedule). 

(B) Additional factors for determining 
whether a provision crediting imputed 
service discriminates significantly. In ad-
dition to the factors described in para-
graph (d)(3)(iii)(C)(2) of this section, 
relevant facts and circumstances for 
determining whether a plan provision 
crediting imputed service during a 
leave of absence or a period of reduced 
services discriminates significantly in-
clude any employer policies or prac-
tices that restrict the ability of em-
ployees to take leaves of absence or 
work temporarily on a part-time basis, 
respectively. 
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(v) Satisfaction of other service-cred-
iting rules. A plan does not fail to sat-
isfy this paragraph (d)(3) merely be-
cause it credits service to the extent 
necessary to satisfy the service-cred-
iting rules in section 410(a), 411(a), 413, 
or 414(a), § 1.410(a)–7 (elapsed-time 
method of service-crediting) or 29 CFR 
2530.200b–2 (regarding hours of service 
to be credited), whichever is applicable, 
or 29 CFR § 2530.204–2(d) (regarding dou-
ble proration of service and compensa-
tion). 

(e) Family aggregation rules. [Re-
served] 

(f) Governmental plans. [Reserved] 
(g) Corrective amendments—(1) In gen-

eral. A corrective amendment that sat-
isfies the rules of this paragraph (g) is 
taken into account for purposes of sat-
isfying certain section 401(a) require-
ments for a plan year, by treating the 
corrective amendment as if it were 
adopted and effective as of the first day 
of the plan year. These rules apply in 
addition to the rules of section 401(b). 
Paragraph (g)(2) of this section de-
scribes the scope of the corrective 
amendments that are permitted to be 
made. Paragraph (g)(3) of this section 
specifies the conditions under which a 
corrective amendment may be made. 
Paragraph (g)(4) of this section pro-
vides a rule prohibiting a corrective 
amendment from being taken into ac-
count to the extent that it does not 
have substance. Paragraph (g)(5) of this 
section discusses the effect of the cor-
rective amendments permitted under 
this paragraph (g) under provisions 
other than section 401(a). 

(2) Scope of corrective amendments. For 
purposes of satisfying the minimum 
coverage requirements of section 
410(b), the nondiscriminatory amount 
requirement of § 1.401(a)(4)–1(b)(2), or 
the nondiscriminatory plan amend-
ment requirement of § 1.401(a)(4)–1(b)(4), 
a corrective amendment may retro-
actively increase accruals or alloca-
tions for employees who benefited 
under the plan during the plan year 
being corrected, or may grant accruals 
or allocations to individuals who did 
not benefit under the plan during the 
plan year being corrected. In addition, 
for purposes of satisfying the non-
discriminatory current availability re-
quirement of § 1.401(a)(4)–4(b) for bene-

fits, rights, or features, a corrective 
amendment may make a benefit, right, 
or feature available to employees to 
whom it was previously not available. 
A corrective amendment may not, how-
ever, correct for a failure to incor-
porate the pre-termination restrictions 
of § 1.401(a)(4)–5(b). 

(3) Conditions for corrective amend-
ments—(i) In general. A corrective 
amendment is not taken into account 
prior to its adoption under this para-
graph (g) unless it satisfies each of the 
requirements of paragraph (g)(3) (ii) 
through (vii) of this section, whichever 
are applicable. Thus, for example, if 
any of the applicable requirements are 
not satisfied, any additional accruals 
arising from an amendment adopted 
after the end of a plan year are not 
given retroactive effect and, thus, are 
tested in the plan year in which the 
amendment is adopted. 

(ii) Benefits not reduced. Except as 
permitted under paragraph 
(g)(3)(vi)(C)(2) of this section, the cor-
rective amendment may not result in a 
reduction of an employee’s benefits (in-
cluding any benefit, right, or feature), 
determined based on the terms of the 
plan in effect immediately before the 
amendment. 

(iii) Amendment effective for all pur-
poses. For purposes of determining an 
employee’s rights and benefits under 
the plan, the corrective amendment 
must generally be effective as if the 
amendment had been made on the first 
day of the plan year being corrected. 
Thus, if the corrective amendment is 
made after the close of the plan year 
being corrected, an employee’s alloca-
tions or accruals, along with the asso-
ciated benefits, rights, and features, 
must be increased to the level at which 
they would have been had the amend-
ment been in effect for the entire pre-
ceding plan year. Accordingly, such in-
creases are taken into account for test-
ing purposes as if the increases had ac-
tually occurred in the prior plan year. 
However, to the extent that an amend-
ment makes a benefit, right, or feature 
available to a group of employees, the 
amendment does not fail to satisfy this 
paragraph (g)(3)(iii) merely because it 
is not effective prior to the date of 
adoption and, therefore, the benefit, 
right, or feature is not made currently 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00190 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



179 

Internal Revenue Service, Treasury § 1.401(a)(4)–11 

available to those employees before 
that date. 

(iv) Time when amendment must be 
adopted and put into effect—(A) General 
rule. Any corrective amendment in-
tended to apply to the preceding plan 
year must be adopted and implemented 
on or before the 15th day of the 10th 
month after the close of the plan year 
in order to be taken into account for 
the preceding plan year. 

(B) Determination letter requested by 
employer or plan administrator. If, on or 
before the end of the period set forth in 
paragraph (g)(3)(iv)(A) of this section, 
the employer or plan administrator 
files a request pursuant to § 601.201(o) of 
this chapter (Statement of Procedural 
Rules) for a determination letter on 
the amendment, the initial or con-
tinuing qualification of the plan, or the 
trust that is part of the plan, the pe-
riod set forth in paragraph (g)(3)(iv)(A) 
of this section is extended in the same 
manner as provided for an extension of 
the remedial amendment period under 
§ 1.401(b)–1(d)(3). 

(v) Corrective amendment for coverage 
or amounts testing—(A) Retroactive bene-
fits must be provided to nondiscriminatory 
group. Except as provided in paragraph 
(g)(3)(v)(B) of this section, if the cor-
rective amendment is adopted after the 
close of the plan year, the additional 
allocations or accruals for the pre-
ceding year resulting from the correc-
tive amendment must separately sat-
isfy section 401(a)(4) for the preceding 
plan year and must benefit a group of 
employees that separately satisfies 
section 410(b) (determined by applying 
the same rules as are applied in deter-
mining whether a component plan sep-
arately satisfies section 410(b) under 
§ 1.401(a)(4)–9(c)(4)). Thus, for example, 
in applying the rules of this paragraph 
(g)(3)(v), an employer may not aggre-
gate the additional accruals or alloca-
tions for the preceding plan year re-
sulting from the corrective amendment 
with the other accruals or allocations 
already provided under the terms of 
the plan as in effect during the pre-
ceding plan year without regard to the 
corrective amendment. 

(B) Corrective amendment to conform to 
safe harbor. The requirements of para-
graph (g)(3)(v)(A) of this section need 
not be met if the corrective amend-

ment is for purposes of conforming the 
plan to one of the safe harbors in 
§ 1.401(a)(4)–2(b) or § 1.401(a)(4)–3(b) (in-
cluding for purposes of applying the re-
quirements of those safe harbors under 
the optional testing methods in 
§ 1.401(a)(4)–8 (b)(3) or (c)(3)), or ensur-
ing that the plan continues to meet 
one of those safe harbors. 

(vi) Conditions for corrective amend-
ment of the availability of benefits, rights, 
and features. A corrective amendment 
may not be taken into account under 
this paragraph (g) for purposes of satis-
fying § 1.401(a)(4)–4(b) for a given plan 
year unless— 

(A) The corrective amendment is not 
part of a pattern of amendments being 
used to correct repeated failures with 
respect to a particular benefit, right, 
or feature; 

(B) The relevant provisions of the 
plan immediately after the corrective 
amendment with respect to the benefit, 
right, or feature (including a corrective 
amendment eliminating the benefit, 
right, or feature) remain in effect until 
the end of the first plan year beginning 
after the date of the amendment; and 

(C) The corrective amendment ei-
ther— 

(1) Expands the group of employees 
to whom the benefit, right, or feature 
is currently available so that for each 
plan year in which the corrective 
amendment is taken into account in 
determining whether the plan satisfies 
§ 1.401(a)(4)–4(b), the group of employees 
to whom the benefit, right, or feature 
is currently available, after taking into 
account the amendment, satisfies the 
nondiscriminatory classification re-
quirement of § 1.410(b)–4 (and thus the 
current availability requirement of 
§ 1.401(a)(4)–4(b)) with a ratio percent-
age greater than or equal to the lesser 
of— 

(i) The safe harbor percentage appli-
cable to the plan; and 

(ii) The ratio percentage of the plan; 
or 

(2) Eliminates the benefit, right, or 
feature (to the extent permitted under 
section 411(d)(6)) on or before the last 
day of the plan year for which the cor-
rective amendment is taken into ac-
count. 
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(vii) Special rules for section 401(k) 
plans and section 401(m) plans—(A) Min-
imum coverage requirements. In the case 
of a section 401(k) plan, a corrective 
amendment may only be taken into ac-
count for purposes of satisfying 
§ 1.410(b)–3(a)(2)(i) under this paragraph 
(g) for a given plan year to the extent 
that the corrective amendment grants 
qualified nonelective contributions 
within the meaning of § 1.401(k)–6 
(QNECs) to nonhighly compensated 
nonexcludable employees who were not 
eligible employees within the meaning 
of § 1.401(k)–6 for the given plan year, 
and the amount of the QNECs granted 
to each nonhighly compensated non-
excludable employee equals the prod-
uct of the nonhighly compensated non-
excludable employee’s plan year com-
pensation and the actual deferral per-
centage (within the meaning of section 
401(k)(3)(B)) for the given plan year for 
the group of NHCEs who are eligible 
employees. Similarly, in the case of a 
section 401(m) plan, a corrective 
amendment may only be taken into ac-
count for purposes of satisfying 
§ 1.410(b)–3(a)(2)(i) under this paragraph 
(g) for a given plan year to the extent 
that the corrective amendment grants 
qualified nonelective contributions 
(QNECs) to nonhighly compensated 
nonexcludable employees who were not 
eligible employees within the meaning 
of § 1.401(m)–5 for the given plan year, 
and the amount of the QNECs granted 
to each nonhighly compensated non-
excludable employee equals the prod-
uct of the nonhighly compensated non-
excludable employee’s plan year com-
pensation and the actual contribution 
percentage (within the meaning of sec-
tion 401(m)(3)) for the given plan year 
for the group of NHCEs who are eligible 
employees. 

(B) Correction of rate of match. In the 
case of a section 401(m) plan, alloca-
tions for a given plan year granted 
under a corrective amendment to 
NHCEs who made contributions for the 
plan year eligible for a matching con-
tribution may be treated as matching 
contributions. These allocations treat-
ed as matching contributions may be 
taken into account for purposes of sat-
isfying the current availability re-
quirement of § 1.401(a)(4)–4(b) with re-
spect to the right to a rate of match, 

but may not be taken into account for 
satisfying other amounts testing. 

(4) Corrective amendments must have 
substance. A corrective amendment is 
not taken into account in determining 
whether a plan satisfies section 
401(a)(4) or 410(b) to the extent the 
amendment affects nonvested employ-
ees whose employment with the em-
ployer terminated on or before the 
close of the preceding year, and who 
therefore would not have received any 
economic benefit from the amendment 
if it had been made in the prior year. 
Similarly, in determining whether the 
requirements of paragraph 
(g)(3)(vi)(C)(1) of this section are satis-
fied, a corrective amendment making a 
benefit, right, or feature available to 
employees is not taken into account to 
the extent the benefit, right, or feature 
is not currently available to any of 
those employees immediately after the 
amendment. However, a plan will not 
fail to satisfy the requirements of para-
graph (g)(3)(vi)(C)(1) of this section by 
operation of the provisions in this 
paragraph (g)(4) if the benefit, right, or 
feature is made available to all em-
ployees in the plan as of the date of the 
amendment. 

(5) Effect under other statutory require-
ments. A corrective amendment under 
this paragraph (g) is treated as if it 
were adopted and effective as of the 
first day of the plan year only for the 
specific purposes described in this 
paragraph (g). Thus, for example, the 
corrective amendment is taken into ac-
count not only for purposes of sections 
401(a)(4) and 410(b), but also for pur-
poses of determining whether the plan 
satisfies sections 401(l). By contrast, 
the amendment is not given retro-
active effect for purposes of section 404 
(deductions for employer contribu-
tions) or section 412 (minimum funding 
standards), unless otherwise provided 
for in rules applicable to those sec-
tions. 

(6) Examples. The following examples 
illustrate the rules in this paragraph 
(g): 

Example 1. Employer U maintains a cal-
endar year defined benefit plan that in 1994 is 
tested using the safe harbor for flat benefit 
plans in § 1.401(a)(4)–3(b)(4). In 1996, Employer 
U is concerned that the plan will not satisfy 
the demographic requirement in § 1.401(a)(4)– 
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3(b)(4)(i)(C)(3) for the 1995 plan year because 
the average of the normal accrual rates for 
all NHCEs is less than 70 percent of the aver-
age of the normal accrual rates for all HCEs. 
Provided the corrective amendment would 
otherwise satisfy this paragraph (g), Em-
ployer U may make a corrective amendment 
to the plan to increase the number of NHCEs 
so that the amended plan satisfies the safe 
harbor for the 1995 plan year. The corrective 
amendment need not satisfy paragraph 
(g)(3)(v)(A) of this section because Employer 
U is retroactively amending the plan to con-
form to a safe harbor in § 1.401(a)(4)–3(b). See 
paragraph (g)(3)(v)(B) of this section. 

Example 2. (a) Employer V maintains a cal-
endar year defined contribution plan cov-
ering all the employees in Division M and Di-
vision N. Under the plan, only employees in 
Division M have the right to direct the in-
vestments in their account. For plan years 
prior to 1996, the plan met the current avail-
ability requirement of § 1.401(a)(4)–4(b) be-
cause the employees in Division M were a 
group of employees that satisfied the non-
discriminatory classification test of 
§ 1.410(b)–4. Because of attrition in the em-
ployee population in Division M in 1996, the 
group of employees to whom the right to di-
rect investments is available during that 
plan year no longer meets the nondiscrim-
inatory classification test of § 1.410(b)–4. 
Thus, the right to direct investments under 
the plan does not meet the current avail-
ability requirement of § 1.401(a)(4)–4(b) during 
the 1996 plan year. 

(b) Employer V may amend the plan in 1997 
(but on or before October 15) to make the 
right to direct investments available from 
the date of the corrective amendment to a 
larger group of employees and the corrective 
amendment may be taken into account for 
purposes of satisfying the current avail-
ability requirement of § 1.401(a)(4)–4(b) for 
1996 if the amendment satisfies this para-
graph (g). Thus, for example, the group of 
employees to whom the right to direct in-
vestments is currently available, after tak-
ing into account the corrective amendment, 
must satisfy the nondiscriminatory classi-
fication test of § 1.410(b)–4 for 1996 using a 
safe harbor percentage (or if lower, the ratio 
percentage of the plan for 1996). In addition, 
the corrective amendment making the right 
to direct investments available to a larger 
group of employees must remain in effect 
through the end of the 1998 plan year. 

(c) In order for Employer V to take the 
corrective amendment into account for pur-
poses of satisfying the current availability 
requirement of § 1.401(a)(4)–4(b) for the por-
tion of the 1997 plan year before the amend-
ment, the group of employees to whom the 
right to direct investments is currently 
available, taking into account the amend-
ment, must satisfy the nondiscriminatory 
classification test of § 1.410(b)–4 for 1997 using 

a safe harbor percentage (or if lower, the 
ratio percentage of the plan for 1997). 

(d) Alternatively, if Employer V adopts the 
corrective amendment before the end of the 
1996 plan year, the corrective amendment 
need only remain in force through the end of 
the 1997 plan year, or the corrective amend-
ment may eliminate the right to direct in-
vestments (provided that the elimination re-
mains in effect through the end of the 1997 
plan year). 

Example 3. The facts are the same as in Ex-
ample 2. In 1997, Employer V makes a correc-
tive amendment to extend the plan to em-
ployees of Division O as well as Divisions M 
and N. Assume that the corrective amend-
ment satisfies paragraph (g)(3)(v)(A) of this 
section, and thus, may be taken into account 
for purposes of satisfying the nondiscrim-
inatory amounts requirement of § 1.401(a)(4)– 
1(b)(2) or the minimum coverage require-
ments of section 410(b). However, the em-
ployees in Division O will not be taken into 
account in determining whether the right to 
direct investments meets the current avail-
ability requirements of § 1.401(a)(4)–4(b) un-
less the corrective amendment meets the re-
quirements of paragraph (g)(3)(vi) of this sec-
tion. Thus, for example, the group of employ-
ees to whom the right to direct investments 
is made available as a result of the expansion 
of coverage, after taking into account the 
corrective amendment, must satisfy the non-
discriminatory clarification test of § 1.410(b)– 
4 for 1996 using a safe harbor percentage (or 
if lower, the ratio percentage of the plan for 
1996). In addition, the amendment making 
the right to direct investments available to 
a larger group of employees must remain in 
effect though the end of the 1998 plan year. 

Example 4. Employer W maintains a defined 
benefit plan that covers all employees and 
that offsets an employee’s benefit by the em-
ployee’s projected primary insurance 
amount. The plan is not eligible to use the 
safe harbors under § 1.401(a)(4)–3(b) because 
the plan does not satisfy section 401(l). Under 
the plan, the accrual rates for all HCEs (de-
termined under the general test of 
§ 1.401(a)(4)–3(c)) for 1998 are less than 1.5 per-
cent of average annual compensation, and 
the accrual rates for all NHCEs (determined 
under the general test of § 1.401(a)(4)–3(c)) for 
1998 are two percent of average annual com-
pensation. If Employer W adopts a corrective 
amendment adopted in 1999 that retro-
actively increases HCEs’ benefits under the 
plan so that their accrual rates equal those 
of the NHCEs, the corrective amendment 
may not be taken into account in testing the 
1998 plan year (i.e., the accruals that result 
from the corrective amendment are treated 
as 1999 accruals), because the accruals for 
the 1998 plan year resulting from the correc-
tive amendment would not separately satisfy 
sections 410(b) and 401(a)(4). This is the case 
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even if, after taking the amendment into ac-
count, the plan would satisfy sections 410(b) 
and 401(a)(4) for the 1998 plan year. 

Example 5. Employer X maintains two 
plans—Plan A and Plan B. Plan A satisfies 
the ratio percentage test of § 1.410(b)–2(b)(2), 
but Plan B does not. Thus, in order to satisfy 
section 410(b), Plan B must satisfy the aver-
age benefits test of § 1.410(b)–2(b)(3). The av-
erage benefit percentage of Plan B is 60 per-
cent. Employer X may take into account a 
corrective amendment that increases the ac-
cruals under either Plan A or Plan B so that 
the average benefit percentage meets the 70 
percent requirement of the average benefits 
test, if the amendment satisfies paragraph 
(g)(3)(v) of this section. 

Example 6. Employer Y maintains Plan C, 
which does not satisfy section 401(a)(4) in a 
plan year. Under the terms of paragraph 
(g)(2) of this section, Employer Y amends 
Plan C to increase the benefits of certain 
employees retroactively. In designing the 
amendment, Employer Y identifies those em-
ployees who have terminated without vested 
benefits during the period after the end of 
the prior plan year and before the adoption 
date of the amendment, and the amendment 
provides increases in benefits primarily to 
those employees. It would be inconsistent 
with the purpose of preventing discrimina-
tion in favor of HCEs for Plan C to treat the 
amendment as retroactively effective under 
this paragraph (g). See § 1.401(a)(4)–1(c)(2). 

Example 7. Employer Z maintains both a 
section 401(k) plan and a section 401(m) plan 
that provides matching contributions at a 
rate of 50 percent with respect to elective 
contributions under the section 401(k) plan. 
In plan year 1995, the section 401(k) plan fails 
to satisfy the actual deferral percentage test 
of section 401(k)(3). In order to satisfy sec-
tion 401(k)(3), Employer Z makes corrective 
distributions to HCEs H1 through H10 of 
their excess contributions as provided under 
§ 1.401(k)–2(b). The matching contributions 
that H1 through H10 had received on account 
of their excess contributions are not for-
feited, however. Thus, the effective rate of 
matching contributions provided to H1 
through H10 is increased as a result of the 
corrective distributions. See § 1.401(a)(4)– 
4(e)(3)(iii)(G). Since no NHCE in the section 
401(m) plan is provided with an equivalent 
rate of matching contributions, the rate of 
matching contributions provided to H1 
through H10 does not satisfy the nondiscrim-
inatory availability requirement of 
§ 1.401(a)(4)–4 in plan year 1995. Employer Z 
makes a corrective amendment by October 
15, 1996, that grants allocations to NHCEs 
who made contributions for the 1995 plan 
year eligible for a matching contribution. 
Employer Z may treat the allocations grant-
ed under the corrective amendment to those 
NHCEs as matching contributions for the 
1995 plan year and, as a result, take them 

into account in determining whether the 
availability of the rate of matching con-
tributions provided to H1 through H10 satis-
fies the current availability requirement of 
§ 1.401(a)(4)–4(b) for the 1995 plan year. 

[T.D. 8485, 58 FR 46813, Sept. 3, 1993, as 
amended by T.D. 9169, 69 FR 78153, Dec. 29, 
2004] 

§ 1.401(a)(4)–12 Definitions. 
Unless otherwise provided, the defini-

tions in this section govern in applying 
the provisions of §§ 1.401(a)(4)–1 through 
1.401(a)(4)–13. 

Accumulation plan. Accumulation 
plan means a defined benefit plan 
under which the benefit of every em-
ployee for each plan year is separately 
determined, using plan year compensa-
tion (if benefits are determined as a 
percentage of compensation rather as 
than a dollar amount) separately cal-
culated for the plan year, and each em-
ployee’s total accrued benefit as of the 
end of a plan year is the sum of the 
separately determined benefit for that 
plan year and the total accrued benefit 
as of the end of the preceding plan 
year. 

Acquired group of employees. Acquired 
group of employees means employees 
of a prior employer who become em-
ployed by the employer in a trans-
action between the employer and the 
prior employer that is a stock or asset 
acquisition, merger, or other similar 
transaction involving a change in the 
employer of the employees of a trade or 
business, plus employees hired by or 
transferred into the acquired trade or 
business on or before a date selected by 
the employer that is within the transi-
tion period defined in section 
410(b)(6)(C)(ii). In addition, in the case 
of a transaction prior to the effective 
date of these regulations, the date by 
which employees must be hired by or 
transferred into the acquired trade or 
business in order to be included in the 
acquired group of employees may be 
any date prior to February 11, 1993, 
without regard to whether it is later 
than the end of the transition period 
defined in section 410(b)(6)(C)(ii). 

Actuarial equivalent. An amount or 
benefit is the actuarial equivalent of, 
or is actuarially equivalent to, another 
amount or benefit at a given time if 
the actuarial present value of the two 
amounts or benefits (calculated using 
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the same actuarial assumptions) at 
that time is the same. 

Actuarial present value. Actuarial 
present value means the value as of a 
specified date of an amount or series of 
amounts due thereafter, where each 
amount is— 

(1) Multiplied by the probability that 
the condition or conditions on which 
payment of the amount is contingent 
will be satisfied; and 

(2) Discounted according to an as-
sumed rate of interest to reflect the 
time value of money. 

Ancillary benefit. Ancillary benefit is 
defined in § 1.401(a)(4)–4(e)(2). 

Average annual compensation. Average 
annual compensation is defined in 
§ 1.401(a)(4)–3(e)(2). 

Base benefit percentage. Base benefit 
percentage is defined in § 1.401(l)–1(c)(3). 

Benefit formula. Benefit formula 
means the formula a defined benefit 
plan applies to determine the accrued 
benefit (within the meaning of section 
411(a)(7)(A)(i)) in the form of an annual 
benefit commencing at normal retire-
ment age of an employee who con-
tinues in service until normal retire-
ment age. Thus, for example, the ben-
efit formula does not include the ac-
crual method the plan applies (in con-
junction with the benefit formula) to 
determine the accrued benefit of an 
employee who terminates employment 
before normal retirement age. For pur-
poses of this definition, a change in 
plan provisions that applies only to 
certain employees who terminate with-
in a limited period of time (e.g., an 
early retirement window benefit) is 
treated as a change in the plan’s ben-
efit formula for the employees to 
whom the change is potentially appli-
cable during the period that the change 
is potentially applicable to them. The 
preceding sentence applies only to the 
extent that the change in plan provi-
sions would result in a change in the 
benefit formula if it were permanent 
and applied without regard to when the 
employees’ employment was termi-
nated. 

Benefit, right, or feature. Benefit, 
right, or feature means an optional 
form of benefit, an ancillary benefit, or 
an other right or feature within the 
meaning of § 1.401(a)(4)–4(e). 

Contributory DB plan. Contributory 
DB plan means a defined benefit plan 
that includes employee contributions 
not allocated to separate accounts. 

Defined benefit excess plan. Defined 
benefit excess plan is defined in 
§ 1.401(l)–1(c)(16)(i). 

Defined benefit plan. Defined benefit 
plan is defined in § 1.410(b)–9. 

Defined contribution plan. Defined 
contribution plan is defined in 
§ 1.410(b)–9. 

Determination date. Determination 
date is defined in § 1.401(a)(4)– 
8(b)(3)(iv)(A). 

Employee. With respect to a plan for a 
given plan year, employee means an 
employee (within the meaning of 
§ 1.410(b)–9) who benefits as an em-
ployee under the plan for the plan year 
(within the meaning of § 1.410(b)–3). 

Employer. Employer is defined in 
§ 1.410(b)–9. 

ESOP. ESOP is defined in § 1.410(b)–9. 
Excess benefit percentage. Excess ben-

efit percentage is defined in § 1.401(l)– 
1(c)(14). 

Former employee. With respect to a 
plan for a given plan year, former em-
ployee means a former employee (with-
in the meaning of § 1.410(b)–9). 

Former HCE. Former HCE means a 
highly compensated former employee 
as defined in § 1.410(b)–9. 

Former NHCE. Former NHCE means a 
former employee who is not a former 
HCE. 

Fresh-start date. Fresh-start date is 
defined in § 1.401(a)(4)–13(c)(5)(iii). 

Fresh-start group. Fresh-start group is 
defined in § 1.401(a)(4)–13(c)(5)(ii). 

Gross benefit percentage. Gross benefit 
percentage is defined in § 1.401(l)– 
1(c)(18). 

HCE. HCE means a highly com-
pensated employee as defined in 
§ 1.410(b)–9 who benefits under the plan 
for the plan year (within the meaning 
of § 1.410(b)–3). 

Integration level. Integration level is 
defined in § 1.401(l)–1(c)(20). 

Measurement period. Measurement pe-
riod is defined in § 1.401(a)(4)–3(d)(1)(iii). 

Multiemployer plan. Multiemployer 
plan is defined in § 1.410(b)–9. 

NHCE. NHCE means an employee who 
is not an HCE. 

Nonexcludable employee. Nonexclud-
able employee means an employee 
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within the meaning of § 1.410(b)–9, other 
than an excludable employee with re-
spect to the plan as determined under 
§ 1.410(b)–6. A nonexcludable employee 
may be either a highly or nonhighly 
compensated nonexcludable employee, 
depending on the nonexcludable em-
ployee’s status under section 414(q). 

Normalize. With respect to a benefit 
payable to an employee in a particular 
form, normalize means to convert the 
benefit to an actuarially equivalent 
straight life annuity commencing at 
the employee’s testing age. The actu-
arial assumptions used in normalizing 
a benefit must be reasonable and must 
be applied on a gender-neutral basis. A 
standard interest rate and a standard 
mortality table are among the assump-
tions considered reasonable for this 
purpose. 

Offset plan. Offset plan is defined in 
§ 1.401(l)–1(c)(24). 

Optional form of benefit. Optional form 
of benefit is defined in § 1.401(a)(4)– 
4(e)(1). 

Other right or feature. Other right or 
feature is defined in § 1.401(a)(4)–4(e)(3). 

Plan. Plan means a plan within the 
meaning of § 1.410(b)–7 (a) and (b), after 
application of the mandatory 
disaggregation rules of § 1.410(b)–7(c) 
and the permissive aggregation rules of 
§ 1.410(b)–7(d). 

Plan year. Plan year is defined in 
§ 1.410(b)–9. 

Plan year compensation—(1) In general. 
Plan year compensation means section 
414(s) compensation for the plan year 
determined by measuring section 414(s) 
compensation during one of the periods 
described in paragraphs (2) through (4) 
of this definition. Whichever period is 
selected must be applied uniformly to 
determine the plan year compensation 
of every employee. 

(2) Plan year. This period consists of 
the plan year. 

(3) Twelve-month period ending in the 
plan year. This period consists of a 
specified 12-month period ending with 
or within the plan year, such as the 
calendar year or the period for deter-
mining benefit accruals described in 
§ 1.401(a)(4)–3(f)(6). 

(4) Period of plan participation during 
the plan year. This period consists of 
the portion of the plan year during 
which the employee is a participant in 

the plan. This period may be used to 
determine plan year compensation for 
the plan year in which participation 
begins, the plan year in which partici-
pation ends, or both. This period may 
be used to determine plan year com-
pensation when substituted for average 
annual compensation in § 1.401(a)(4)– 
3(e)(2)(ii)(A) only if the plan year is 
also the period for determining benefit 
accruals under the plan rather than an-
other period as permitted under 
§ 1.401(a)(4)–3(f)(6). Further, selection of 
this period must be made on a reason-
ably consistent basis from plan year to 
plan year in a manner that does not 
discriminate in favor of HCEs. 

(5) Special rule for new employees. Not-
withstanding the uniformity require-
ment of paragraph (1) of this definition, 
if employees’ plan year compensation 
for a plan year is determined based on 
a 12-month period ending within the 
plan year under paragraph (3) of this 
definition, then the plan year com-
pensation of any employees whose date 
of hire was less than 12 months before 
the end of that 12-month period must 
be determined uniformly based either 
on the plan year or on the employees’ 
periods of participation during the plan 
year, as provided in paragraphs (2) and 
(4), respectively, of this definition. 

QJSA. QJSA means a qualified joint 
and survivor annuity as defined in sec-
tion 417(b). 

QSUPP—(1) In general. QSUPP or 
qualified social security supplement 
means a social security supplement 
that meets each of the requirements in 
paragraphs (2) through (6) of this defi-
nition. 

(2) Accrual—(i) General rule. The 
amount of the social security supple-
ment payable at any age for which the 
employee is eligible for the social secu-
rity supplement must be equal to the 
lesser of— 

(A) The employee’s old-age insurance 
benefit, unreduced on account of age, 
under title II of the Social Security 
Act; and 

(B) The accrued social security sup-
plement, determined under one of the 
methods in paragraph (2) (ii) through 
(iv) of this definition. 

(ii) Section 401(l) plans. In the case of 
a section 401(l) plan that is a defined 
benefit excess plan, each employee’s 
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accrued social security supplement 
equals the employee’s average annual 
compensation up to the integration 
level, multiplied by the disparity pro-
vided by the plan for the employee’s 
years of service used in determining 
the employee’s accrued benefit under 
the plan. In the case of a section 401(l) 
plan that is an offset plan, each em-
ployee’s accrued social security supple-
ment equals the dollar amount of the 
offset accrued for the employee under 
the plan. 

(iii) PIA offset plan. In the case of a 
PIA offset plan, each employee’s ac-
crued social security supplement 
equals the dollar amount of the offset 
accrued for the employee under the 
plan. For this purpose, a PIA offset 
plan is a plan that reduces an employ-
ee’s benefit by an offset based on a 
stated percentage of the employee’s 
primary insurance amount under the 
Social Security Act. 

(iv) Other plans. In the case of any 
other plan, each employee’s social se-
curity supplement accrues ratably over 
the period beginning with the later of 
the employee’s commencement of par-
ticipation in the plan or the effective 
date of the social security supplement 
and ending with the earliest age at 
which the social security supplement is 
payable to the employee. The effective 
date of the social security supplement 
is the later of the effective date of the 
amendment adding the social security 
supplement or the effective date of the 
amendment modifying an existing so-
cial security supplement to comply 
with the requirements of this defini-
tion. If, by the end of the first plan 
year to which these regulations apply, 
as set forth in § 1.401(a)(4)–13 (a) and (b), 
an amendment is made to a social secu-
rity supplement in existence on Sep-
tember 19, 1991, the employer may 
treat the accrued portion of the social 
security supplement, as determined 
under the plan without regard to 
amendments made after September 19, 
1991, as included in the employee’s ac-
crued social security supplement, pro-
vided that the remainder of the social 
security supplement is accrued under 
the otherwise-applicable method. 

(3) Vesting. The plan must provide 
that an employee’s right to the accrued 
social security supplement becomes 

nonforfeitable within the meaning of 
section 411 as if it were an early retire-
ment benefit. 

(4) Eligibility. The plan must impose 
the same eligibility conditions on re-
ceipt of the social security supplement 
as on receipt of the early retirement 
benefit in conjunction with which the 
social security supplement is payable. 
Furthermore, if the service required for 
an employee to become eligible for the 
social security supplement exceeds 15 
years, then the ratio percentage of the 
group of employees who actually sat-
isfy the eligibility conditions on re-
ceipt of the QSUPP in the current plan 
year must equal or exceed the unsafe 
harbor percentage applicable to the 
plan under § 1.410(b)–4(c)(4)(ii). 

(5) QJSA. At each age, the most valu-
able QSUPP commencing at that age 
must be payable in conjunction with 
the QJSA commencing at that age. In 
addition, the plan must provide that, 
in the case of a social security supple-
ment payable in conjunction with a 
QJSA, the social security supplement 
will be paid after the employee’s death 
on the same terms as the QJSA, but in 
no event for a period longer than the 
period for which the social security 
supplement would have been paid to 
the employee had the employee not 
died. For example, if the QJSA is in the 
form of a joint annuity with a 50-per-
cent survivor’s benefit, the social secu-
rity supplement must provide a 50-per-
cent survivor’s benefit. When section 
417(c) requires the determination of a 
QJSA for purposes of determining a 
qualified pre-retirement survivor’s an-
nuity as defined in section 417(c) 
(QPSA), the social security supplement 
payable in conjunction with that QJSA 
must be paid in conjunction with the 
QPSA. 

(6) Protection. The plan must specifi-
cally provide that the social security 
supplement is treated as an early re-
tirement benefit that is protected 
under section 411(d)(6) (other than for 
purposes of sections 401(a)(11) and 417). 
Thus, the accrued social security sup-
plement must continue to be payable 
notwithstanding subsequent amend-
ment of the plan (including the plan’s 
termination), and an employee may 
meet the eligibility requirements for 
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the social security supplement after 
plan termination. 

Qualified plan. Qualified plan means a 
plan that satisfies section 401(a). For 
this purpose, a qualified plan includes 
an annuity plan described in section 
403(a). 

Rate group. Rate group is defined in 
§ 1.401(a)(4)–2(c)(1) or is defined in 
§ 1.401(a)(4)–3(c)(1). 

Ratio percentage. Ratio percentage is 
defined in § 1.410(b)–9. 

Section 401(a)(17) employee. Section 
401(a)(17) employee is defined in 
§ 1.401(a)(17)–1(e)(2)(ii). 

Section 401(k) plan. Section 401(k) 
plan is defined in § 1.410(b)–9. 

Section 401(l) plan. Section 401(l) plan 
is defined in § 1.410(b)–9. 

Section 401(m) plan. Section 401(m) 
plan is defined in § 1.410(b)–9. 

Section 414(s) compensation—(1) Gen-
eral rule. When used with reference to 
compensation for a plan year, 12-month 
period, or other specified period, sec-
tion 414(s) compensation means com-
pensation measured using an under-
lying definition that satisfies section 
414(s) for the applicable plan year. 
Whether an underlying definition of 
compensation satisfies section 414(s) is 
determined on a year-by-year basis, 
based on the provisions of section 414(s) 
in effect for the applicable plan year 
and, if relevant, the employer’s HCEs 
and NHCEs for that plan year. See 
§ 1.414(s)–1(i) for transition rules for 
plan years beginning before the effec-
tive date applicable to the plan under 
§ 1.401(a)(4)–13 (a) or (b). For a plan year 
or 12-month period beginning before 
January 1, 1988, any underlying defini-
tion of compensation may be used to 
measure the amount of employees’ 
compensation for purposes of this defi-
nition, provided that the definition was 
nondiscriminatory based on the facts 
and circumstances in existence for that 
plan year or for the plan year in which 
that 12-month period ends. 

(2) Determination period for section 
414(s) nondiscrimination requirement—(i) 
General rule. If an underlying definition 
of compensation must satisfy the non-
discrimination requirement in 
§ 1.414(s)–1(d)(3) in order to satisfy sec-
tion 414(s) for a plan year, any one of 
the following determination periods 

may be used to satisfy the non-
discrimination requirement— 

(A) The plan year; 
(B) The calendar year ending in the 

plan year; or 
(C) The 12-month period ending in the 

plan year that is used to determine the 
underlying definition of compensation. 

(ii) Exception for partial plan year com-
pensation. Notwithstanding the general 
rule in paragraph (2)(i) of this defini-
tion, if the period for measuring the 
underlying compensation is the portion 
of the plan year during which each em-
ployee is a participant in the plan (as 
provided in paragraph (4) of the defini-
tion of plan year compensation in this 
section), that period must be used as 
the determination period. 

(3) Plans using permitted disparity. In 
the case of a section 401(l) plan or a 
plan that imputes permitted disparity 
in accordance with § 1.401(a)(4)–7, an un-
derlying definition of compensation is 
not section 414(s) compensation if the 
definition results in significant under- 
inclusion of compensation for employ-
ees. 

(4) Double proration of service and com-
pensation. If a defined benefit plan pro-
rates benefit accruals as permitted 
under section 411(b)(4)(B) by crediting 
less than full years of participation, 
then compensation for a plan year, 12- 
month period, or other specified period 
that is used to determine the amount 
of an employee’s benefits under the 
plan will not fail to be section 414(s) 
compensation, merely because the 
amount of compensation for that pe-
riod is adjusted to reflect the equiva-
lent of full-time compensation to the 
extent necessary to satisfy the require-
ments of 29 CFR 2530.204–2(d) (regarding 
double proration of service and com-
pensation). This adjustment is dis-
regarded in determining whether the 
underlying definition of compensation 
used satisfies the requirements of sec-
tion 414(s). Thus, for example, if the 
underlying definition of compensation 
is an alternative definition that must 
satisfy the nondiscrimination require-
ment of § 1.414(s)–1(d)(3), in determining 
whether that requirement is satisfied 
with regard to the underlying defini-
tion, the compensation included for 
any employee is determined without 
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any adjustment to reflect the equiva-
lent of full-time compensation required 
by 29 CFR 2530.204–2(d). 

Social security supplement. Social se-
curity supplement is defined in 
§ 1.411(a)–7(c)(4)(ii). 

Standard interest rate. Standard inter-
est rate means an interest rate that is 
neither less than 7.5 percent nor great-
er than 8.5 percent, compounded annu-
ally. The Commissioner may, in rev-
enue rulings, notices, and other guid-
ance of general applicability, change 
the definition of standard interest rate. 

Standard mortality table. Standard 
mortality table means one of the fol-
lowing tables: the UP–1984 Mortality 
Table (Unisex); the 1983 Group Annuity 
Mortality Table (1983 GAM) (Female); 
the 1983 Group Annuity Mortality 
Table (1983 GAM) (Male); the 1983 Indi-
vidual Annuity Mortality Table (1983 
IAM) (Female); the 1983 Individual An-
nuity Mortality Table (1983 IAM) 
(Male); the 1971 Group Annuity Mor-
tality Table (1971 GAM) (Female); the 
1971 Group Annuity Mortality Table 
(1971 GAM) (Male); the 1971 Individual 
Annuity Mortality Table (1971 IAM) 
(Female); or the 1971 Individual Annu-
ity Mortality Table (1971 IAM) (Male). 
These standard mortality tables are 
available from the Society of Actu-
aries, 475 N. Martingale Road, Suite 
800, Schaumberg, Illinois 60173. The 
Commissioner may, in revenue rulings, 
notices, and other guidance of general 
applicability, change the definition of 
standard mortality table. See 
§ 601.601(d)(2)(ii)(b) of this Chapter. The 
applicable mortality table under sec-
tion 417(e)(3)(A)(ii)(I) is also a standard 
mortality table. 

Straight life annuity. Straight life an-
nuity means an annuity payable in 
equal installments for the life of the 
employee that terminates upon the em-
ployee’s death. 

Testing age. With respect to an em-
ployee, testing age means the age de-
termined for the employee under the 
following rules: 

(1) If the plan provides the same uni-
form normal retirement age for all em-
ployees, the employee’s testing age is 
the employee’s normal retirement age 
under the plan. 

(2) If a plan provides different uni-
form normal retirement ages for dif-

ferent employees or different groups of 
employees, the employee’s testing age 
is the employee’s latest normal retire-
ment age under any uniform normal re-
tirement age under the plan, regardless 
of whether that particular uniform 
normal retirement age actually applies 
to the employee under the plan. 

(3) If the plan does not provide a uni-
form normal retirement age, the em-
ployee’s testing age is 65. 

(4) If an employee is beyond the test-
ing age otherwise determined for the 
employee under paragraphs (1) through 
(3) of this definition, the employee’s 
testing age is the employee’s current 
age. The rule in the preceding sentence 
does not apply in the case of a defined 
benefit plan that fails to satisfy the re-
quirements of § 1.401(a)(4)–3(f)(3)(i) (per-
mitting certain increases in benefits 
that commence after normal retire-
ment age to be disregarded). 

Testing service. Testing service is de-
fined in § 1.401(a)(4)–3(d)(1)(iv). 

Uniform normal retirement age—(1) 
General rule. Uniform normal retire-
ment age means a single normal retire-
ment age under the plan that does not 
exceed the maximum age in paragraph 
(2) of this definition and that is the 
same for all of the employees in a 
given group. A group of employees does 
not fail to have a uniform normal re-
tirement age merely because the plan 
contains provisions described in para-
graphs (3) and (4) of this definition. 

(2) Maximum age. The maximum age 
is generally 65. However, if all employ-
ees have the same social security re-
tirement age (within the meaning of 
section 415(b)(8)), the maximum age is 
the employees’ social security retire-
ment age. Thus, for example, a compo-
nent plan has a uniform normal retire-
ment age of 67 if it defines normal re-
tirement age as social security retire-
ment age and all employees in the 
component plan have a social security 
retirement age of 67. 

(3) Stated anniversary date—(i) General 
rule. A group of employees does not fail 
to have a uniform normal retirement 
age merely because the plan provides 
that the normal retirement age of all 
employees in the group is the later of a 
stated age (not exceeding the max-
imum age in paragraph (2) of this defi-
nition) or a stated anniversary no later 
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than the fifth anniversary of the time 
each employee commenced participa-
tion in the plan. For employees who 
commenced participation in the plan 
before the first plan year beginning on 
or after January 1, 1988, the stated an-
niversary date may be later than the 
anniversary described in the preceding 
sentence if it is no later than the ear-
lier of the tenth anniversary of the 
date the employee commenced partici-
pation in the plan (or such earlier anni-
versary selected by the employer, if 
less than 10) or the fifth anniversary of 
the first day of the first plan year be-
ginning on or after January 1, 1988. 

(ii) Use of service other than anniver-
sary of commencement of participation. In 
lieu of using a stated anniversary date 
as permitted under paragraph (3)(i) of 
this definition, a plan may use a stated 
number of years of service measured on 
another basis, provided that the deter-
mination is made on a basis that satis-
fies section 411(a)(8) and that the stat-
ed number of years of service does not 
exceed the number of anniversaries 
permitted under paragraph (3)(i) of this 
definition. For example, a uniform nor-
mal retirement age could be based on 
the earlier of the fifth anniversary of 
the commencement of participation 
and the completion of five years of 
vesting service. 

(4) Conversion of normal retirement age 
to normal retirement date. A group of 
employees does not fail to have a uni-
form normal retirement age merely be-
cause a defined benefit plan provides 
for the commencement of normal re-
tirement benefits on different retire-
ment dates for different employees if 
each employee’s normal retirement 
date is determined on a reasonable 
basis with reference to an otherwise 
uniform normal retirement age and the 
difference between the normal retire-
ment date and the uniform normal re-
tirement age cannot exceed six months 
for any employee. Thus, for example, 
benefits under a plan do not fail to 
commence at a uniform normal retire-
ment age of age 62 for purposes of 
§ 1.401(a)(4)–3(b)(2)(i), merely because 
the plan’s normal retirement date is 
defined as the last day of the plan year 
nearest attainment of age 62. 

Year of service. Year of service means 
a year of service as defined in the plan 

for a specific purpose, including the 
method of crediting service for that 
purpose under the plan. 

[T.D. 8485, 58 FR 46820, Sept. 3, 1993, as 
amended by T.D. 8954, 66 FR 34545, June 29, 
2001] 

§ 1.401(a)(4)–13 Effective dates and 
fresh-start rules. 

(a) General effective dates—(1) In gen-
eral. Except as otherwise provided in 
this section, §§ 1.401(a)(4)–1 through 
1.401(a)(4)–13 apply to plan years begin-
ning on or after January 1, 1994. 

(2) Plans of tax-exempt organizations. 
In the case of plans maintained by or-
ganizations exempt from income tax-
ation under section 501(a), including 
plans subject to section 403(b)(12)(A)(i) 
(nonelective plans), §§ 1.401(a)(4)–1 
through 1.401(a)(4)–13 apply to plan 
years beginning on or after January 1, 
1996. 

(3) Compliance during transition period. 
For plan years beginning before the ef-
fective date of these regulations, as set 
forth in paragraph (a)(1) and (2) of this 
section, and on or after the first day of 
the first plan year to which the amend-
ments made to section 410(b) by section 
1112(a) of the Tax Reform Act of 1986 
(TRA ’86) apply, a plan must be oper-
ated in accordance with a reasonable, 
good faith interpretation of section 
401(a)(4), taking into account pre-exist-
ing guidance and the amendments 
made by TRA ’86 to related provisions 
of the Code (including, for example, 
sections 401(l), 401(a)(17), and 410(b)). 
Whether a plan is operated in accord-
ance with a reasonable, good faith in-
terpretation of section 401(a)(4) will 
generally be determined on the basis of 
all the relevant facts and cir-
cumstances, including the extent to 
which an employer has resolved un-
clear issues in its favor. A plan will be 
deemed to be operated in accordance 
with a reasonable, good faith interpre-
tation of section 401(a)(4) if it is oper-
ated in accordance with the terms of 
§§ 1.401(a)(4)–1 through 1.401(a)(4)–13. 

(b) Effective date for governmental 
plans. In the case of governmental 
plans described in section 414(d), in-
cluding plans subject to section 
403(b)(12)(A)(i) (nonelective plans), 
§§ 1.401(a)(4)–1 through 1.401(a)(4)–13 
apply to plan years beginning on or 
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after the later of January 1, 1996, or 90 
days after the opening of the first leg-
islative session beginning on or after 
January 1, 1996, of the governing body 
with authority to amend the plan, if 
that body does not meet continuously. 
Such plans are deemed to satisfy sec-
tion 401(a)(4) for plan years before that 
effective date. For purposes of this 
paragraph (b), the governing body with 
authority to amend the plan is the leg-
islature, board, commission, council, 
or other governing body with authority 
to amend the plan. 

(c) Fresh-start rules for defined benefit 
plans—(1) Introduction. This paragraph 
(c) provides rules that must be satisfied 
in order to use the fresh-start testing 
options for defined benefit plans in 
§ 1.401(a)(4)–3(b)(6)(vii) and (d)(3)(iii), re-
lating to the safe harbors and the gen-
eral test, respectively. Those fresh- 
start options are designed to allow a 
plan to be tested without regard to 
benefits accrued before a selected 
fresh-start date. To the extent provided 
in paragraph (d) of this section, those 
options also may be used to disregard 
certain increases in benefits attrib-
utable to compensation increases after 
a fresh-start date. Although this para-
graph (c) generally requires a plan to 
be amended to freeze employees’ ac-
crued benefits as of a fresh-start date 
and to provide any additional accrued 
benefits after the fresh-start date sole-
ly in accordance with certain specified 
formulas, certain of these requirements 
do not apply to a plan that is tested 
under the general test of § 1.401(a)(4)– 
3(c). See § 1.401(a)(4)–3(b)(6)(vii) and 
(d)(3)(iii). 

(2) General rule. A defined benefit 
plan satisfies this paragraph (c) if— 

(i) Accrued benefits of employees in 
the fresh-start group are frozen as of 
the fresh-start date in accordance with 
paragraph (c)(3) of this section; 

(ii) Accrued benefits after the fresh- 
start date for employees in the fresh- 
start group are determined under one 
of the fresh-start formulas in para-
graph (c)(4) of this section; and 

(iii) Paragraph (c)(5) of this section is 
satisfied. 

(3) Definition of frozen—(i) General 
rule. An employee’s accrued benefit 
under a plan is frozen as of the fresh- 
start date if it is determined as if the 

employee terminated employment with 
the employer as of the fresh-start date 
(or the date the employee actually ter-
minated employment with the em-
ployer, if earlier), and without regard 
to any amendment to the plan adopted 
after that date, other than amend-
ments recognized as effective as of or 
before that date under section 401(b) or 
§ 1.401(a)(4)–11(g). The assumption that 
an employee has terminated employ-
ment applies solely for purposes of this 
paragraph (c)(3). Thus, for example, the 
fresh start has no effect on the service 
taken into account for purposes of de-
termining vesting and eligibility for 
benefits, rights, and features under the 
plan. 

(ii) Permitted compensation adjust-
ments. An employee’s accrued benefit 
under a plan that satisfies paragraph 
(d) of this section does not fail to be 
frozen as of the fresh-start date merely 
because the plan makes the adjust-
ments described in paragraph (d)(7) and 
(8) of this section with regard to the 
fresh-start date. In addition, if the fro-
zen accrued benefit of an employee 
under the plan includes top-heavy min-
imum benefits, an employee’s accrued 
benefit under a plan does not fail to be 
frozen as of the fresh-start date merely 
because the plan increases the frozen 
accrued benefit of each employee in the 
fresh-start group solely to the extent 
necessary to comply with the average 
compensation requirement of section 
416(c)(1)(D)(i). 

(iii) Permitted changes in optional 
forms. An employee’s accrued benefit 
under a plan does not fail to be frozen 
as of the fresh-start date merely be-
cause the plan provides a new optional 
form of benefit with respect to the fro-
zen accrued benefit, if— 

(A) The optional form is provided 
with respect to each employee’s entire 
accrued benefit (i.e., accrued both be-
fore and after the fresh-start date); 

(B) The plan provided meaningful 
coverage as of the fresh-start date, as 
described in paragraph (d)(4) of this 
section; and 

(C) The plan provides meaningful 
current benefit accruals as described in 
paragraph (d)(6) of this section. 

(iv) Floor-offset plans. In the case of a 
plan that was a floor-offset plan de-
scribed in § 1.401(a)(4)–8(d) prior to the 
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fresh-start date, an employee’s accrued 
benefit as of the fresh-start date does 
not fail to be frozen merely because the 
actuarial equivalent of the account 
balance in the defined contribution 
plan that is offset against the defined 
benefit plan varies as a result of invest-
ment return that is different from the 
assumed interest rate used to deter-
mine the actuarial equivalent of the 
account balance. 

(4) Fresh-start formulas—(i) Formula 
without wear-away. An employee’s ac-
crued benefit under the plan is equal to 
the sum of— 

(A) The employee’s frozen accrued 
benefit; and 

(B) The employee’s accrued benefit 
determined under the formula applica-
ble to benefit accruals in the current 
plan year (current formula) as applied 
to the employee’s years of service after 
the fresh-start date. 

(ii) Formula with wear-away. An em-
ployee’s accrued benefit under the plan 
is equal to the greater of— 

(A) The employee’s frozen accrued 
benefit; or 

(B) The employee’s accrued benefit 
determined under the current formula 
as applied to the employee’s total 
years of service (before and after the 
fresh-start date) taken into account 
under the current formula. 

(iii) Formula with extended wear-away. 
An employee’s accrued benefit under 
the plan is equal to the greater of— 

(A) The amount determined under 
paragraph (c)(4)(i) of this section; or 

(B) The amount determined under 
paragraph (c)(4)(ii)(B) of this section. 

(5) Rules of application—(i) Consistency 
requirement. This paragraph (c)(5) is not 
satisfied unless the fresh-start rules in 
this paragraph (c) (and paragraph (d) of 
this section, if applicable) are applied 
consistently to all employees in the 
fresh-start group. Thus, for example, 
the same fresh-start date and fresh- 
start formula (within the meaning of 
paragraph (c)(4) of this section) must 
apply to all employees in the fresh- 
start group. Similarly, if a plan makes 
a fresh start for all employees with ac-
crued benefits on the fresh-start date 
and, for a later plan year, is aggregated 
for purposes of section 401(a)(4) with 
another plan that did not make the 
same fresh start, the aggregated plan 

must make a new fresh start in order 
to use the fresh-start rules for that 
later plan year or any subsequent plan 
year. 

(ii) Definition of fresh-start group. 
Generally, the fresh-start group with 
respect to a fresh start consists of all 
employees who have accrued benefits 
as of the fresh-start date and have at 
least one hour of service with the em-
ployer after that date. However, a 
fresh-start group with respect to a 
fresh start may consist exclusively of 
all employees who have accrued bene-
fits as of the fresh-start date, have at 
least one hour of service with the em-
ployer after that date, and are— 

(A) Section 401(a)(17) employees; 
(B) Members of an acquired group of 

employees (provided the fresh-start 
date is the date determined under para-
graph (c)(5)(iii)(B) of this section); or 

(C) Employees with a frozen accrued 
benefit that is attributable to assets 
and liabilities transferred to the plan 
as of a fresh-start date in connection 
with the transfer (provided the fresh- 
start date is the date determined under 
paragraph (c)(5)(iii)(C) of this section) 
and for whom the current formula is 
different from the formula used to de-
termine the frozen accrued benefit. 

(iii) Definition of fresh-start date. Gen-
erally, the fresh-start date is the last 
day of a plan year. However, a plan 
may use a fresh-start date other than 
the last day of the plan year if— 

(A) The plan satisfied the safe harbor 
rules of § 1.401(a)(4)–3(b) for the period 
from the beginning of the plan year 
through the fresh-start date; 

(B) The fresh-start group is an ac-
quired group of employees, and the 
fresh-start date is the latest date of 
hire or transfer into an acquired trade 
or business selected by the employer 
for any employees to be included in the 
acquired group of employees; or 

(C) The fresh-start group is the group 
of employees with a frozen accrued 
benefit that is attributable to assets 
and liabilities transferred to the plan 
and the fresh-start date is the date as 
of which the employees begin accruing 
benefits under the plan. 

(6) Examples. The following examples 
illustrate the rules in this paragraph 
(c): 
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Example 1. (a) Employer X maintains a de-
fined benefit plan with a calendar plan year. 
The plan formula provides an employee with 
a normal retirement benefit at age 65 of one 
percent of average annual compensation up 
to covered compensation multiplied by the 
employee’s years of service for Employer X, 
plus 1.5 percent of average annual compensa-
tion in excess of covered compensation, mul-
tiplied by the employee’s years of service for 
Employer X up to 40. 

(b) For plan years beginning after 1994, 
Employer X amends the plan formula to pro-
vide a normal retirement benefit of 0.75 per-
cent of average annual compensation up to 
covered compensation multiplied by the em-
ployee’s total years of service for Employer 
X up to 35, plus 1.4 percent of average annual 
compensation in excess of covered compensa-
tion multiplied by the employee’s years of 
service for Employer X up to 35. For plan 
years after 1994, each employee’s accrued 
benefit is determined under the fresh-start 
formula in paragraph (c)(4)(iii) of this sec-
tion (formula with extended wear-away), 
using December 31, 1994, as the fresh-start 
date. 

(c) As of December 31, 1994, Employee M 
has 10 years of service for Employer X, has 
average annual compensation of $38,000, and 
has covered compensation of $30,000. Em-
ployee M’s accrued benefit as of December 
31, 1994, is therefore $4,200 ((1 per-
cent×$30,000×10 years)+(1.5 percent×$8,000×10 
years)). As of December 31, 1995, Employee M 
has 11 years of service for Employer X, has 
average annual compensation of $40,000 (de-
termined by taking into account compensa-
tion before and after the fresh-start date), 
and has covered compensation of $32,000. Em-
ployee M’s accrued benefit as of December 
31, 1995, is $4,552, the greater of— 

(1) $4,552, the sum of Employee M’s accrued 
benefit frozen as of December 31, 1994, ($4,200) 
and the amended formula applied to Em-
ployee M’s years of service after 1994 ((0.75 
percent×$32,000×1 year)+(1.4 percent×$8,000×1 
year), or $352); or 

(2) $3,872, the amended formula applied to 
Employee M’s total years of service ((0.75 
percent×$32,000×11 years)+(1.4 per-
cent×$8,000×11 years)). 

Example 2. (a) Employer Y maintains a de-
fined benefit plan, Plan A, that has a cal-
endar plan year. For the 1995 plan year, Plan 
A satisfies the requirements for a safe harbor 
plan in § 1.401(a)(4)–3(b). Employer Y selects a 
date in 1995 for all the employees, freezes the 
employees’ accrued benefits as of that date 
under the rules of paragraph (c)(3) of this 
section, and, in accordance with the rules of 
this paragraph (c), amends Plan A to deter-
mine benefits for all employees after that 
date using the formula with wear-away de-
scribed in paragraph (c)(4)(ii) of this section. 
The new benefit formula would satisfy the 
requirements for a safe harbor plan in 

§ 1.401(a)(4)–3(b) if all accrued benefits were 
determined under it. 

(b) Because Plan A satisfied the require-
ments for a safe harbor plan for the period 
from the beginning of the plan year through 
the selected date, paragraph (c)(5)(iii)(A) of 
this section permits the selected date to be a 
fresh-start date, even if it is not the last day 
of the plan year. Thus, Plan A satisfies the 
requirements in this paragraph (c) for a fresh 
start as of the fresh-start date. 

(c) Under § 1.401(a)(4)–3(b)(6)(vii), a plan 
does not fail to satisfy the requirements of 
§ 1.401(a)(4)–3(b), merely because of benefits 
accrued under a different formula prior to a 
fresh-start date. Thus, Plan A still satisfies 
the safe harbor requirements of § 1.401(a)(4)– 
3(b) after the amendment to the benefit for-
mula. Because Plan A satisfied the require-
ments for a safe harbor plan for the period 
from the beginning of the plan year, taking 
the amendment into account, Employer Y 
may select any date within the plan year 
(which may be the same date as the first 
fresh-start date) and apply the fresh-start 
rules in this paragraph (c) a second time as 
of that date. 

(d) Compensation adjustments to frozen 
accrued benefits—(1) Introduction. In ad-
dition to the fresh-start rules in para-
graph (c) of this section, this paragraph 
(d) sets forth requirements that must 
be satisfied in order for a plan to dis-
regard increases in benefits accrued as 
of a fresh-start date that are attrib-
utable to increases in employees’ com-
pensation after the fresh-start date. 

(2) In general. In the case of a defined 
benefit plan that is tested under the 
safe harbors in § 1.401(a)(4)–3(b) or 
§ 1.401(a)(4)–8(c)(3), an employee’s ad-
justed accrued benefit (determined 
under the rules in paragraph (d)(8) of 
this section) may be substituted for the 
employee’s frozen accrued benefit in 
applying the formulas in paragraph 
(c)(4) of this section (or paragraph (f)(2) 
of this section, if applicable) if para-
graphs (d)(3) through (d)(7) of this sec-
tion are satisfied. Thus, for example, in 
determining whether such a plan satis-
fies § 1.401(a)(4)–3(b), any compensation 
adjustments to the employee’s frozen 
accrued benefit described in paragraph 
(d)(8) of this section are disregarded. 
Similarly, in the case of a defined ben-
efit plan tested under the general test 
in § 1.401(a)(4)–3(c), the compensation 
adjustments described in paragraph 
(d)(8) of this section may be dis-
regarded under the rules of § 1.401(a)(4)– 
3(d)(3)(iii) if paragraphs (d)(3) through 
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(d)(7) of this section are satisfied. Of 
course, any increases in accrued bene-
fits exceeding these adjustments must 
be taken into account under the gen-
eral test, and a plan providing such ex-
cess increases generally will fail to sat-
isfy the safe harbor requirements of 
§ 1.401(a)(4)–3(b). Where paragraphs 
(d)(3) through (d)(7) of this section are 
satisfied with respect to a plan as of 
the fresh-start date, but one or more of 
those paragraphs fail to be satisfied for 
a later plan year, further compensation 
adjustments described in paragraph 
(d)(8) of this section may not be dis-
regarded in testing the plan under 
§ 1.401(a)(4)–3. 

(3) Plan requirements—(i) Pre-fresh- 
start date. As of the fresh-start date, 
the plan must have contained a benefit 
formula under which benefits of each 
employee in the fresh-start group that 
are accrued as of the fresh-start date 
and are attributable to service before 
the fresh-start date would be affected 
by the employee’s compensation after 
the fresh-start date. A plan satisfies 
this requirement, for example, if it 
based benefits on an employee’s high-
est average pay over a fixed period of 
years or on an employee’s average pay 
over the employee’s entire career with 
the employer. A plan does not satisfy 
this paragraph (d)(3)(i) if the Commis-
sioner determines, based on all of the 
relevant facts and circumstances, that 
the plan provision described in the first 
sentence of this paragraph (d)(3) was 
added primarily in order to provide ad-
ditional benefits to HCEs that are dis-
regarded under the special testing rules 
described in this paragraph (d). 

(ii) Post-fresh-start date. The plan by 
its terms must provide that the ac-
crued benefits of each employee in the 
fresh-start group after the fresh-start 
date be at least equal to the employee’s 
adjusted accrued benefit (i.e., the fro-
zen accrued benefit as of the fresh-start 
date, adjusted as provided under para-
graph (d)(7) of this section, plus the 
compensation adjustments described in 
paragraph (d)(8) of this section). 

(4) Meaningful coverage as of fresh- 
start date. The plan must have provided 
meaningful coverage as of the fresh- 
start date. A plan provided meaningful 
coverage as of the fresh-start date if 
the group of employees with accrued 

benefits under the plan as of the fresh- 
start date satisfied the minimum cov-
erage requirements of section 410(b) as 
in effect on that date (determined 
without regard to section 410(b)(6)(C)). 
In order to satisfy the requirement in 
the preceding sentence, an employer 
may amend the plan to grant past serv-
ice credit under the formula in effect 
as of the fresh-start date to NHCEs, if 
the amount of past service granted 
them is reasonably comparable, on av-
erage, to the amount of past service 
HCEs have under the plan. Any benefit 
increase that results from the grant of 
past service credit to a NHCE under 
this paragraph (d)(4) is included in the 
employee’s frozen accrued benefit. 

(5) Meaningful ongoing coverage—(i) 
General rule. The fresh-start group 
must have satisfied the minimum cov-
erage requirements of section 410(b) for 
all plan years from the first plan year 
beginning after the fresh-start date 
through the current plan year. Thus, if 
a fresh-start group fails to satisfy the 
minimum coverage requirements of 
section 410(b) for any plan year, this 
paragraph (d)(5) is not satisfied for that 
plan year or any subsequent plan year; 
however, such a failure is not taken 
into account in determining whether 
this paragraph (d)(5) is satisfied for any 
previous plan year. 

(ii) Alternative rules. Notwithstanding 
paragraph (d)(5)(i) of this section, a 
fresh-start group is deemed to satisfy 
this paragraph (d)(5) for all plan years 
following the fresh-start date if any 
one of the following requirements is 
satisfied: 

(A) Section 410(b) coverage for first five 
years. The fresh-start group must have 
satisfied the minimum coverage re-
quirements of section 410(b) for the 
first five plan years beginning after the 
fresh-start date. 

(B) Ratio percentage coverage as of 
fresh-start date. The fresh-start group 
must have satisfied the ratio percent-
age test of § 1.410(b)–2(b)(2) as of the 
fresh-start date. 

(C) Fresh start for acquired group of 
employees. The fresh-start group must 
consist of an acquired group of employ-
ees that satisfied the minimum cov-
erage requirements of section 410(b) 
(determined without regard to section 
410(b)(6)(C)) as of the fresh-start date. 
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(D) Fresh start before applicable effec-
tive date. The fresh-start date with re-
spect to the fresh-start group must 
have been on or before the effective 
date applicable to the plan under para-
graph (a) or (b) of this section. 

(6) Meaningful current benefit accruals. 
The benefit formula and accrual meth-
od under the plan that applies to the 
fresh-start group in the aggregate must 
provide benefit accruals in the current 
plan year (other than increases in ben-
efits accrued as of the fresh-start date) 
at a rate that is meaningful in com-
parison to the rate at which benefits 
accrued for the fresh-start group in 
plan years beginning before the fresh- 
start date. Whether this requirement is 
satisfied with respect to a fresh-start 
group that does not include all employ-
ees in the plan with an hour of service 
after the fresh-start date may be deter-
mined taking into account the rate at 
which benefits are provided to other 
employees in the plan. 

(7) Minimum benefit adjustment—(i) In 
general. In the case of a section 401(l) 
plan or a plan that imputes disparity 
under § 1.401(a)(4)–7, the plan must 
make the minimum benefit adjustment 
described in paragraph (d)(7)(ii) or (iii) 
of this section. 

(ii) Excess or offset plans. In the case 
of a plan that is a defined benefit ex-
cess plan as of the fresh-start date, 
each employee’s frozen accrued benefit 
is adjusted so that the base benefit per-
centage is not less than 50 percent of 
the excess benefit percentage. In the 
case of a plan that is a PIA offset plan 
(as defined in paragraph (2)(iii) of the 
definition of QSUPP in § 1.401(a)(4)–12) 
as of the fresh-start date, each employ-
ee’s offset as applied to determine the 
frozen accrued benefit is adjusted so 
that it does not exceed 50 percent of 
the benefit determined without apply-
ing the offset. 

(iii) Other plans. In the case of a plan 
that is not described in paragraph 
(d)(7)(ii) of this section, each employ-
ee’s frozen accrued benefit is adjusted 
in a manner that is economically 
equivalent to the adjustment required 
under that paragraph, taking into ac-
count the plan’s benefit formula, ac-
crual rate, and relevant employee fac-
tors, such as period of service. 

(8) Adjusted accrued benefit—(i) Gen-
eral rule. The term adjusted accrued 
benefit means an employee’s frozen ac-
crued benefit that is adjusted as pro-
vided in paragraph (d)(7) of this section 
and then multiplied by a fraction (not 
less than one), the numerator of which 
is the employee’s compensation for the 
current plan year and the denominator 
of which is the employee’s compensa-
tion as of the fresh-start date deter-
mined under the same definition. For 
purposes of this adjustment, the com-
pensation definition must be either the 
same compensation definition and for-
mula used to determine the frozen ac-
crued benefit or average annual com-
pensation (determined without regard 
to § 1.401(a)(4)–3(e)(2)(ii)(A) (use of plan 
year compensation)). 

(ii) Alternative formula for pre-effec-
tive-date fresh starts. In the case of a 
fresh-start date before the effective 
date that applies to the plan under 
paragraph (a) or (b) of this section, the 
adjusted accrued benefit may be deter-
mined by multiplying the frozen ac-
crued benefit by a fraction (not less 
than one) determined under this para-
graph (d)(8)(ii). The numerator of the 
fraction is the employee’s average an-
nual compensation for the current plan 
year. The denominator of the fraction 
is the employee’s reconstructed aver-
age annual compensation as of the 
fresh-start date. An employee’s recon-
structed average annual compensation 
is determined by— 

(A) Selecting a single plan year be-
ginning after the fresh-start date but 
beginning not later than the last day of 
the first plan year to which these regu-
lations apply under paragraph (a) or (b) 
of this section; 

(B) Determining the employee’s aver-
age annual compensation for the se-
lected plan year under the same meth-
od used to determine the employee’s 
average annual compensation for the 
current plan year under this paragraph 
(d)(8)(ii); and 

(C) Multiplying the employee’s aver-
age annual compensation for the se-
lected plan year by a fraction, the nu-
merator of which is the employee’s 
compensation as of the fresh-start date 
determined under the same compensa-
tion definition and formula used to de-
termine the employee’s frozen accrued 
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benefit and the denominator of which 
is the employee’s compensation for the 
selected plan year determined under 
the compensation definition and for-
mula used to determine the employee’s 
frozen accrued benefit. 

(iii) Effect of section 401(a)(17). In de-
termining the numerators and the de-
nominators of the fractions described 
in this paragraph (d)(8), the annual 
compensation limit under section 
401(a)(17) generally applies. See, how-
ever, § 1.401(a)(17)–1(e)(4) for special 
rules applicable to section 401(a)(17) 
employees. 

(iv) Option to make less than the full 
permitted adjustment. A plan may limit 
the increase in an employee’s frozen 
accrued benefit for the current and all 
future years to a percentage (not more 
than 100 percent) of the increase other-
wise provided under this paragraph 
(d)(8). Furthermore, the plan may, at 
any time, terminate all future adjust-
ments permitted under this paragraph 
(d). 

(v) Alternative determination of ad-
justed accrued benefit. In lieu of apply-
ing the fractions in paragraph (d)(8)(i) 
or (ii) of this section, a plan may deter-
mine an employee’s adjusted accrued 
benefit by substituting the employee’s 
compensation for the current plan year 
(determined under the same compensa-
tion formula and underlying definition 
of compensation used to determine the 
employee’s frozen accrued benefit) in 
the benefit formula used to determine 
the frozen accrued benefit. For this 
purpose, insignificant changes in the 
underlying definition of compensation 
to reflect current compensation prac-
tices will not be treated as a change in 
the definition of compensation. A plan 
may apply the alternative in this para-
graph (d)(8)(v), only if it is reasonable 
to expect as of the fresh-start date 
that, over time, the use of this method 
instead of the general rule of paragraph 
(d)(8)(i) will not discriminate signifi-
cantly in favor of HCEs. 

(9) Examples. The following examples 
illustrate the rules of this paragraph 
(d). 

Example 1. (a) Employer X maintains a de-
fined benefit plan that is an excess plan with 
a calendar plan year. For plan years before 
1989, the plan is integrated with benefits pro-
vided under the Social Security Act, pro-

viding each employee with a normal retire-
ment benefit equal to one percent of the em-
ployee’s average annual compensation in ex-
cess of the employee’s covered compensa-
tion, multiplied by the employee’s years of 
service for Employer X. The benefit formula 
thus provides no benefit with respect to av-
erage annual compensation up to covered 
compensation. 

(b) As of December 31, 1988, Employee M 
has 10 years of service for Employer X and 
has covered compensation of $25,000 and av-
erage annual compensation of $20,000. Em-
ployee M’s average annual compensation has 
never exceeded $20,000. Therefore, as of De-
cember 31, 1988, Employee M’s accrued ben-
efit under the plan is zero. 

(c) Effective with the 1989 plan year, the 
plan is amended to provide each employee 
with a normal retirement benefit of 0.6 per-
cent of average annual compensation up to 
covered compensation plus 1.2 percent of av-
erage annual compensation in excess of cov-
ered compensation, multiplied by the em-
ployee’s years of service up to 35. The plan 
also provides that, for plan years after 1988, 
each employee’s accrued benefit is deter-
mined under the formula in paragraph 
(c)(4)(i) of this section (formula without 
wear-away) and, in applying the fresh-start 
formula, each employee’s frozen accrued ben-
efit under paragraph (c)(4)(i) of this section 
will be adjusted under this paragraph (d), 
using the same compensation definition and 
formula used to determine the frozen ac-
crued benefit under paragraph (d)(8)(i) of this 
section. 

(d) The plan uses the permitted disparity 
of section 401(l) and thus must also make the 
minimum benefit adjustment under para-
graph (d)(7) of this section. Because the ex-
cess benefit percentage under the plan for 
years before 1989 was one percent, the plan 
must provide a base benefit percentage for 
those years of at least 0.5 percent. After the 
minimum benefit adjustment, Employee M’s 
accrued benefit as of December 31, 1988, is 
$1,000 (0.5 percent×$20,000×10 years). 

(e) As of December 31, 1992, Employee M 
has 14 years of service and has covered com-
pensation of $30,000 and average annual com-
pensation of $35,000. Employee M’s adjusted 
accrued benefit as of December 31, 1992, is 
$1,750 ($1,000×$35,000/$20,000), and Employee 
M’s accrued benefit as of December 31, 1992, 
is $2,710 (the sum of $1,750 plus $960 ((0.6 per-
cent×$30,000×4 years) plus (1.2 per-
cent×$5,000×4 years))). 

Example 2. (a) The facts are the same as in 
Example 1, except that in determining ad-
justed accrued benefits, the plan specifies 
the alternative method of paragraph (d)(8)(v) 
of this section. This method may be used be-
cause it is reasonable to expect as of the 
fresh-start date that, over time, the use of 
this method instead of the general rule of 
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paragraph (d)(8)(i) will not discriminate sig-
nificantly in favor of HCEs. 

(b) As of December 31, 1992, Employee M’s 
adjusted accrued benefit is $2,000 (10 years of 
service prior to the fresh-start date×(0.5 per-
cent of $30,000+1.0 percent of the excess of 
$35,000 over $30,000)). 

(c) Alternatively, Employer X may choose 
to use the method of paragraph (d)(8)(v) of 
this section but freezes the covered com-
pensation level at the dollar level in place as 
of the fresh-start date. In such case, Em-
ployee M’s adjusted accrued benefit as of De-
cember 31, 1992, would have been $2,250 (10 
years of service prior to the fresh-start 
date×(0.5 percent of $25,000+1.0 percent of the 
excess of $35,000 over $25,000)). This method 
may be used because it is reasonable to ex-
pect as of the fresh-start date that, over 
time, the use of this method instead of the 
general rule of paragraph (d)(8)(i) will not 
discriminate significantly in favor of HCEs. 

Example 3. (a) The facts are the same as in 
Example 1, except that for plan years before 
1989, the plan provided a minimum benefit to 
certain employees equal to $120 per year of 
service. Employee M is entitled to the min-
imum benefit, and thus, Employee M’s frozen 
accrued benefit as of December 31, 1988 was 
$1,200 (the greater of 10 years of service×$120 
and $1,000, Employee M’s benefit under the 
underlying formula, after the minimum ben-
efit adjustment of paragraph (d)(7) of this 
section). 

(b) Employer X’s plan specifies instead the 
alternative method of adjusting accrued ben-
efits described in paragraph (d)(8)(v) of this 
section. (The fact that a minimum benefit 
applying to certain employees is not ad-
justed under the alternative method of para-
graph (d)(8)(v) of this section, but would be 
adjusted under the general rule of paragraph 
(d)(8)(i) of this section does not change the 
conclusion in Example 2, that the plan may 
apply the alternative method). 

(e) Determination of initial theoretical 
reserve for target benefit plans—(1) Gen-
eral rule. In the case of a target benefit 
plan the stated benefit formula under 
which takes into account service for 
years in which the plan did not satisfy 
§ 1.401(a)(4)–8(b)(3), as permitted under 
§ 1.401(a)(4)–8(b)(3)(vii), the theoretical 
reserve as of the determination date 
for the last plan year beginning before 
the first day of the first plan year in 
which the plan satisfies § 1.401(a)(4)– 
8(b)(3) of an employee who was a par-
ticipant in the plan on that determina-
tion date, is determined as follows: 

(i) Determine the actuarial present 
value, as of that determination date, of 
the stated benefit that the employee is 
projected to have at the employee’s 

normal retirement age, using the actu-
arial assumptions, the provisions of the 
plan, and the employee’s compensation 
as of that determination date. For an 
employee whose attained age equals or 
exceeds the employee’s normal retire-
ment age, determine the actuarial 
present value of the employee’s stated 
benefit at the employee’s current age, 
but using an immediate straight life 
annuity factor for an employee whose 
attained age equals the employee’s nor-
mal retirement age. 

(ii) Calculate the actuarial present 
value of future required employer con-
tributions (without regard to limita-
tions under section 415 or additional 
contributions described in § 1.401(a)(4)– 
8(b)(3)(v)) as of that determination date 
(i.e., the actuarial present value of the 
level contributions due for each plan 
year through the end of the plan year 
in which the employee attains normal 
retirement age). This calculation is 
made assuming that the required con-
tribution in each future year will be 
equal to the required contribution for 
the plan year that includes that deter-
mination date, and applying the inter-
est rate that was used in determining 
that required contribution. 

(iii) Determine the excess, if any, of 
the amount determined in paragraph 
(e)(1)(i) of this section over the amount 
determined in paragraph (e)(1)(ii) of 
this section. This excess is the employ-
ee’s theoretical reserve on that deter-
mination date. 

(2) Example. The following example il-
lustrates the determination of an em-
ployee’s theoretical reserve. 

Example. (a) A target benefit plan was 
adopted and in effect before September 19, 
1991, and satisfied the requirements of Rev. 
Rul. 76–464, 1976–2 C.B. 115, with respect to all 
years credited under the stated benefit for-
mula through 1993. The plan provides a stat-
ed benefit equal to 40 percent of compensa-
tion, payable annually as a straight life an-
nuity beginning at normal retirement age. 
Normal retirement age under the plan is 65. 
The stated interest rate under the plan is six 
percent. The determination date for required 
contributions under the plan is the last day 
of the plan year. Employee M is 38 years old 
on the determination date for the 1993 plan 
year, has participated in the plan for five 
years, and has compensation equal to $60,000 
in 1993. The amount of employer contribu-
tion to Employee M’s account for 1993 was 
$2,468. 
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(b) Under these facts, Employee M’s theo-
retical reserve is equal to $13,909, calculated 
as follows: 

(1) The actuarial present value of Em-
ployee M’s stated benefit is calculated using 
the actuarial assumptions, provisions of the 
plan and Employee M’s compensation as of 
the determination date for the 1993 plan 
year. This amount is equal to $46,512, Em-
ployee M’s stated benefit of $24,000 ($60,000 
multiplied by 40 percent), multiplied by 1.938, 
the actuarial present value factor applicable 
to a participant who is 38 years old using a 
stated interest rate of six percent. 

(2) The actuarial present value of future 
employer contributions is calculated assum-
ing that the required contribution in each 
future year will be equal to the required con-
tribution for the 1993 plan year and assuming 
the same interest rate as was used in deter-
mining that contribution. This amount is 
equal to $32,603, which is equal to the 
amount of the level annual employer con-
tribution ($2,468) multiplied by a factor of 
13.2105 (the temporary annuity factor for a 
period of 27 years, assuming the six percent 
interest rate that was used to determine the 
required employer contribution). 

(3) Employee M’s theoretical reserve is 
$13,909, the excess of the amount determined 
in paragraph (b)(1) of this Example over the 
amount determined in paragraph (b)(2) of 
this Example. 

(f) Special fresh-start rules for cash bal-
ance plans—(1) In general. In order to 
satisfy the optional testing method of 
§ 1.401(a)(4)–8(c)(3) after a fresh-start 
date, a cash balance plan must apply 
the rules of paragraph (c) of this sec-
tion as modified under this paragraph 
(f). Paragraph (f)(2) of this section pro-
vides an alternative formula that may 
be used in addition to the formulas in 
paragraphs (c)(2) through (c)(4) of this 
section. Paragraph (f)(3) of this section 
sets forth certain limitations on use of 
the formulas in paragraph (c) or (f)(2) 
of this section. 

(2) Alternative formula—(i) In general. 
An employee’s accrued benefit under 
the plan is equal to the greater of— 

(A) The employee’s frozen accrued 
benefit, or 

(B) The employee’s accrued benefit 
determined under the plan’s benefit 
formula applicable to benefit accruals 
in the current plan year as applied to 
years of service after the fresh-start 
date, modified in accordance with para-
graph (f)(2)(ii) of this section. 

(ii) Addition of opening hypothetical 
account. As of the first day after the 
fresh-start date, the plan must credit 

each employee’s hypothetical account 
with an amount equal to the employ-
ee’s opening hypothetical account (de-
termined under paragraph (f)(2)(iii) of 
this section), adjusted for interest for 
the period that begins on the first day 
after the fresh-start date and that ends 
at normal retirement age. The interest 
adjustment in the preceding sentence 
must be made using the same interest 
rate applied to the hypothetical alloca-
tion for the first plan year beginning 
after the fresh-start date. 

(iii) Determination of opening hypo-
thetical account—(A) General rule. An 
employee’s opening hypothetical ac-
count equals the actuarial present 
value of the employee’s frozen accrued 
benefit as of the fresh-start date. For 
this purpose, if the plan provides for a 
single sum distribution as of the fresh- 
start date, the actuarial present value 
of the employee’s frozen accrued ben-
efit as of the fresh-start date equals 
the amount of a single sum distribu-
tion payable under the plan on that 
date, assuming that the employee ter-
minated employment on the fresh-start 
date, the employee’s accrued benefit 
was 100-percent vested, and the em-
ployee satisfied all eligibility require-
ments under the plan for the single 
sum distribution. If the plan does not 
offer a single sum distribution as of the 
fresh-start date, the actuarial present 
value of the employee’s frozen accrued 
benefit as of the fresh-start date must 
be determined using a standard mor-
tality table and the applicable section 
417(e) rates, as defined in § 1.417(e)–1(d). 

(B) Alternative opening hypothetical 
account. Alternatively, the employee’s 
opening hypothetical account is the 
greater of the opening hypothetical ac-
count determined under paragraph 
(f)(2)(ii)(A) of this section and the em-
ployee’s hypothetical account as of the 
fresh-start date determined in accord-
ance with § 1.401(a)(4)–8(c)(3)(v)(A) cal-
culated under the plan’s benefit for-
mula applicable to benefit accruals in 
the current plan year as applied to the 
employee’s total years of service 
through the fresh-start date in a man-
ner that satisfies the past service cred-
it rules of § 1.401(a)(4)–8(c)(3)(viii). 

(3) Limitations on formulas—(i) Past 
service restriction. If the plan does not 
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satisfy the uniform hypothetical allo-
cation formula requirement of 
§ 1.401(a)(4)–8(c)(3)(iii)(B) as of the 
fresh-start date, under § 1.401(a)(4)– 
8(c)(3)(viii) the plan may not provide 
for past service credits, and thus may 
not use the formula in paragraph (c)(3) 
of this section (formula with wear- 
away), the formula in paragraph (c)(4) 
of this section (formula with extended 
wear-away), or the alternative deter-
mination of the opening hypothetical 
account in paragraph (f)(2)(iii)(B) of 
this section. 

(ii) Change in interest rate. If the in-
terest rate used to adjust employees’ 
hypothetical allocations under 
§ 1.401(a)(4)–8(c)(3)(iv) for the plan year 
is different from the interest rate used 
for this purpose in the immediately 
preceding plan year, the plan must use 
the formula in paragraph (c)(2) of this 
section (formula without wear-away). 

(iii) Meaningful benefit requirement. A 
plan is permitted to use the formula 
provided in paragraph (f)(2) of this sec-
tion only if the plan satisfies para-
graphs (d)(3) through (d)(5) of this sec-
tion (regarding coverage as of fresh- 
start date, current benefit accruals, 
and minimum benefit adjustment, re-
spectively). 

[T.D. 8360, 56 FR 47598, Sept. 19, 1991; 57 FR 
4721, Feb. 7, 1992; 57 FR 10953, Mar. 31, 1992, as 
amended by T.D. 8485, 58 FR 46823, Sept. 3, 
1993] 

§ 1.401(a)(5)–1 Special rules relating to 
nondiscrimination requirements. 

(a) In general. Section 401(a)(5) sets 
out certain provisions that will not of 
themselves be discriminatory within 
the meaning of section 410(b)(2)(A)(i) or 
section 401(a)(4). The exceptions speci-
fied in section 401(a)(5) are not an ex-
clusive enumeration, but are merely a 
recital of provisions frequently encoun-
tered that will not of themselves con-
stitute prohibited discrimination in 
contributions or benefits. See section 
401(a)(4) and the regulations thereunder 
for the basic nondiscrimination rules. 
See § 1.410(b)–4 for the rule of section 
410(b)(2)(A)(i) (relating to the non-
discriminatory classification test that 
is part of the minimum coverage re-
quirements) referred to in section 
401(a)(5)(A). See paragraphs (b) through 
(f) of this section for special rules used 

in applying the section 401(a)(4) non-
discrimination requirements under the 
remaining provisions of section 
401(a)(5). 

(b) Salaried or clerical employees. A 
plan does not fail to satisfy the non-
discrimination requirements of section 
401(a)(4) merely because contributions 
or benefits provided under the plan are 
limited to salaried or clerical employ-
ees. 

(c) Uniform relationship to compensa-
tion. A plan does not fail to satisfy the 
nondiscrimination requirements of sec-
tion 401(a)(4) merely because the con-
tributions or benefits of, or on behalf 
of, the employees under the plan bear a 
uniform relationship to the compensa-
tion (within the meaning of section 
414(s)) of those employees. 

(d) Certain disparity permitted. Under 
section 401(a)(5)(C), a plan does not dis-
criminate in favor of highly com-
pensated employees (as defined in sec-
tion 414(q)), within the meaning of sec-
tion 401(a)(4), in the amount of em-
ployer-provided contributions or bene-
fits solely because— 

(1) In the case of a defined contribu-
tion plan, employer contributions allo-
cated to the accounts of employees 
favor highly compensated employees in 
a manner permitted by section 401(l) 
(relating to permitted disparity in plan 
contributions and benefits), and 

(2) In the case of a defined benefit 
plan, employer-provided benefits favor 
highly compensated employees in a 
manner permitted by section 401(l) (re-
lating to permitted disparity in plan 
contributions and benefits). 
See §§ 1.401(l)–1 through 1.401(l)–6 for 
rules under which a plan may satisfy 
section 401(l) for purposes of the safe 
harbors of §§ 1.401(a)(4)–2(b)(3) and 
1.401(a)(4)–3(b). 

(e) Defined benefit plans integrated 
with social security—(1) In general. 
Under section 401(a)(5)(D), a defined 
benefit plan does not discriminate in 
favor of highly compensated employees 
(as defined in section 414(q)) with re-
spect to the amount of employer-pro-
vided contributions or benefits solely 
because the plan provides that, with re-
spect to each employee, the employer- 
provided accrued retirement benefit 
under the plan is limited to the excess 
(if any) of— 
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(i) The employee’s final pay from the 
employer, over 

(ii) The employer-provided retire-
ment benefit created under the Social 
Security Act and attributable to serv-
ice by the employee for the employer. 

(2) Final pay. For purposes of para-
graph (e)(1)(i) of this section, an em-
ployee’s final pay from the employer as 
of a plan year is the employee’s com-
pensation (as defined in section 
414(q)(7)) for the year (ending with or 
within the 5-plan-year period ending 
with the plan year in which the em-
ployee terminates from employment 
with the employer) in which the em-
ployee receives the highest compensa-
tion from the employer. Notwith-
standing the preceding sentence, final 
pay for each employee under the plan 
may be determined with reference to 
the 5-plan-year period ending with the 
plan year before the plan year in which 
the employee terminates from employ-
ment with the employer. In deter-
mining an employee’s final pay, the 
plan may specify any 12-month period 
(ending with or within the applicable 5- 
plan-year period) as a year provided 
the specified 12-month period is uni-
formly and consistently applied with 
respect to all employees. In deter-
mining an employee’s final pay, com-
pensation for any year in excess of the 
applicable limit under section 401(a)(17) 
for the year may not be taken into ac-
count. 

(3) Rules for determining amount of em-
ployer-provided social security retirement 
benefit. For purposes of paragraph 
(e)(1)(ii) of this section, the following 
rules apply. 

(i) The employer-provided retirement 
benefit on which any reduction or off-
set in the employee’s accrued retire-
ment benefit is based is limited solely 
to the employer-provided primary in-
surance amount payable under section 
215 of the Social Security Act attrib-
utable to service by the employee for 
the employer. 

(ii) The employer-provided primary 
insurance amount attributable to serv-
ice by the employee for the employer is 
determined by multiplying the em-
ployer-provided portion of the employ-
ee’s projected primary insurance 
amount by a fraction (not exceeding 1), 
the numerator of which is the employ-

ee’s number of complete years of cov-
ered service for the employer under the 
Social Security Act, and the denomi-
nator of which is 35. 

(4) Projected primary insurance 
amount. (i) As of a plan year, an em-
ployee’s projected primary insurance 
amount is the primary insurance 
amount, determined as of the close of 
the plan year (the ‘‘determination 
date’’), payable to the employee upon 
attainment of the employee’s social se-
curity retirement age (as determined 
under section 415(b)(8)), assuming the 
employee’s annual compensation from 
the employer that is treated as wages 
for purposes of the Social Security Act 
remains the same from the plan year 
until the employee’s attainment of so-
cial security retirement age. With re-
spect to service by the employee for 
the employer before the determination 
date, the actual compensation paid to 
the employee by the employer during 
all periods of service of the employee 
for the employer covered by the Social 
Security Act must be used in deter-
mining an employee’s projected pri-
mary insurance amount. With respect 
to years before the employee’s com-
mencement of service for the employer, 
in determining the employee’s pro-
jected primary insurance amount, it 
may be assumed that the employee re-
ceived compensation in an amount 
computed by using a six-percent salary 
scale projected backwards from the de-
termination date to the employee’s 
21st birthday. However, if the employee 
provides the employer with satisfac-
tory evidence of the employee’s actual 
past compensation for the prior years 
treated as wages under the Social Se-
curity Act at the time the compensa-
tion was earned and the actual past 
compensation results in a smaller pro-
jected primary insurance amount, the 
plan must use the actual past com-
pensation. The plan administrator 
must give clear written notice to each 
employee of the employee’s right to 
supply actual compensation history 
and of the financial consequences of 
failing to supply the history. The no-
tice must be given each time the sum-
mary plan description is provided to 
the employee and must also be given 
upon the employee’s separation from 
service. The notice must also state 
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that the employee can obtain the ac-
tual compensation history from the So-
cial Security Administration. In deter-
mining the employee’s projected pri-
mary insurance amount, the employer 
may not take into account any com-
pensation from any other employer 
while the employee is employed by the 
employer. 

(ii) As of a plan year, the employer- 
provided portion of the employee’s pro-
jected primary insurance amount 
under the Social Security Act is 50 per-
cent of the employee’s projected pri-
mary insurance amount (as determined 
under paragraph (e)(4)(i) of this sec-
tion). 

(5) Employer-provided accrued retire-
ment benefit. For purposes of this sec-
tion, the employee’s employer-provided 
accrued retirement benefit as of a plan 
year is the employee’s accrued retire-
ment benefit under the plan (deter-
mined on an actual basis and not on a 
projected basis) attributable to em-
ployer contributions under the plan. 
With respect to plans that provide for 
employee contributions, see section 
411(c) for rules relating to the alloca-
tion of accrued benefits between em-
ployer contributions and employee con-
tributions. 

(6) Additional rules. (i) As of a plan 
year, paragraph (e)(1) of this section 
does not apply to the extent that its 
application would result in a decrease 
in an employee’s accrued benefit. See 
sections 411(b)(1)(G) and 411(d)(6). 

(ii) Section 401(a)(5)(D) and this para-
graph (e) do not apply to a plan main-
tained by an employer, determined for 
purposes of the Federal Insurance Con-
tributions Act or the Railroad Retire-
ment Tax Act, as applicable, that does 
not pay any wages within the meaning 
of section 3121(a) or compensation 
within the meaning of section 3231(e). 
For this purpose, a plan maintained for 
a self-employed individual within the 
meaning of section 401(c)(1), who is also 
subject to the tax under section 1401, is 
deemed to be a plan maintained by an 
employer that pays wages within the 
meaning of section 3121(a). 

(iii) If a plan provides for the pay-
ment of an employee’s accrued retire-
ment benefit (whether or not sub-
sidized) commencing before an employ-
ee’s social security retirement age, the 

projected employer-provided primary 
insurance amount attributable to serv-
ice by the employee for the employer 
(as determined under paragraphs (e)(3) 
and (e)(4) of this section) that may be 
applied as an offset to limit the em-
ployee’s accrued retirement benefit 
must be reduced in accordance with 
§ 1.401(l)–3(e)(1). The reduction is made 
by multiplying the employee’s pro-
jected employer-provided primary in-
surance amount by a fraction, the nu-
merator of which is the appropriate 
factor under § 1.401(l)–3(e)(1), and the 
denominator of which is 0.75 percent. 

(iv) The Commissioner may, in rev-
enue rulings, notices or other docu-
ments of general applicability, pre-
scribe additional rules that may be 
necessary or appropriate to carry out 
the purposes of this section, including 
rules relating to the determination of 
an employee’s projected primary insur-
ance amount attributable to the em-
ployee’s service for former employers 
and rules applying section 401(a)(5)(D) 
with respect to an employer that pays 
wages within the meaning of section 
3121(a) or compensation within the 
meaning of section 3231(e) for some 
years and not for other years. 

(7) Examples. The following examples 
illustrate this paragraph (e). 

Example 1. Employer Z maintains a non-
contributory defined benefit plan that uses 
the calendar year as its plan year. The plan 
provides a normal retirement benefit, com-
mencing at age 65, equal to $500 a year, mul-
tiplied by the employee’s years of service for 
Z, limited to the excess of the amount of the 
employee’s final pay from Z (as determined 
in accordance with paragraph (e)(2) of this 
section) over the employee’s employer-pro-
vided primary insurance amount attrib-
utable to the employee’s service for Z. If an 
employee’s social security retirement age is 
greater than 65, the plan provides for reduc-
tion of the employee’s employer-provided 
primary insurance amount in accordance 
with paragraph (e)(6)(iii) of this section. The 
plan provides no limitation on the number of 
years of service taken into account in deter-
mining benefits under the plan. Employee A 
retires on July 6, 1995, at A’s social security 
retirement age of 65 with 35 years of service 
for Z. The plan uses the plan year as the 12- 
month period for determining an employee’s 
year of final highest pay from the employer. 
A’s compensation for A’s final 5 plan years is 
as follows: 
1995 plan year ......................................................... $10,500 
1994 plan year ......................................................... $20,000 
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1993 plan year ......................................................... $18,000 
1992 plan year ......................................................... $17,000 
1991 plan year ......................................................... $16,500 

A’s annual primary insurance amount 
under social security, determined as of A’s 
social security retirement age, is $9,000, of 
which $4,500 is the employer-provided portion 
attributable to A’s service for Z ($9,000×50 
percent×35/35). Under the plan’s benefit for-
mula (disregarding the final pay limitation), 
A would be entitled to receive a normal re-
tirement benefit of $17,500 ($500×35 years). 
However, under the plan, A’s otherwise de-
termined normal retirement benefit of 
$17,500 is limited to the excess of the amount 
of A’s final pay from Z over A’s employer- 
provided primary insurance amount under 
social security attributable to A’s service for 
Z. Accordingly, A’s normal retirement ben-
efit is determined to be $15,500 ($20,000 (A’s 
final pay from Z) less $4,500 (A’s employer- 
provided primary insurance amount attrib-
utable to A’s service for Z)) rather than 
$17,500. The final pay limitation in Z’s plan 
satisfies section 401(a)(5)(D) and this para-
graph (e). Accordingly, the plan maintained 
by Z does not discriminate in favor of highly 
compensated employees within the meaning 
of section 401(a)(4) merely because of the 
final pay limitation contained in the plan. 

Example 2. Assume the same facts as in Ex-
ample 1, except that A has 32 years of service 
for Z when A retires at A’s social security re-
tirement age. Under the plan’s benefit for-
mula (disregarding the final pay limitation), 
A would be entitled to receive an annual nor-
mal retirement benefit of $16,000 ($500×32 
years). However, the plan provides that A’s 
normal retirement benefit of $16,000 will be 
limited to $15,500 ($20,000 (the amount of A’s 
final pay from Z) less $4,500 (1⁄2 of A’s pri-
mary insurance amount under the Social Se-
curity Act)). The final pay limitation does 
not satisfy this paragraph (e). The portion of 
A’s employer-provided primary insurance 
amount under the Social Security Act at-
tributable to A’s service for Z is 32/35×$4,500, 
or $4,114. Therefore, to satisfy this paragraph 
(e), the final pay provision in Z’s plan may 
not limit A’s otherwise determined normal 
retirement benefit of $16,000 to less than 
$15,886 ($20,000 (the amount of X’s final pay) 
minus $4,114 (the portion of A’s employer- 
provided primary insurance amount attrib-
utable to A’s service for Z)). 

Example 3. (a) Employer X maintains a 
noncontributory defined benefit plan that 
uses the calendar year as its plan year. The 
formula for determining benefits under the 
plan provides a normal retirement benefit at 
age 65 equal to 90 percent of an employee’s 
final average compensation, with the benefit 
reduced by 1⁄30th for each year of the employ-
ee’s service less than 30 and limited to the 
employee’s final pay (as determined in ac-

cordance with paragraph (e)(2) of this sec-
tion) less the employee’s employer-provided 
primary insurance amount under social secu-
rity attributable to the employee’s service 
for X. The plan determines an employee’s 
employer-provided projected primary insur-
ance amount under social security attrib-
utable to the employee’s service for X in ac-
cordance with paragraph (e)(3) of this section 
and applies the reductions applicable under 
paragraph (e)(6)(iii) of this section if benefits 
commence before social security retirement 
age. The plan determines an employee’s ac-
crued benefit under the fractional accrual 
method of section 411(b)(1)(C). 

(b) Employee A commences participation 
in the plan on January 1, 1990, when A is 35 
years of age. A’s social security retirement 
age is 67. As of the close of the 2014 plan 
year, A’s final average compensation from X 
is $15,000; A’s final pay from X is $15,400, and 
A’s projected employer-provided annual pri-
mary insurance amount under social secu-
rity attributable to A’s service for X is $4,000 
(after the reduction applicable under para-
graph (e)(6)(iii) of this section). Under the 
plan formula, A’s accrued benefit as of the 
close of the 2014 plan year is $11,250 (90 per-
cent×$15,000×25/30). As of the close of the 2014 
plan year, the plan’s final pay limitation 
does not affect A’s benefit because A’s ben-
efit under the plan as of the close of the plan 
year and before application of the final pay 
limitation ($11,250) does not exceed A’s final 
pay of $15,400 from X, determined as of the 
close of the plan year, less A’s employer-pro-
vided projected primary insurance amount 
under social security attributable to A’s 
service for X ($4,000). 

(c) Assume that, as of the close of the 2015 
plan year, A’s final average compensation 
from X is $14,500 and A’s final pay from X is 
$15,400. Assume also that as of the close of 
the 2015 plan year, A’s employer-provided 
primary insurance amount attributable to 
A’s service for X is $4,200 (after the reduction 
applicable under paragraph (e)(6)(iii) of this 
section). Accordingly, A’s benefit as of the 
close of the 2015 plan year and before applica-
tion of the final pay limitation is $11,310 (90 
percent×$14,500×26/30). Under the plan’s final 
pay limitation, A’s benefit of $11,310 would 
be limited to $11,200, the amount of A’s final 
pay from X ($15,400), less A’s employer-pro-
vided projected primary insurance amount 
under social security attributable to A’s 
service for X ($4,200). However, the plan’s 
final pay limitation may not be applied to 
limit A’s accrued benefit for the 2015 plan 
year to an amount below $11,250, which was 
A’s accrued benefit under the plan at the 
close of the prior plan year. The foregoing is 
further illustrated in the following table for 
the plan years presented above and for addi-
tional years of service performed by A for X. 
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TABLE 
[In dollar amounts] 

1 2 3 4 5 6 7 

Years of service 
Final aver-
age com-
pensation 

Benefit 
under plan 

formula 
(Column 2 × 
0.9 × years 
of service/ 

30) 

Final pay 

Employer- 
provided 
projected 

primary in-
surance 
amount 

under social 
security at-
tributable to 
service for 
employer 

Benefit if 
final pay re-
duction is 
applied in 

full (Column 
4 ¥ Col-
umn 5) 

Benefit to 
which A is 

entitled 
(smaller of 

Column 6 or 
Column 3, 

but not less 
than Col-
umn 7 for 
prior year) 

25 .......................................................... $15,000 $11,250 $15,400 $4,000 $11,400 $11,250 
26 .......................................................... 14,500 11,310 15,400 4,200 11,200 11,250 
27 .......................................................... 15,500 12,555 15,800 4,400 11,400 11,400 
28 .......................................................... 15,500 13,020 16,000 4,500 11,500 11,500 
29 .......................................................... 15,000 13,050 16,000 4,800 11,200 11,500 
30 .......................................................... 14,500 13,050 16,000 5,000 11,000 11,500 

(f) Certain benefits not taken into ac-
count. In determining whether a plan 
satisfies section 401(a)(4) and this sec-
tion, other benefits created under state 
or federal law (e.g., worker’s compensa-
tion benefits or black lung benefits) 
may not be taken into account. 

(g) More than one plan treated as single 
plan. [Reserved] 

(h) Effective date—(1) In general. Ex-
cept as provided in paragraph (h)(2) of 
this section, this section is effective 
for plan years beginning on or after 
January 1, 1994. 

(2) Plans of tax-exempt organizations. 
In the case of plans maintained by or-
ganizations exempt from income tax-
ation under section 501(a), including 
plans subject to section 403(b)(12)(A)(i) 
(nonelective plans), this section is ef-
fective for plan years beginning on or 
after January 1, 1996. 

(3) Compliance during transition period. 
For plan years beginning before the ef-
fective date of these regulations, as set 
forth in paragraphs (h)(1) and (h)(2) of 
this section, and on or after the first 
day of the first plan year to which the 
amendments made to section 401(a)(5) 
by section 1111(b) of the Tax Reform 
Act of 1986 (TRA ’86) apply, a plan must 
be operated in accordance with a rea-
sonable, good faith interpretation of 
section 401(a)(5), taking into account 
pre-existing guidance and the amend-
ments made by TRA ’86 to related pro-
visions of the Code. Whether a plan is 
operated in accordance with a reason-
able, good faith interpretation of sec-
tion 401(a)(5) will generally be deter-

mined based on all of the relevant facts 
and circumstances, including the ex-
tent to which an employer has resolved 
unclear issues in its favor. A plan will 
be deemed to be operated in accordance 
with a reasonable, good faith interpre-
tation of section 401(a)(5) if it is oper-
ated in accordance with the terms of 
this section. 

[T.D. 8359, 56 FR 47614, Sept. 19, 1991; 57 FR 
10817, 10818, 10951, Mar. 31, 1992, as amended 
by T.D. 8486, 58 FR 46830, Sept. 3, 1993] 

§ 1.401(a)(9)–0 Required minimum dis-
tributions; table of contents. 

This table of contents lists the regu-
lations relating to required minimum 
distributions under section 401(a)(9) of 
the Internal Revenue Code as follows: 

§ 1.401(a)(9)–0 Required minimum distribu-
tions; table of contents. 

§ 1.401(a)(9)–1 Minimum distribution re-
quirement in general. 

§ 1.401(a)(9)–2 Distributions commencing 
during an employee’s lifetime. 

§ 1.401(a)(9)–3 Death before required begin-
ning date. 

§ 1.401(a)(9)–4 Determination of the des-
ignated beneficiary. 

§ 1.401(a)(9)–5 Required minimum distribu-
tions from defined contribution plans. 

§ 1.401(a)(9)–6 Required minimum distribu-
tions for defined benefit plans and annu-
ity contracts. 

§ 1.401(a)(9)–7 Rollovers and transfers. 
§ 1.401(a)(9)–8 Special rules. 
§ 1.401(a)(9)–9 Life expectancy and distribu-

tion period tables. 

[T.D. 8987, 67 FR 18994, Apr. 17, 2002, as 
amended by T.D. 9130, 69 FR 33293, June 15, 
2004] 
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§ 1.401(a)(9)–1 Minimum distribution 
requirement in general. 

Q–1. What plans are subject to the 
minimum distribution requirement 
under section 401(a)(9), this section, 
and §§ 1.401(a)(9)–2 through 1.401(a)(9)–9? 

A–1. Under section 401(a)(9), all stock 
bonus, pension, and profit-sharing 
plans qualified under section 401(a) and 
annuity contracts described in section 
403(a) are subject to required minimum 
distribution rules. See this section and 
§§ 1.401(a)(9)–2 through 1.401(a)(9)–9 for 
the distribution rules applicable to 
these plans. Under section 403(b)(10), 
annuity contracts or custodial ac-
counts described in section 403(b) are 
subject to required minimum distribu-
tion rules. See § 1.403(b)–6e for the dis-
tribution rules applicable to these an-
nuity contracts or custodial accounts. 
Under section 408(a)(6) and 408(b)(3), in-
dividual retirement plans (including, 
for some purposes, Roth IRAs under 
section 408A) are subject to required 
minimum distribution rules. See 
§ 1.408–8 for the distribution rules appli-
cable to individual retirement plans 
and see § 1.408A–6 for the distribution 
rules applicable to Roth IRAs under 
section 408A. Under section 457(d)(2), 
certain deferred compensation plans 
for employees of tax exempt organiza-
tions or state and local government 
employees are subject to required min-
imum distribution rules. 

Q–2. Which employee account bal-
ances and benefits held under qualified 
trusts and plans are subject to the dis-
tribution rules of section 401(a)(9), this 
section, and §§ 1.401(a)(9)–2 through 
1.401(a)(9)–9? 

A–2. (a) In general. The distribution 
rules of section 401(a)(9) apply to all ac-
count balances and benefits in exist-
ence on or after January 1, 1985. This 
section and §§ 1.401(a)(9)–2 through 
1.401(a)(9)–9 apply for purposes of deter-
mining required minimum distribu-
tions for calendar years beginning on 
or after January 1, 2003. 

(b) Beneficiaries. (1) The distribution 
rules of this section and §§ 1.401(a)(9)–2 
through 1.401(a)(9)–9 apply to account 
balances and benefits held for the ben-
efit of a beneficiary for calendar years 
beginning on or after January 1, 2003, 
even if the employee died prior to Jan-
uary 1, 2003. Thus, in the case of an em-

ployee who died prior to January 1, 
2003, the designated beneficiary must 
be redetermined in accordance with the 
provisions of § 1.401(a)(9)–4 and the ap-
plicable distribution period (deter-
mined under § 1.401(a)(9)–5 or 1.401(a)(9)– 
6, whichever is applicable) must be re-
constructed for purposes of deter-
mining the amount required to be dis-
tributed for calendar years beginning 
on or after January 1, 2003. 

(2) A designated beneficiary that is 
receiving payments under the 5-year 
rule of section 401(a)(9)(B)(ii), either by 
affirmative election or default provi-
sions, may, if the plan so provides, 
switch to using the life expectancy rule 
of section 401(a)(9)(B)(iii) provided any 
amounts that would have been required 
to be distributed under the life expect-
ancy rule of section 401(a)(9)(B)(iii) for 
all distribution calendar years before 
2004 are distributed by the earlier of 
December 31, 2003 or the end of the 5- 
year period determined under A–2 of 
§ 1.401(a)(9)–3. 

(c) Trust documentation. If a trust 
fails to meet the rule of A–5 of 
§ 1.401(a)(9)–4 (permitting the bene-
ficiaries of the trust, and not the trust 
itself, to be treated as the employee’s 
designated beneficiaries) solely because 
the trust documentation was not pro-
vided to the plan administrator by Oc-
tober 31 of the calendar year following 
the calendar year in which the em-
ployee died, and such documentation is 
provided to the plan administrator by 
October 31, 2003, the beneficiaries of the 
trust will be treated as designated 
beneficiaries of the employee under the 
plan for purposes of determining the 
distribution period under section 
401(a)(9). 

(d) Special rule for governmental plans. 
Notwithstanding anything to the con-
trary in this A–2, a governmental plan 
(within the meaning of section 414(d)), 
or an eligible governmental plan de-
scribed in § 1.457–2(f), is treated as hav-
ing complied with section 401(a)(9) for 
all years to which section 401(a)(9) ap-
plies to the plan if the plan complies 
with a reasonable and good faith inter-
pretation of section 401(a)(9). 

Q–3. What specific provisions must a 
plan contain in order to satisfy section 
401(a)(9)? 
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A–3. (a) Required provisions. In order 
to satisfy section 401(a)(9), the plan 
must include the provisions described 
in this paragraph reflecting section 
401(a)(9). First, the plan must generally 
set forth the statutory rules of section 
401(a)(9), including the incidental death 
benefit requirement in section 
401(a)(9)(G). Second, the plan must pro-
vide that distributions will be made in 
accordance with this section and 
§§ 1.401(a)(9)–2 through 1.401(a)(9)–9. The 
plan document must also provide that 
the provisions reflecting section 
401(a)(9) override any distribution op-
tions in the plan inconsistent with sec-
tion 401(a)(9). The plan also must in-
clude any other provisions reflecting 
section 401(a)(9) that are prescribed by 
the Commissioner in revenue rulings, 
notices, and other guidance published 
in the Internal Revenue Bulletin. See 
§ 601.601(d)(2)(ii)(b) of this chapter. 

(b) Optional provisions. The plan may 
also include written provisions regard-
ing any optional provisions governing 
plan distributions that do not conflict 
with section 401(a)(9) and the regula-
tions thereunder. 

(c) Absence of optional provisions. Plan 
distributions commencing after an em-
ployee’s death will be required to be 
made under the default provision set 
forth in § 1.401(a)(9)–3 for distributions 
unless the plan document contains op-
tional provisions that override such de-
fault provisions. Thus, if distributions 
have not commenced to the employee 
at the time of the employee’s death, 
distributions after the death of an em-
ployee are to be made automatically in 
accordance with the default provisions 
in A–4(a) of § 1.401(a)(9)–3 unless the 
plan either specifies in accordance with 
A–4(b) of § 1.401(a)(9)–3 the method 
under which distributions will be made 
or provides for elections by the em-
ployee (or beneficiary) in accordance 
with A–4(c) of § 1.401(a)(9)–3 and such 
elections are made by the employee or 
beneficiary. 

[T.D. 8987, 67 FR 18994, Apr. 17, 2002, as 
amended by T.D. 9130, 69 FR 33293, June 15, 
2004; T.D. 9340, 72 FR 41159, July 26, 2007; T.D. 
9459, 74 FR 45994, Sept. 8, 2009] 

§ 1.401(a)(9)–2 Distributions com-
mencing during an employee’s life-
time. 

Q–1. In the case of distributions com-
mencing during an employee’s lifetime, 
how must the employee’s entire inter-
est be distributed in order to satisfy 
section 401(a)(9)(A)? 

A–1. (a) In order to satisfy section 
401(a)(9)(A), the entire interest of each 
employee must be distributed to such 
employee not later than the required 
beginning date, or must be distributed, 
beginning not later than the required 
beginning date, over the life of the em-
ployee or joint lives of the employee 
and a designated beneficiary or over a 
period not extending beyond the life 
expectancy of the employee or the 
joint life and last survivor expectancy 
of the employee and the designated 
beneficiary. 

(b) Section 401(a)(9)(G) provides that 
lifetime distributions must satisfy the 
incidental death benefit requirements. 

(c) The amount required to be dis-
tributed for each calendar year in order 
to satisfy section 401(a)(9)(A) and (G) 
generally depends on whether a dis-
tribution is in the form of distributions 
under a defined contribution plan or 
annuity payments under a defined ben-
efit plan or under an annuity contract. 
For the method of determining the re-
quired minimum distribution in ac-
cordance with section 401(a)(9)(A) and 
(G) from an individual account under a 
defined contribution plan, see 
§ 1.401(a)(9)–5. For the method of deter-
mining the required minimum distribu-
tion in accordance with section 
401(a)(9)(A) and (G) in the case of annu-
ity payments from a defined benefit 
plan or an annuity contract, see 
§ 1.401(a)(9)–6. 

Q–2. For purposes of section 
401(a)(9)(C), what does the term required 
beginning date mean? 

A–2. (a) Except as provided in para-
graph (b) of this A–2 with respect to a 
5-percent owner, as defined in para-
graph (c) of this A–2, the term required 
beginning date means April 1 of the cal-
endar year following the later of the 
calendar year in which the employee 
attains age 701⁄2 or the calendar year in 
which the employee retires from em-
ployment with the employer maintain-
ing the plan. 
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(b) In the case of an employee who is 
a 5-percent owner, the term required be-
ginning date means April 1 of the cal-
endar year following the calendar year 
in which the employee attains age 701⁄2 
. 

(c) For purposes of section 401(a)(9), a 
5-percent owner is an employee who is 
a 5-percent owner (as defined in section 
416) with respect to the plan year end-
ing in the calendar year in which the 
employee attains age 701⁄2. 

(d) Paragraph (b) of this A–2 does not 
apply in the case of a governmental 
plan (within the meaning of section 
414(d)) or a church plan. For purposes 
of this paragraph, the term church plan 
means a plan maintained by a church 
for church employees, and the term 
church means any church (as defined in 
section 3121(w)(3)(A)) or qualified 
church-controlled organization (as de-
fined in section 3121(w)(3)(B)). 

(e) A plan is permitted to provide 
that the required beginning date for 
purposes of section 401(a)(9) for all em-
ployees is April 1 of the calendar year 
following the calendar year in which an 
employee attains age 701⁄2 regardless of 
whether the employee is a 5-percent 
owner. 

Q–3. When does an employee attain 
age 701⁄2? 

A–3. An employee attains age 701⁄2 as 
of the date six calendar months after 
the 70th anniversary of the employee’s 
birth. For example, if an employee’s 
date of birth was June 30, 1933, the 70th 
anniversary of such employee’s birth is 
June 30, 2003. Such employee attains 
age 701⁄2 on December 30, 2003. Con-
sequently, if the employee is a 5-per-
cent owner or retired, such employee’s 
required beginning date is April 1, 2004. 
However, if the employee’s date of 
birth was July 1, 1933, the 70th anniver-
sary of such employee’s birth would be 
July 1, 2003. Such employee would then 
attain age 701⁄2 on January 1, 2004 and 
such employee’s required beginning 
date would be April 1, 2005. 

Q–4. Must distributions made before 
the employee’s required beginning date 
satisfy section 401(a)(9)? 

A–4. Lifetime distributions made be-
fore the employee’s required beginning 
date for calendar years before the em-
ployee’s first distribution calendar 
year, as defined in A–1(b) of 

§ 1.401(a)(9)–5, need not be made in ac-
cordance with section 401(a)(9). How-
ever, if distributions commence before 
the employee’s required beginning date 
under a particular distribution option, 
such as in the form of an annuity, the 
distribution option fails to satisfy sec-
tion 401(a)(9) at the time distributions 
commence if, under terms of the par-
ticular distribution option, distribu-
tions to be made for the employee’s 
first distribution calendar year or any 
subsequent distribution calendar year 
will fail to satisfy section 401(a)(9). 

Q–5. If distributions have begun to an 
employee during the employee’s life-
time (in accordance with section 
401(a)(9)(A)(ii)), how must distributions 
be made after an employee’s death? 

A–5. Section 401(a)(9)(B)(i) provides 
that if the distribution of the employ-
ee’s interest has begun in accordance 
with section 401(a)(9)(A)(ii) and the em-
ployee dies before his entire interest 
has been distributed to him, the re-
maining portion of such interest must 
be distributed at least as rapidly as 
under the distribution method being 
used under section 401(a)(9)(A)(ii) as of 
the date of his death. The amount re-
quired to be distributed for each dis-
tribution calendar year following the 
calendar year of death generally de-
pends on whether a distribution is in 
the form of distributions from an indi-
vidual account under a defined con-
tribution plan or annuity payments 
under a defined benefit plan. For the 
method of determining the required 
minimum distribution in accordance 
with section 401(a)(9)(B)(i) from an in-
dividual account, see § 1.401(a)(9)–5. In 
the case of annuity payments from a 
defined benefit plan or an annuity con-
tract, see § 1.401(a)(9)–6. 

Q–6. For purposes of section 
401(a)(9)(B), when are distributions con-
sidered to have begun to the employee 
in accordance with section 
401(a)(9)(A)(ii)? 

A–6. (a) General rule. Except as other-
wise provided in A–10 of § 1.401(a)(9)–6, 
distributions are not treated as having 
begun to the employee in accordance 
with section 401(a)(9)(A)(ii) until the 
employee’s required beginning date, 
without regard to whether payments 
have been made before that date. Thus, 
section 401(a)(9)(B)(i) only applies if an 
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employee dies on or after the employ-
ee’s required beginning date. For exam-
ple, if employee A retires in 2003, the 
calendar year A attains age 651⁄2, and 
begins receiving installment distribu-
tions from a profit-sharing plan over a 
period not exceeding the joint life and 
last survivor expectancy of A and A’s 
spouse, benefits are not treated as hav-
ing begun in accordance with section 
401(a)(9)(A)(ii) until April 1, 2009 (the 
April 1 following the calendar year in 
which A attains age 701⁄2). Con-
sequently, if A dies before April 1, 2009 
(A’s required beginning date), distribu-
tions after A’s death must be made in 
accordance with section 401(a)(9)(B)(ii) 
or (iii) and (iv) and § 1.401(a)(9)–3, and 
not section 401(a)(9)(B)(i). This is the 
case without regard to whether the 
plan has distributed the minimum dis-
tribution for the first distribution cal-
endar year (as defined in A–1(b) of 
§ 1.401(a)(9)–5) before A’s death. 

(b) If a plan provides, in accordance 
with A–2(e) of this section, that the re-
quired beginning date for purposes of 
section 401(a)(9) for all employees is 
April 1 of the calendar year following 
the calendar year in which an em-
ployee attains age 701⁄2, an employee 
who dies on or after the required begin-
ning date determined under the plan 
terms is treated as dying after the em-
ployee’s distributions have begun for 
purposes of this A–6 even though the 
employee dies before the April 1 fol-
lowing the calendar year in which the 
employee retires. 

[T.D. 8987, 67 FR 18994, Apr. 17, 2002, as 
amended by T.D. 9130, 69 FR 33293, June 15, 
2004] 

§ 1.401(a)(9)–3 Death before required 
beginning date. 

Q–1. If an employee dies before the 
employee’s required beginning date, 
how must the employee’s entire inter-
est be distributed in order to satisfy 
section 401(a)(9)? 

A–1. (a) Except as otherwise provided 
in A–10 of § 1.401(a)(9)–6, if an employee 
dies before the employee’s required be-
ginning date (and, thus, before dis-
tributions are treated as having begun 
in accordance with section 
401(a)(9)(A)(ii)), distribution of the em-
ployee’s entire interest must be made 
in accordance with one of the methods 

described in section 401(a)(9)(B)(ii) or 
(iii) and (iv). One method (the 5-year 
rule in section 401(a)(9)(B)(ii)) requires 
that the entire interest of the em-
ployee be distributed within 5 years of 
the employee’s death regardless of who 
or what entity receives the distribu-
tion. Another method (the life expect-
ancy rule in section 401(a)(9)(B)(iii) and 
(iv)) requires that any portion of an 
employee’s interest payable to (or for 
the benefit of) a designated beneficiary 
be distributed, commencing within one 
year of the employee’s death, over the 
life of such beneficiary (or over a pe-
riod not extending beyond the life ex-
pectancy of such beneficiary). Section 
401(a)(9)(B)(iv) provides special rules 
where the designated beneficiary is the 
surviving spouse of the employee, in-
cluding a special commencement date 
for distributions under section 
401(a)(9)(B)(iii) to the surviving spouse. 

(b) See A–4 of this section for the 
rules for determining which of the 
methods described in paragraph (a) of 
this A–1 applies. See A–3 of this section 
to determine when distributions under 
the exception to the 5-year rule in sec-
tion 401(a)(9)(B)(iii) and (iv) must com-
mence. See A–2 of this section to deter-
mine when the 5-year period in section 
401(a)(9)(B)(ii) ends. For distributions 
using the life expectancy rule in sec-
tion 401(a)(9)(B)(iii) and (iv), see 
§ 1.401(a)(9)–4 in order to determine the 
designated beneficiary under section 
401(a)(9)(B)(iii) and (iv), see § 1.401(a)(9)– 
5 for the rules for determining the re-
quired minimum distribution under a 
defined contribution plan, and see 
§ 1.401(a)(9)–6 for required minimum dis-
tributions under defined benefit plans. 

Q–2. By when must the employee’s 
entire interest be distributed in order 
to satisfy the 5-year rule in section 
401(a)(9)(B)(ii)? 

A–2. In order to satisfy the 5-year 
rule in section 401(a)(9)(B)(ii), the em-
ployee’s entire interest must be dis-
tributed by the end of the calendar 
year which contains the fifth anniver-
sary of the date of the employee’s 
death. For example, if an employee 
dies on January 1, 2003, the entire in-
terest must be distributed by the end 
of 2008, in order to satisfy the 5-year 
rule in section 401(a)(9)(B)(ii). 
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Q–3. When are distributions required 
to commence in order to satisfy the life 
expectancy rule in section 
401(a)(9)(B)(iii) and (iv)? 

A–3. (a) Nonspouse beneficiary. In 
order to satisfy the life expectancy rule 
in section 401(a)(9)(B)(iii), if the des-
ignated beneficiary is not the employ-
ee’s surviving spouse, distributions 
must commence on or before the end of 
the calendar year immediately fol-
lowing the calendar year in which the 
employee died. This rule also applies to 
the distribution of the entire remain-
ing benefit if another individual is a 
designated beneficiary in addition to 
the employee’s surviving spouse. See 
A–2 and A–3 of § 1.401(a)(9)–8, however, 
if the employee’s benefit is divided into 
separate accounts. 

(b) Spousal beneficiary. In order to 
satisfy the rule in section 
401(a)(9)(B)(iii) and (iv), if the sole des-
ignated beneficiary is the employee’s 
surviving spouse, distributions must 
commence on or before the later of— 

(1) The end of the calendar year im-
mediately following the calendar year 
in which the employee died; and 

(2) The end of the calendar year in 
which the employee would have at-
tained age 701⁄2. 

Q–4. How is it determined whether 
the 5-year rule in section 401(a)(9)(B)(ii) 
or the life expectancy rule in section 
401(a)(9)(B)(iii) and (iv) applies to a dis-
tribution? 

A–4. (a) No plan provision. If a plan 
does not adopt an optional provision 
described in paragraph (b) or (c) of this 
A–4 specifying the method of distribu-
tion after the death of an employee, 
distribution must be made as follows: 

(1) If the employee has a designated 
beneficiary, as determined under 
§ 1.401(a)(9)–4, distributions are to be 
made in accordance with the life ex-
pectancy rule in section 401(a)(9)(B)(iii) 
and (iv). 

(2) If the employee has no designated 
beneficiary, distributions are to be 
made in accordance with the 5-year 
rule in section 401(a)(9)(B)(ii). 

(b) Optional plan provisions. A plan 
may adopt a provision specifying either 
that the 5-year rule in section 
401(a)(9)(B)(ii) will apply to certain dis-
tributions after the death of an em-
ployee even if the employee has a des-

ignated beneficiary or that distribution 
in every case will be made in accord-
ance with the 5-year rule in section 
401(a)(9)(B)(ii). Further, a plan need not 
have the same method of distribution 
for the benefits of all employees in 
order to satisfy section 401(a)(9). 

(c) Elections. A plan may adopt a pro-
vision that permits employees (or 
beneficiaries) to elect on an individual 
basis whether the 5-year rule in section 
401(a)(9)(B)(ii) or the life expectancy 
rule in section 401(a)(9)(B)(iii) and (iv) 
applies to distributions after the death 
of an employee who has a designated 
beneficiary. Such an election must be 
made no later than the earlier of the 
end of the calendar year in which dis-
tribution would be required to com-
mence in order to satisfy the require-
ments for the life expectancy rule in 
section 401(a)(9)(B)(iii) and (iv) (see A– 
3 of this section for the determination 
of such calendar year) or the end of the 
calendar year which contains the fifth 
anniversary of the date of death of the 
employee. As of the last date the elec-
tion may be made, the election must be 
irrevocable with respect to the bene-
ficiary (and all subsequent bene-
ficiaries) and must apply to all subse-
quent calendar years. If a plan provides 
for the election, the plan may also 
specify the method of distribution that 
applies if neither the employee nor the 
beneficiary makes the election. If nei-
ther the employee nor the beneficiary 
elects a method and the plan does not 
specify which method applies, distribu-
tion must be made in accordance with 
paragraph (a) of this A–4. 

Q–5. If the employee’s surviving 
spouse is the employee’s sole des-
ignated beneficiary and such spouse 
dies after the employee, but before dis-
tributions have begun to the surviving 
spouse under section 401(a)(9)(B)(iii) 
and (iv), how is the employee’s interest 
to be distributed? 

A–5. Pursuant to section 
401(a)(9)(B)(iv)(II), if the surviving 
spouse is the employee’s sole des-
ignated beneficiary and dies after the 
employee, but before distributions to 
such spouse have begun under section 
401(a)(9)(B)(iii) and (iv), the 5-year rule 
in section 401(a)(9)(B)(ii) and the life 
expectancy rule in section 
401(a)(9)(B)(iii) are to be applied as if 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00218 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



207 

Internal Revenue Service, Treasury § 1.401(a)(9)–4 

the surviving spouse were the em-
ployee. In applying this rule, the date 
of death of the surviving spouse shall 
be substituted for the date of death of 
the employee. However, in such case, 
the rules in section 401(a)(9)(B)(iv) are 
not available to the surviving spouse of 
the deceased employee’s surviving 
spouse. 

Q–6. For purposes of section 
401(a)(9)(B)(iv)(II), when are distribu-
tions considered to have begun to the 
surviving spouse? 

A–6. Distributions are considered to 
have begun to the surviving spouse of 
an employee, for purposes of section 
401(a)(9)(B)(iv)(II), on the date, deter-
mined in accordance with A–3 of this 
section, on which distributions are re-
quired to commence to the surviving 
spouse, even though payments have ac-
tually been made before that date. See 
A–11 of § 1.401(a)(9)–6 for a special rule 
for annuities. 

[T.D. 8987, 67 FR 18994, Apr. 17, 2002, as 
amended by T.D. 9130, 69 FR 33293, June 15, 
2004] 

§ 1.401(a)(9)–4 Determination of the 
designated beneficiary. 

Q–1. Who is a designated beneficiary 
under section 401(a)(9)(E)? 

A–1. A designated beneficiary is an 
individual who is designated as a bene-
ficiary under the plan. An individual 
may be designated as a beneficiary 
under the plan either by the terms of 
the plan or, if the plan so provides, by 
an affirmative election by the em-
ployee (or the employee’s surviving 
spouse) specifying the beneficiary. A 
beneficiary designated as such under 
the plan is an individual who is enti-
tled to a portion of an employee’s ben-
efit, contingent on the employee’s 
death or another specified event. For 
example, if a distribution is in the form 
of a joint and survivor annuity over 
the life of the employee and another in-
dividual, the plan does not satisfy sec-
tion 401(a)(9) unless such other indi-
vidual is a designated beneficiary 
under the plan. A designated bene-
ficiary need not be specified by name 
in the plan or by the employee to the 
plan in order to be a designated bene-
ficiary so long as the individual who is 
to be the beneficiary is identifiable 
under the plan. The members of a class 

of beneficiaries capable of expansion or 
contraction will be treated as being 
identifiable if it is possible, to identify 
the class member with the shortest life 
expectancy. The fact that an employ-
ee’s interest under the plan passes to a 
certain individual under a will or oth-
erwise under applicable state law does 
not make that individual a designated 
beneficiary unless the individual is des-
ignated as a beneficiary under the plan. 
See A–6 of § 1.401(a)(9)–8 for rules which 
apply to qualified domestic relation or-
ders. 

Q–2. Must an employee (or the em-
ployee’s spouse) make an affirmative 
election specifying a beneficiary for a 
person to be a designated beneficiary 
under section 40l(a)(9)(E)? 

A–2. No, a designated beneficiary is 
an individual who is designated as a 
beneficiary under the plan whether or 
not the designation under the plan was 
made by the employee. The choice of 
beneficiary is subject to the require-
ments of sections 401(a)(11), 414(p), and 
417. 

Q–3. May a person other than an indi-
vidual be considered to be a designated 
beneficiary for purposes of section 
401(a)(9)? 

A–3. No, only individuals may be des-
ignated beneficiaries for purposes of 
section 401(a)(9). A person that is not 
an individual, such as the employee’s 
estate, may not be a designated bene-
ficiary. If a person other than an indi-
vidual is designated as a beneficiary of 
an employee’s benefit, the employee 
will be treated as having no designated 
beneficiary for purposes of section 
401(a)(9), even if there are also individ-
uals designated as beneficiaries. How-
ever, see A–5 of this section for special 
rules that apply to trusts and A–2 and 
A–3 of § 1.401(a)(9)–8 for rules that apply 
to separate accounts. 

Q–4. When is the designated bene-
ficiary determined? 

A–4. (a) General rule. In order to be a 
designated beneficiary, an individual 
must be a beneficiary as of the date of 
death. Except as provided in paragraph 
(b) and § 1.401(a)(9)–6, the employee’s 
designated beneficiary will be deter-
mined based on the beneficiaries des-
ignated as of the date of death who re-
main beneficiaries as of September 30 
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of the calendar year following the cal-
endar year of the employee’s death. 
Consequently, except as provided in 
§ 1.401(a)(9)–6, any person who was a 
beneficiary as of the date of the em-
ployee’s death, but is not a beneficiary 
as of that September 30 (e.g., because 
the person receives the entire benefit 
to which the person is entitled before 
that September 30), is not taken into 
account in determining the employee’s 
designated beneficiary for purposes of 
determining the distribution period for 
required minimum distributions after 
the employee’s death. Accordingly, if a 
person disclaims entitlement to the 
employee’s benefit, pursuant to a dis-
claimer that satisfies section 2518 by 
that September 30 thereby allowing 
other beneficiaries to receive the ben-
efit in lieu of that person, the dis-
claiming person is not taken into ac-
count in determining the employee’s 
designated beneficiary. 

(b) Surviving spouse. As provided in A– 
5 of § 1.401(a)(9)–3, if the employee’s 
spouse is the sole designated bene-
ficiary as of September 30 of the cal-
endar year following the calendar year 
of the employee’s death, and the sur-
viving spouse dies after the employee 
and before the date on which distribu-
tions have begun to the surviving 
spouse under section 401(a)(9)(B)(iii) 
and (iv), the rule in section 
40l(a)(9)(B)(iv)(II) will apply. Thus, for 
example, the relevant designated bene-
ficiary for determining the distribution 
period after the death of the surviving 
spouse is the designated beneficiary of 
the surviving spouse. Similarly, such 
designated beneficiary will be deter-
mined based on the beneficiaries des-
ignated as of the date of the surviving 
spouse’s death and who remain bene-
ficiaries as of September 30 of the cal-
endar year following the calendar year 
of the surviving spouse’s death. Fur-
ther, if, as of that September 30, there 
is no designated beneficiary under the 
plan with respect to that surviving 
spouse, distribution must be made in 
accordance with the 5-year rule in sec-
tion 401(a)(9)(B)(ii) and A–2 of 
§ 1.401(a)(9)–3. 

(c) Deceased beneficiary. For purposes 
of this A–4, an individual who is a bene-
ficiary as of the date of the employee’s 
death and dies prior to September 30 of 

the calendar year following the cal-
endar year of the employee’s death 
without disclaiming continues to be 
treated as a beneficiary as of the Sep-
tember 30 of the calendar year fol-
lowing the calendar year of the em-
ployee’s death in determining the em-
ployee’s designated beneficiary for pur-
poses of determining the distribution 
period for required minimum distribu-
tions after the employee’s death, with-
out regard to the identity of the suc-
cessor beneficiary who is entitled to 
distributions as the beneficiary of the 
deceased beneficiary. The same rule ap-
plies in the case of distributions to 
which A–5 of § 1.401(a)(9)–3 applies so 
that, if an individual is designated as a 
beneficiary of an employee’s surviving 
spouse as of the spouse’s date of death 
and dies prior to September 30 of the 
year following the year of the sur-
viving spouse’s death, that individual 
will continue to be treated as a des-
ignated beneficiary. 

Q–5. If a trust is named as a bene-
ficiary of an employee, will the bene-
ficiaries of the trust with respect to 
the trust’s interest in the employee’s 
benefit be treated as having been des-
ignated as beneficiaries of the em-
ployee under the plan for purposes of 
determining the distribution period 
under section 401(a)(9)? 

A–5. (a) If the requirements of para-
graph (b) of this A–5 are met with re-
spect to a trust that is named as the 
beneficiary of an employee under the 
plan, the beneficiaries of the trust (and 
not the trust itself) will be treated as 
having been designated as beneficiaries 
of the employee under the plan for pur-
poses of determining the distribution 
period under section 401(a)(9). 

(b) The requirements of this para-
graph (b) are met if, during any period 
during which required minimum dis-
tributions are being determined by 
treating the beneficiaries of the trust 
as designated beneficiaries of the em-
ployee, the following requirements are 
met— 

(1) The trust is a valid trust under 
state law, or would be but for the fact 
that there is no corpus. 

(2) The trust is irrevocable or will, by 
its terms, become irrevocable upon the 
death of the employee. 
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(3) The beneficiaries of the trust who 
are beneficiaries with respect to the 
trust’s interest in the employee’s ben-
efit are identifiable within the mean-
ing of A–1 of this section from the trust 
instrument. 

(4) The documentation described in 
A–6 of this section has been provided to 
the plan administrator. 

(c) In the case of payments to a trust 
having more than one beneficiary, see 
A–7 of § 1.401(a)(9)–5 for the rules for de-
termining the designated beneficiary 
whose life expectancy will be used to 
determine the distribution period and 
A–3 of this section for the rules that 
apply if a person other than an indi-
vidual is designated as a beneficiary of 
an employee’s benefit. However, the 
separate account rules under A–2 of 
§ 1.401(a)(9)–8 are not available to bene-
ficiaries of a trust with respect to the 
trust’s interest in the employee’s ben-
efit. 

(d) If the beneficiary of the trust 
named as beneficiary of the employee’s 
interest is another trust, the bene-
ficiaries of the other trust will be 
treated as being designated as bene-
ficiaries of the first trust, and thus, 
having been designated by the em-
ployee under the plan for purposes of 
determining the distribution period 
under section 401(a)(9)(A)(ii), provided 
that the requirements of paragraph (b) 
of this A–5 are satisfied with respect to 
such other trust in addition to the 
trust named as beneficiary. 

Q–6. If a trust is named as a bene-
ficiary of an employee, what docu-
mentation must be provided to the 
plan administrator? 

A–6. (a) Required minimum distributions 
before death. If an employee designates 
a trust as the beneficiary of his or her 
entire benefit and the employee’s 
spouse is the sole beneficiary of the 
trust, in order to satisfy the docu-
mentation requirements of this A–6 so 
that the spouse can be treated as the 
sole designated beneficiary of the em-
ployee’s benefits (if the other require-
ments of paragraph (b) of A–5 of this 
section are satisfied), the employee 
must either— 

(1) Provide to the plan administrator 
a copy of the trust instrument and 
agree that if the trust instrument is 
amended at any time in the future, the 

employee will, within a reasonable 
time, provide to the plan administrator 
a copy of each such amendment; or 

(2) Provide to the plan administrator 
a list of all of the beneficiaries of the 
trust (including contingent and 
remaindermen beneficiaries with a de-
scription of the conditions on their en-
titlement sufficient to establish that 
the spouse is the sole beneficiary) for 
purposes of section 401(a)(9); certify 
that, to the best of the employee’s 
knowledge, this list is correct and com-
plete and that the requirements of 
paragraph (b)(1), (2), and (3) of A–5 of 
this section are satisfied; agree that, if 
the trust instrument is amended at any 
time in the future, the employee will, 
within a reasonable time, provide to 
the plan administrator corrected cer-
tifications to the extent that the 
amendment changes any information 
previously certified; and agree to pro-
vide a copy of the trust instrument to 
the plan administrator upon demand. 

(b) Required minimum distributions 
after death. In order to satisfy the docu-
mentation requirement of this A–6 for 
required minimum distributions after 
the death of the employee (or spouse in 
a case to which A–5 of § 1.401(a)(9)–3 ap-
plies), by October 31 of the calendar 
year immediately following the cal-
endar year in which the employee died, 
the trustee of the trust must either— 

(1) Provide the plan administrator 
with a final list of all beneficiaries of 
the trust (including contingent and 
remaindermen beneficiaries with a de-
scription of the conditions on their en-
titlement) as of September 30 of the 
calendar year following the calendar 
year of the employee’s death; certify 
that, to the best of the trustee’s knowl-
edge, this list is correct and complete 
and that the requirements of paragraph 
(b)(1), (2), and (3) of A–5 of this section 
are satisfied; and agree to provide a 
copy of the trust instrument to the 
plan administrator upon demand; or 

(2) Provide the plan administrator 
with a copy of the actual trust docu-
ment for the trust that is named as a 
beneficiary of the employee under the 
plan as of the employee’s date of death. 

(c) Relief for discrepancy between trust 
instrument and employee certifications or 
earlier trust instruments. (1) If required 
minimum distributions are determined 
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based on the information provided to 
the plan administrator in certifi-
cations or trust instruments described 
in paragraph (a) or (b) of this A–6, a 
plan will not fail to satisfy section 
401(a)(9) merely because the actual 
terms of the trust instrument are in-
consistent with the information in 
those certifications or trust instru-
ments previously provided to the plan 
administrator, but only if the plan ad-
ministrator reasonably relied on the 
information provided and the required 
minimum distributions for calendar 
years after the calendar year in which 
the discrepancy is discovered are deter-
mined based on the actual terms of the 
trust instrument. 

(2) For purposes of determining the 
amount of the excise tax under section 
4974, the required minimum distribu-
tion is determined for any year based 
on the actual terms of the trust in ef-
fect during the year. 

[T.D. 8987, 67 FR 18994, Apr. 17, 2002, as 
amended by T.D. 9130, 69 FR 33293, June 15, 
2004] 

§ 1.401(a)(9)–5 Required minimum dis-
tributions from defined contribu-
tion plans. 

Q–1. If an employee’s benefit is in the 
form of an individual account under a 
defined contribution plan, what is the 
amount required to be distributed for 
each calendar year? 

A–1. (a) General rule. If an employee’s 
accrued benefit is in the form of an in-
dividual account under a defined con-
tribution plan, the minimum amount 
required to be distributed for each dis-
tribution calendar year, as defined in 
paragraph (b) of this A–1, is equal to 
the quotient obtained by dividing the 
account (determined under A–3 of this 
section) by the applicable distribution 
period (determined under A–4 or A–5 of 
this section, whichever is applicable). 
However, the required minimum dis-
tribution amount will never exceed the 
entire account balance on the date of 
the distribution. See A–8 of this section 
for rules that apply if a portion of the 
employee’s account is not vested. Fur-
ther, the minimum distribution re-
quired to be distributed on or before an 
employee’s required beginning date is 
always determined under section 

401(a)(9)(A)(ii) and this A–1 and not sec-
tion 401(a)(9)(A)(i). 

(b) Distribution calendar year. A cal-
endar year for which a minimum dis-
tribution is required is a distribution 
calendar year. If an employee’s re-
quired beginning date is April 1 of the 
calendar year following the calendar 
year in which the employee attains age 
701⁄2, the employee’s first distribution 
calendar year is the year the employee 
attains age 701⁄2. If an employee’s re-
quired beginning date is April 1 of the 
calendar year following the calendar 
year in which the employee retires, the 
employee’s first distribution calendar 
year is the calendar year in which the 
employee retires. In the case of dis-
tributions to be made in accordance 
with the life expectancy rule in 
§ 1.401(a)(9)–3 and in section 
401(a)(9)(B)(iii) and (iv), the first dis-
tribution calendar year is the calendar 
year containing the date described in 
A–3(a) or A–3(b) of § 1.401(a)(9)–3, which-
ever is applicable. 

(c) Time for distributions. The distribu-
tion required to be made on or before 
the employee’s required beginning date 
shall be treated as the distribution re-
quired for the employee’s first distribu-
tion calendar year (as defined in para-
graph (b) of this A–1). The required 
minimum distribution for other dis-
tribution calendar years, including the 
required minimum distribution for the 
distribution calendar year in which the 
employee’s required beginning date oc-
curs, must be made on or before the 
end of that distribution calendar year. 

(d) Minimum distribution incidental 
benefit requirement. If distributions of 
an employee’s account balance under a 
defined contribution plan are made in 
accordance with this section, the min-
imum distribution incidental benefit 
requirement of section 401(a)(9)(G) is 
satisfied. Further, with respect to the 
retirement benefits provided by that 
account balance, to the extent the inci-
dental benefit requirement of § 1.401– 
1(b)(1)(i) requires a distribution, that 
requirement is deemed to be satisfied if 
distributions satisfy the minimum dis-
tribution incidental benefit require-
ment of section 401(a)(9)(G) and this 
section. 
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(e) Annuity contracts. Instead of satis-
fying this A–1, the minimum distribu-
tion requirement may be satisfied by 
the purchase of an annuity contract 
from an insurance company in accord-
ance with A–4 of § 1.401(a)(9)-6 with the 
employee’s entire individual account. 
If such an annuity is purchased after 
distributions are required to commence 
(the required beginning date, in the 
case of distributions commencing be-
fore death, or the date determined 
under A–3 of § 1.401(a)(9)-3, in the case 
of distributions commencing after 
death), payments under the annuity 
contract purchased will satisfy section 
401(a)(9) for distribution calendar years 
after the calendar year of the purchase 
if payments under the annuity con-
tract are made in accordance with 
§ 1.401(a)(9)-6T. In such a case, pay-
ments under the annuity contract will 
be treated as distributions from the in-
dividual account for purposes of deter-
mining if the individual account satis-
fies section 401(a)(9) for the calendar 
year of the purchase. An employee may 
also purchase an annuity contract with 
a portion of the employee’s account 
under the rules of A–2(a)(3) of 
§ 1.401(a)(9)-8. 

Q–2. If an employee’s benefit is in the 
form of an individual account and, in 
any calendar year, the amount distrib-
uted exceeds the minimum required, 
will credit be given in subsequent cal-
endar years for such excess distribu-
tion? 

A–2. If, for any distribution calendar 
year, the amount distributed exceeds 
the minimum required, no credit will 
be given in subsequent calendar years 
for such excess distribution. 

Q–3. What is the amount of the ac-
count of an employee used for deter-
mining the employee’s required min-
imum distribution in the case of an in-
dividual account? 

A–3. (a) In the case of an individual 
account, the benefit used in deter-
mining the required minimum distribu-
tion for a distribution calendar year is 
the account balance as of the last valu-
ation date in the calendar year imme-
diately preceding that distribution cal-
endar year (valuation calendar year) 
adjusted in accordance with paragraphs 
(b), (c), and (d) of this A–3. 

(b) The account balance is increased 
by the amount of any contributions or 
forfeitures allocated to the account 
balance as of dates in the valuation 
calendar year after the valuation date. 
For this purpose, contributions that 
are allocated to the account balance as 
of dates in the valuation calendar year 
after the valuation date, but that are 
not actually made during the valuation 
calendar year, are permitted to be ex-
cluded. 

(c) The account balance is decreased 
by distributions made in the valuation 
calendar year after the valuation date. 

(d) The account balance does not in-
clude the value of any qualifying lon-
gevity annuity contract (QLAC), de-
fined in A–17 of § 1.401(a)(9)–6, that is 
held under the plan. This paragraph (d) 
applies only to contracts purchased on 
or after July 2, 2014. 

(e) If an amount is distributed from a 
plan and rolled over to another plan 
(receiving plan), A–2 of § 1.401(a)(9)–7 
provides additional rules for deter-
mining the benefit and required min-
imum distribution under the receiving 
plan. If an amount is transferred from 
one plan (transferor plan) to another 
plan (transferee plan) in a transfer to 
which section 414(l) applies, A–3 and A– 
4 of § 1.401(a)(9)–7 provide additional 
rules for determining the amount of 
the required minimum distribution and 
the benefit under both the transferor 
and transferee plans. 

Q–4. For required minimum distribu-
tions during an employee’s lifetime, 
what is the applicable distribution pe-
riod? 

A–4. (a) General rule. Except as pro-
vided in paragraph (b) of this A–4, the 
applicable distribution period for re-
quired minimum distributions for dis-
tribution calendar years up to and in-
cluding the distribution calendar year 
that includes the employee’s date of 
death is determined using the Uniform 
Lifetime Table in A–2 of § 1.401(a)(9)-9 
for the employee’s age as of the em-
ployee’s birthday in the relevant dis-
tribution calendar year. If an employee 
dies on or after the required beginning 
date, the distribution period applicable 
for calculating the amount that must 
be distributed during the distribution 
calendar year that includes the em-
ployee’s death is determined as if the 
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employee had lived throughout that 
year. Thus, a minimum required dis-
tribution, determined as if the em-
ployee had lived throughout that year, 
is required for the year of the employ-
ee’s death and that amount must be 
distributed to a beneficiary to the ex-
tent it has not already been distributed 
to the employee. 

(b) Spouse is sole beneficiary—(1) Gen-
eral rule. Except as otherwise provided 
in paragraph (b)(2) of this A–4, if the 
sole designated beneficiary of an em-
ployee is the employee’s surviving 
spouse, for required minimum distribu-
tions during the employee’s lifetime, 
the applicable distribution period is 
the longer of the distribution period 
determined in accordance with para-
graph (a) of this A–4 or the joint life 
expectancy of the employee and spouse 
using the employee’s and spouse’s at-
tained ages as of the employee’s and 
the spouse’s birthdays in the distribu-
tion calendar year. The spouse is sole 
designated beneficiary for purposes of 
determining the applicable distribution 
period for a distribution calendar year 
during the employee’s lifetime only if 
the spouse is the sole beneficiary of the 
employee’s entire interest at all times 
during the distribution calendar year. 

(2) Change in marital status. If the em-
ployee and the employee’s spouse are 
married on January 1 of a distribution 
calendar year, but do not remain mar-
ried throughout that year (i.e., the em-
ployee or the employee’s spouse die or 
they become divorced during that 
year), the employee will not fail to 
have a spouse as the employee’s sole 
beneficiary for that year merely be-
cause they are not married throughout 
that year. If an employee’s spouse 
predeceases the employee, the spouse 
will not fail to be the employee’s sole 
beneficiary for the distribution cal-
endar year that includes the date of 
the spouse’s death solely because, for 
the period remaining in that year after 
the spouse’s death, someone other than 
the spouse is named as beneficiary. 
However, the change in beneficiary due 
to the death or divorce of the spouse 
will be effective for purposes of deter-
mining the applicable distribution pe-
riod under section 401(a)(9) in the dis-
tribution calendar year following the 
distribution calendar year that in-

cludes the date of the spouse’s death or 
divorce. 

Q–5. For required minimum distribu-
tions after an employee’s death, what 
is the applicable distribution period? 

A–5. (a) Death on or after the employ-
ee’s required beginning date. If an em-
ployee dies after distribution has begun 
as determined under A–6 of § 1.401(a)(9)– 
2 (generally on or after the employee’s 
required beginning date), in order to 
satisfy section 401(a)(9)(B)(i), the appli-
cable distribution period for distribu-
tion calendar years after the distribu-
tion calendar year containing the em-
ployee’s date of death is either— 

(1) If the employee has a designated 
beneficiary as of the date determined 
under A–4 of § 1.401(a)(9)–4, the longer 
of— 

(i) The remaining life expectancy of 
the employee’s designated beneficiary 
determined in accordance with para-
graph (c)(1) or (2) of this A–5; and 

(ii) The remaining life expectancy of 
the employee determined in accordance 
with paragraph (c)(3) of this A–5; or 

(2) If the employee does not have a 
designated beneficiary as of the date 
determined under A–4 of § 1.401(a)(9)–4, 
the remaining life expectancy of the 
employee determined in accordance 
with paragraph (c)(3) of this A–5. 

(b) Death before an employee’s required 
beginning date. If an employee dies be-
fore distribution has begun, as deter-
mined under A–5 of § 1.401(a)(9)–2 (gen-
erally before the employee’s required 
beginning date), in order to satisfy sec-
tion 401(a)(9)(B)(iii) or (iv) and the life 
expectancy rule described in A–1 of 
§ 1.401(a)(9)–3, the applicable distribu-
tion period for distribution calendar 
years after the distribution calendar 
year containing the employee’s date of 
death is determined in accordance with 
paragraph (c) of this A–5. See A–4 of 
§ 1.401(a)(9)–3 to determine when the 5- 
year rule in section 401(a)(9)(B)(ii) ap-
plies (e.g., there is no designated bene-
ficiary or the 5-year rule is elected or 
specified by plan provision). 

(c) Life expectancy—(1) Nonspouse des-
ignated beneficiary. Except as otherwise 
provided in paragraph (c)(2), the appli-
cable distribution period measured by 
the beneficiary’s remaining life expect-
ancy is determined using the bene-
ficiary’s age as of the beneficiary’s 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00224 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



213 

Internal Revenue Service, Treasury § 1.401(a)(9)–5 

birthday in the calendar year imme-
diately following the calendar year of 
the employee’s death. In subsequent 
calendar years, the applicable distribu-
tion period is reduced by one for each 
calendar year that has elapsed after 
the calendar year immediately fol-
lowing the calendar year of the em-
ployee’s death. 

(2) Spouse designated beneficiary. If the 
surviving spouse of the employee is the 
employee’s sole beneficiary, the appli-
cable distribution period is measured 
by the surviving spouse’s life expect-
ancy using the surviving spouse’s 
birthday for each distribution calendar 
year after the calendar year of the em-
ployee’s death up through the calendar 
year of the spouse’s death. For cal-
endar years after the calendar year of 
the spouse’s death, the applicable dis-
tribution period is the life expectancy 
of the spouse using the age of the 
spouse as of the spouse’s birthday in 
the calendar year of the spouse’s death, 
reduced by one for each calendar year 
that has elapsed after the calendar 
year of the spouse’s death. 

(3) No designated beneficiary. If the 
employee does not have a designated 
beneficiary, the applicable distribution 
period measured by the employee’s re-
maining life expectancy is the life ex-
pectancy of the employee using the age 
of the employee as of the employee’s 
birthday in the calendar year of the 
employee’s death. In subsequent cal-
endar years the applicable distribution 
period is reduced by one for each cal-
endar year that has elapsed after the 
calendar year of the employee’s death. 

Q–6. What life expectancies must be 
used for purposes of determining re-
quired minimum distributions under 
section 401(a)(9)? 

A–6. Life expectancies for purposes of 
determining required minimum dis-
tributions under section 401(a)(9) must 
be computed using the Single Life 
Table in A–1 of § 1.401(a)(9)–9 and the 
Joint and Last Survivor Table in A–3 of 
§ 1.401(a)(9)–9. 

Q–7. If an employee has more than 
one designated beneficiary, which des-
ignated beneficiary’s life expectancy 
will be used to determine the applica-
ble distribution period? 

A–7. (a) General rule—(1) Except as 
otherwise provided in paragraph (c) of 

this A–7, if more than one individual is 
designated as a beneficiary with re-
spect to an employee as of the applica-
ble date for determining the designated 
beneficiary under A–4 of § 1.401(a)(9)–4, 
the designated beneficiary with the 
shortest life expectancy will be the 
designated beneficiary for purposes of 
determining the applicable distribution 
period. 

(2) See A–3 of § 1.401(a)(9)-4 for rules 
that apply if a person other than an in-
dividual is designated as a beneficiary 
and see A–2 and A–3 of § 1.401(a)(9)-8 for 
special rules that apply if an employ-
ee’s benefit under a plan is divided into 
separate accounts and the beneficiaries 
with respect to a separate account dif-
fer from the beneficiaries of another 
separate account. 

(b) Contingent beneficiary. Except as 
provided in paragraph (c)(1) of this A–7, 
if a beneficiary’s entitlement to an em-
ployee’s benefit after the employee’s 
death is a contingent right, such con-
tingent beneficiary is nevertheless con-
sidered to be a beneficiary for purposes 
of determining whether a person other 
than an individual is designated as a 
beneficiary (resulting in the employee 
being treated as having no designated 
beneficiary under the rules of A–3 of 
§ 1.401(a)(9)-4) and which designated 
beneficiary has the shortest life ex-
pectancy under paragraph (a) of this A– 
7. 

(c) Successor beneficiary—(1) A person 
will not be considered a beneficiary for 
purposes of determining who is the 
beneficiary with the shortest life ex-
pectancy under paragraph (a) of this A– 
7, or whether a person who is not an in-
dividual is a beneficiary, merely be-
cause the person could become the suc-
cessor to the interest of one of the em-
ployee’s beneficiaries after that bene-
ficiary’s death. However, the preceding 
sentence does not apply to a person 
who has any right (including a contin-
gent right) to an employee’s benefit be-
yond being a mere potential successor 
to the interest of one of the employee’s 
beneficiaries upon that beneficiary’s 
death. Thus, for example, if the first 
beneficiary has a right to all income 
with respect to an employee’s indi-
vidual account during that bene-
ficiary’s life and a second beneficiary 
has a right to the principal but only 
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after the death of the first income ben-
eficiary (any portion of the principal 
distributed during the life of the first 
income beneficiary to be held in trust 
until that first beneficiary’s death), 
both beneficiaries must be taken into 
account in determining the beneficiary 
with the shortest life expectancy and 
whether only individuals are bene-
ficiaries. 

(2) If the individual beneficiary 
whose life expectancy is being used to 
calculate the distribution period dies 
after September 30 of the calendar year 
following the calendar year of the em-
ployee’s death, such beneficiary’s re-
maining life expectancy will be used to 
determine the distribution period with-
out regard to the life expectancy of the 
subsequent beneficiary. 

(3) This paragraph (c) is illustrated 
by the following examples: 

Example 1. (i) Employer M maintains a de-
fined contribution plan, Plan X. Employee A, 
an employee of M, died in 2005 at the age of 
55, survived by spouse, B, who was 50 years 
old. Prior to A’s death, M had established an 
account balance for A in Plan X. A’s account 
balance is invested only in productive assets. 
A named a testamentary trust (Trust P) es-
tablished under A’s will as the beneficiary of 
all amounts payable from A’s account in 
Plan X after A’s death. A copy of the Trust 
P and a list of the trust beneficiaries were 
provided to the plan administrator of Plan X 
by October 31 of the calendar year following 
the calendar year of A’s death. As of the date 
of A’s death, the Trust P was irrevocable and 
was a valid trust under the laws of the state 
of A’s domicile. A’s account balance in Plan 
X was includible in A’s gross estate under 
§ 2039. 

(ii) Under the terms of Trust P, all trust 
income is payable annually to B, and no one 
has the power to appoint Trust P principal 
to any person other than B. A’s children, 
who are all younger than B, are the sole re-
mainder beneficiaries of the Trust P. No 
other person has a beneficial interest in 
Trust P. Under the terms of the Trust P, B 
has the power, exercisable annually, to com-
pel the trustee to withdraw from A’s account 
balance in Plan X an amount equal to the in-
come earned on the assets held in A’s ac-
count in Plan X during the calendar year and 
to distribute that amount through Trust P 
to B. Plan X contains no prohibition on with-
drawal from A’s account of amounts in ex-
cess of the annual required minimum dis-
tributions under section 401(a)(9). In accord-
ance with the terms of Plan X, the trustee of 
Trust P elects, in order to satisfy section 
401(a)(9), to receive annual required min-

imum distributions using the life expectancy 
rule in section 401(a)(9)(B)(iii) for distribu-
tions over a distribution period equal to B’s 
life expectancy. If B exercises the with-
drawal power, the trustee must withdraw 
from A’s account under Plan X the greater of 
the amount of income earned in the account 
during the calendar year or the required 
minimum distribution. However, under the 
terms of Trust P, and applicable state law, 
only the portion of the Plan X distribution 
received by the trustee equal to the income 
earned by A’s account in Plan X is required 
to be distributed to B (along with any other 
trust income.) 

(iii) Because some amounts distributed 
from A’s account in Plan X to Trust P may 
be accumulated in Trust P during B’s life-
time for the benefit of A’s children, as 
remaindermen beneficiaries of Trust P, even 
though access to those amounts are delayed 
until after B’s death, A’s children are bene-
ficiaries of A’s account in Plan X in addition 
to B and B is not the sole designated bene-
ficiary of A’s account. Thus the designated 
beneficiary used to determine the distribu-
tion period from A’s account in Plan X is the 
beneficiary with the shortest life expect-
ancy. B’s life expectancy is the shortest of 
all the potential beneficiaries of the testa-
mentary trust’s interest in A’s account in 
Plan X (including remainder beneficiaries). 
Thus, the distribution period for purposes of 
section 401(a)(9)(B)(iii) is B’s life expectancy. 
Because B is not the sole designated bene-
ficiary of the testamentary trust’s interest 
in A’s account in Plan X, the special rule in 
401(a)(9)(B)(iv) is not available and the an-
nual required minimum distributions from 
the account to Trust M must begin no later 
than the end of the calendar year imme-
diately following the calendar year of A’s 
death. 

Example 2. (i) The facts are the same as Ex-
ample 1 except that the testamentary trust 
instrument provides that all amounts dis-
tributed from A’s account in Plan X to the 
trustee while B is alive will be paid directly 
to B upon receipt by the trustee of Trust P. 

(ii) In this case, B is the sole designated 
beneficiary of A’s account in Plan X for pur-
poses of determining the designated bene-
ficiary under section 401(a)(9)(B)(iii) and (iv). 
No amounts distributed from A’s account in 
Plan X to Trust P are accumulated in Trust 
P during B’s lifetime for the benefit of any 
other beneficiary. Therefore, the residuary 
beneficiaries of Trust P are mere potential 
successors to B’s interest in Plan X. Because 
B is the sole beneficiary of the testamentary 
trust’s interest in A’s account in Plan X, the 
annual required minimum distributions from 
A’s account to Trust P must begin no later 
than the end of the calendar year in which A 
would have attained age 701⁄2, rather than the 
calendar year immediately following the cal-
endar year of A’s death. 
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Q–8. If a portion of an employee’s in-
dividual account is not vested as of the 
employee’s required beginning date, 
how is the determination of the re-
quired minimum distribution affected? 

A–8. If the employee’s benefit is in 
the form of an individual account, the 
benefit used to determine the required 
minimum distribution for any distribu-
tion calendar year will be determined 
in accordance with A–1 of this section 
without regard to whether or not all of 
the employee’s benefit is vested. If any 
portion of the employee’s benefit is not 
vested, distributions will be treated as 
being paid from the vested portion of 
the benefit first. If, as of the end of a 
distribution calendar year (or as of the 
employee’s required beginning date, in 
the case of the employee’s first dis-
tribution calendar year), the total 
amount of the employee’s vested ben-
efit is less than the required minimum 
distribution for the calendar year, only 
the vested portion, if any, of the em-
ployee’s benefit is required to be dis-
tributed by the end of the calendar 
year (or, if applicable, by the employ-
ee’s required beginning date). However, 
the required minimum distribution for 
the subsequent distribution calendar 
year must be increased by the sum of 
amounts not distributed in prior cal-
endar years because the employee’s 
vested benefit was less than the re-
quired minimum distribution. 

Q–9. Which amounts distributed from 
an individual account are taken into 
account in determining whether sec-
tion 401(a)(9) is satisfied and which 
amounts are not taken into account in 
determining whether section 401(a)(9) is 
satisfied? 

A–9. (a) General rule. Except as pro-
vided in paragraph (b), all amounts dis-
tributed from an individual account 
are distributions that are taken into 
account in determining whether sec-
tion 401(a)(9) is satisfied, regardless of 
whether the amount is includible in in-
come. Thus, for example, amounts that 
are excluded from income as recovery 
of investment in the contract under 
section 72 are taken into account for 
purposes of determining whether sec-
tion 401(a)(9) is satisfied for a distribu-
tion calendar year. Similarly, amounts 
excluded from income as net unrealized 
appreciation on employer securities 

also are amounts distributed for pur-
poses of determining if section 401(a)(9) 
is satisfied. 

(b) Exceptions. The following amounts 
are not taken into account in deter-
mining whether the required minimum 
amount has been distributed for a cal-
endar year: 

(1) Elective deferrals (as defined in 
section 402(g)(3)) and employee con-
tributions that, pursuant to rules pre-
scribed by the Commissioner in rev-
enue rulings, notices, or other guidance 
published in the Internal Revenue Bul-
letin (see § 601.601(d)(2) of this chapter), 
are returned to the employee (together 
with the income allocable thereto) in 
order to comply with the section 415 
limitations. 

(2) Corrective distributions of excess 
deferrals as described in § 1.402(g)- 
1(e)(3), together with the income allo-
cable to these distributions. 

(3) Corrective distributions of excess 
contributions under a qualified cash or 
deferred arrangement under section 
401(k)(8) and excess aggregate contribu-
tions under section 401(m)(6), together 
with the income allocable to these dis-
tributions. 

(4) Loans that are treated as deemed 
distributions pursuant to section 72(p). 

(5) Dividends described in section 
404(k) that are paid on employer securi-
ties. (Amounts paid to the plan that, 
pursuant to section 404(k)(2)(A)(iii)(II), 
are included in the account balance 
and subsequently distributed from the 
account lose their character as divi-
dends.) 

(6) The costs of life insurance cov-
erage (P.S. 58 costs). 

(7) Similar items designated by the 
Commissioner in revenue rulings, no-
tices, and other guidance published in 
the Internal Revenue Bulletin. See 
§ 601.601(d)(2)(ii)(b) of this chapter. 

[T.D. 8987, 67 FR 18994, Apr. 17, 2002, as 
amended by T.D. 9130, 69 FR 33293, June 15, 
2004; T.D. 9319, 72 FR 16894, Apr. 5, 2007;T.D. 
9673, 79 FR 37639, July 2, 2014] 

§ 1.401(a)(9)–6 Required minimum dis-
tributions for defined benefit plans 
and annuity contracts. 

Q–1. How must distributions under a 
defined benefit plan be paid in order to 
satisfy section 401(a)(9)? 
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A–1. (a) General rules. In order to sat-
isfy section 401(a)(9), except as other-
wise provided in this section, distribu-
tions of the employee’s entire interest 
under a defined benefit plan must be 
paid in the form of periodic annuity 
payments for the employee’s life (or 
the joint lives of the employee and ben-
eficiary) or over a period certain that 
does not exceed the maximum length 
of the period certain determined in ac-
cordance with A–3 of this section. The 
interval between payments for the an-
nuity must be uniform over the entire 
distribution period and must not ex-
ceed one year. Once payments have 
commenced over a period, the period 
may only be changed in accordance 
with A–13 of this section. Life (or joint 
and survivor) annuity payments must 
satisfy the minimum distribution inci-
dental benefit requirements of A–2 of 
this section. Except as otherwise pro-
vided in this section (such as permitted 
increases described in A–14 of this sec-
tion), all payments (whether paid over 
an employee’s life, joint lives, or a pe-
riod certain) also must be non-
increasing. 

(b) Life annuity with period certain. 
The annuity may be a life annuity (or 
joint and survivor annuity) with a pe-
riod certain if the life (or lives, if appli-
cable) and period certain each meet the 
requirements of paragraph (a) of this 
A–1. For purposes of this section, if dis-
tributions are permitted to be made 
over the lives of the employee and the 
designated beneficiary, references to a 
life annuity include a joint and sur-
vivor annuity. 

(c) Annuity commencement. (1) Annu-
ity payments must commence on or be-
fore the employee’s required beginning 
date (within the meaning of A–2 of 
§ 1.401(a)(9)–2). The first payment, 
which must be made on or before the 
employee’s required beginning date, 
must be the payment which is required 
for one payment interval. The second 
payment need not be made until the 
end of the next payment interval even 
if that payment interval ends in the 
next calendar year. Similarly, in the 
case of distributions commencing after 
death in accordance with section 
401(a)(9)(B)(iii) and (iv), the first pay-
ment, which must be made on or before 
the date determined under A–3(a) or (b) 

(whichever is applicable) of § 1.401(a)(9)– 
3, must be the payment which is re-
quired for one payment interval. Pay-
ment intervals are the periods for 
which payments are received, e.g., bi-
monthly, monthly, semi-annually, or 
annually. All benefit accruals as of the 
last day of the first distribution cal-
endar year must be included in the cal-
culation of the amount of annuity pay-
ments for payment intervals ending on 
or after the employee’s required begin-
ning date. 

(2) This paragraph (c) is illustrated 
by the following example: 

Example. A defined benefit plan (Plan X) 
provides monthly annuity payments of $500 
for the life of unmarried participants with a 
10-year period certain. An unmarried, retired 
participant (A) in Plan X attains age 701⁄2 in 
2005. In order to meet the requirements of 
this paragraph, the first monthly payment of 
$500 must be made on behalf of A on or before 
April 1, 2006, and the payments must con-
tinue to be made in monthly payments of 
$500 thereafter for the life and 10-year period 
certain. 

(d) Single sum distributions. In the case 
of a single sum distribution of an em-
ployee’s entire accrued benefit during a 
distribution calendar year, the amount 
that is the required minimum distribu-
tion for the distribution calendar year 
(and thus not eligible for rollover 
under section 402(c)) is determined 
using either the rule in paragraph (d)(1) 
or the rule in paragraph (d)(2) of this 
A–1. 

(1) The portion of the single sum dis-
tribution that is a required minimum 
distribution is determined by treating 
the single sum distribution as a dis-
tribution from an individual account 
plan and treating the amount of the 
single sum distribution as the employ-
ee’s account balance as of the end of 
the relevant valuation calendar year. If 
the single sum distribution is being 
made in the calendar year containing 
the required beginning date and the re-
quired minimum distribution for the 
employee’s first distribution calendar 
year has not been distributed, the por-
tion of the single sum distribution that 
represents the required minimum dis-
tribution for the employee’s first and 
second distribution calendar years is 
not eligible for rollover. 

(2) The portion of the single sum dis-
tribution that is a required minimum 
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distribution is permitted to be deter-
mined by expressing the employee’s 
benefit as an annuity that would sat-
isfy this section with an annuity start-
ing date as of the first day of the dis-
tribution calendar year for which the 
required minimum distribution is 
being determined, and treating one 
year of annuity payments as the re-
quired minimum distribution for that 
year, and not eligible for rollover. If 
the single sum distribution is being 
made in the calendar year containing 
the required beginning date and the re-
quired minimum distribution for the 
employee’s first distribution calendar 
year has not been made, the benefit 
must be expressed as an annuity with 
an annuity starting date as of the first 
day of the first distribution calendar 
year and the payments for the first two 
distribution calendar years would be 
treated as required minimum distribu-
tions, and not eligible for rollover. 

(e) Death benefits. The rule in para-
graph (a) of this A–1, prohibiting in-
creasing payments under an annuity 
applies to payments made upon the 
death of an employee. However, for 
purposes of this section, an ancillary 
death benefit described in this para-
graph (e) may be disregarded in apply-
ing that rule. Such an ancillary death 
benefit is excluded in determining an 
employee’s entire interest and the 
rules prohibiting increasing payments 
do not apply to such an ancillary death 
benefit. A death benefit with respect to 
an employee’s benefit is an ancillary 
death benefit for purposes of this A–1 
if— 

(1) It is not paid as part of the em-
ployee’s accrued benefit or under any 
optional form of the employee’s ben-
efit; and 

(2) The death benefit, together with 
any other potential payments with re-
spect to the employee’s benefit that 
may be provided to a survivor, satisfy 
the incidental benefit requirement of 
§ 1.401–1(b)(1)(i). 

(f) Additional guidance. Additional 
guidance regarding how distributions 
under a defined benefit plan must be 
paid in order to satisfy section 401(a)(9) 
may be issued by the Commissioner in 
revenue rulings, notices, or other guid-
ance published in the Internal Revenue 

Bulletin. See § 601.601(d)(2)(ii)(b) of this 
chapter. 

Q–2. How must distributions in the 
form of a life (or joint and survivor) an-
nuity be made in order to satisfy the 
minimum distribution incidental ben-
efit (MDIB) requirement of section 
401(a)(9)(G) and the distribution compo-
nent of the incidental benefit require-
ment of § 1.401–1(b)(1)(i)? 

A–2. (a) Life annuity for employee. If 
the employee’s benefit is paid in the 
form of a life annuity for the life of the 
employee satisfying section 401(a)(9) 
without regard to the MDIB require-
ment, the MDIB requirement of section 
401(a)(9)(G) will be satisfied. 

(b) Joint and survivor annuity, spouse 
beneficiary. If the employee’s sole bene-
ficiary, as of the annuity starting date 
for annuity payments, is the employ-
ee’s spouse and the distributions sat-
isfy section 401(a)(9) without regard to 
the MDIB requirement, the distribu-
tions to the employee will be deemed 
to satisfy the MDIB requirement of 
section 401(a)(9)(G). For example, if an 
employee’s benefit is being distributed 
in the form of a joint and survivor an-
nuity for the lives of the employee and 
the employee’s spouse and the spouse is 
the sole beneficiary of the employee, 
the amount of the periodic payment 
payable to the spouse would not violate 
the MDIB requirement if it was 100 per-
cent of the annuity payment payable 
to the employee, regardless of the dif-
ference in the ages between the em-
ployee and the employee’s spouse. 

(c) Joint and survivor annuity, non-
spouse beneficiary—(1) Explanation of 
rule. If distributions commence under a 
distribution option that is in the form 
of a joint and survivor annuity for the 
joint lives of the employee and a bene-
ficiary other than the employee’s 
spouse, the minimum distribution inci-
dental benefit requirement will not be 
satisfied as of the date distributions 
commence unless under the distribu-
tion option, the annuity payments to 
be made on and after the employee’s 
required beginning date will satisfy the 
conditions of this paragraph (c). The 
periodic annuity payment payable to 
the survivor must not at any time on 
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and after the employee’s required be-
ginning date exceed the applicable per-
centage of the annuity payment pay-
able to the employee using the table in 
paragraph (c)(2) of this A–2. The appli-
cable percentage is based on the ad-
justed employee/beneficiary age dif-
ference. The adjusted employee/bene-
ficiary age difference is determined by 
first calculating the excess of the age 
of the employee over the age of the 
beneficiary based on their ages on their 
birthdays in a calendar year. Then, if 
the employee is younger than age 70, 
the age difference determined in the 
previous sentence is reduced by the 
number of years that the employee is 
younger than age 70 on the employee’s 
birthday in the calendar year that con-
tains the annuity starting date. In the 
case of an annuity that provides for in-
creasing payments, the requirement of 
this paragraph (c) will not be violated 
merely because benefit payments to 
the beneficiary increase, provided the 
increase is determined in the same 
manner for the employee and the bene-
ficiary. 

(2) Table. 

Adjusted employee/beneficiary age difference Applicable 
percentage 

10 years or less ............................................... 100 
11 ..................................................................... 96 
12 ..................................................................... 93 
13 ..................................................................... 90 
14 ..................................................................... 87 
15 ..................................................................... 84 
16 ..................................................................... 82 
17 ..................................................................... 79 
18 ..................................................................... 77 
19 ..................................................................... 75 
20 ..................................................................... 73 
21 ..................................................................... 72 
22 ..................................................................... 70 
23 ..................................................................... 68 
24 ..................................................................... 67 
25 ..................................................................... 66 
26 ..................................................................... 64 
27 ..................................................................... 63 
28 ..................................................................... 62 
29 ..................................................................... 61 
30 ..................................................................... 60 
31 ..................................................................... 59 
32 ..................................................................... 59 
33 ..................................................................... 58 
34 ..................................................................... 57 
35 ..................................................................... 56 
36 ..................................................................... 56 
37 ..................................................................... 55 
38 ..................................................................... 55 
39 ..................................................................... 54 
40 ..................................................................... 54 
41 ..................................................................... 53 
42 ..................................................................... 53 
43 ..................................................................... 53 
44 and greater ................................................. 52 

(3) Example. This paragraph (c) is il-
lustrated by the following example: 

Example. Distributions commence on Janu-
ary 1, 2003 to an employee (Z), born March 1, 
1937, after retirement at age 65. Z’s daughter 
(Y), born February 5, 1967, is Z’s beneficiary. 
The distributions are in the form of a joint 
and survivor annuity for the lives of Z and Y 
with payments of $500 a month to Z and upon 
Z’s death of $500 a month to Y, i.e., the pro-
jected monthly payment to Y is 100 percent 
of the monthly amount payable to Z. Accord-
ingly, under A–10 of this section, compliance 
with the rules of this section is determined 
as of the annuity starting date. The adjusted 
employee/beneficiary age difference is cal-
culated by taking the excess of the employ-
ee’s age over the beneficiary’s age and sub-
tracting the number of years the employee is 
younger than age 70. In this case, Z is 30 
years older than Y and is commencing ben-
efit 4 years before attaining age 70 so the ad-
justed employee-beneficiary age difference is 
26 years. Under the table in the paragraph 
(c)(2) of this A–2, the applicable percentage 
for a 26-year adjusted employee/beneficiary 
age difference is 64 percent. As of January 1, 
2003 (the annuity starting date) the plan does 
not satisfy the MDIB requirement because, 
as of such date, the distribution option pro-
vides that, as of Z’s required beginning date, 
the monthly payment to Y upon Z’s death 
will exceed 66 percent of Z’s monthly pay-
ment. 

(d) Period certain and annuity features. 
If a distribution form includes a period 
certain, the amount of the annuity 
payments payable to the beneficiary 
need not be reduced during the period 
certain, but in the case of a joint and 
survivor annuity with a period certain, 
the amount of the annuity payments 
payable to the beneficiary must satisfy 
paragraph (c) of this A–2 after the expi-
ration of the period certain. 

(e) Deemed satisfaction of incidental 
benefit rule. Except in the case of dis-
tributions with respect to an employ-
ee’s benefit that include an ancillary 
death benefit described in paragraph A– 
1(e) of this section, to the extent the 
incidental benefit requirement of 
§ 1.401–1(b)(1)(i) requires a distribution, 
that requirement is deemed to be satis-
fied if distributions satisfy the min-
imum distribution incidental benefit 
requirement of this A–2. If the employ-
ee’s benefits include an ancillary death 
benefit described in paragraph A–1(e) of 
this section, the benefits (including the 
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ancillary death benefit) must be dis-
tributed in accordance with the inci-
dental benefit requirement described in 
§ 1.401–1(b)(1)(i) and the benefits (ex-
cluding the ancillary death benefit) 
must also satisfy the minimum dis-
tribution incidental benefit require-
ment of this A–2. 

Q–3. How long is a period certain 
under a defined benefit plan permitted 
to extend? 

A–3. (a) Distributions commencing dur-
ing the employee’s life. The period cer-
tain for any annuity distributions com-
mencing during the life of the em-
ployee with an annuity starting date 
on or after the employee’s required be-
ginning date generally is not permitted 
to exceed the applicable distribution 
period for the employee (determined in 
accordance with the Uniform Lifetime 
Table in A–2 of § 1.401(a)(9)–9) for the 
calendar year that contains the annu-
ity starting date. See A–10 of this sec-
tion for the rule for annuity payments 
with an annuity starting date before 
the required beginning date. However, 
if the employee’s sole beneficiary is the 
employee’s spouse, the period certain is 
permitted to be as long as the joint life 
and last survivor expectancy of the em-
ployee and the employee’s spouse, if 
longer than the applicable distribution 
period for the employee, provided the 
period certain is not provided in con-
junction with a life annuity under A– 
1(b) of this section. 

(b) Distributions commencing after the 
employee’s death. (1) If annuity distribu-
tions commence after the death of the 
employee under the life expectancy 
rule (under section 401(a)(9)(B)(iii) or 
(iv)), the period certain for any dis-
tributions commencing after death 
cannot exceed the applicable distribu-
tion period determined under A–5(b) of 
§ 1.401(a)(9)–5 for the distribution cal-
endar year that contains the annuity 
starting date. 

(2) If the annuity starting date is in 
a calendar year before the first dis-
tribution calendar year, the period cer-
tain may not exceed the life expect-
ancy of the designated beneficiary 
using the beneficiary’s age in the year 
that contains the annuity starting 
date. 

Q–4. Will a plan fail to satisfy section 
401(a)(9) merely because distributions 

are made from an annuity contract 
which is purchased from an insurance 
company? 

A–4. A plan will not fail to satisfy 
section 401(a)(9) merely because dis-
tributions are made from an annuity 
contract which is purchased with the 
employee’s benefit by the plan from an 
insurance company, as long as the pay-
ments satisfy the requirements of this 
section. If the annuity contract is pur-
chased after the required beginning 
date, the first payment interval must 
begin on or before the purchase date 
and the payment required for one pay-
ment interval must be made no later 
than the end of such payment interval. 
If the payments actually made under 
the annuity contract do not meet the 
requirements of section 401(a)(9), the 
plan fails to satisfy section 401(a)(9). 
See also A–14 of this section permitting 
certain increases under annuity con-
tracts. 

Q–5. In the case of annuity distribu-
tions under a defined benefit plan, how 
must additional benefits that accrue 
after the employee’s first distribution 
calendar year be distributed in order to 
satisfy section 401(a)(9)? 

A–5. (a) In the case of annuity dis-
tributions under a defined benefit plan, 
if any additional benefits accrue in a 
calendar year after the employee’s first 
distribution calendar year, distribution 
of the amount that accrues in the cal-
endar year must commence in accord-
ance with A–1 of this section beginning 
with the first payment interval ending 
in the calendar year immediately fol-
lowing the calendar year in which such 
amount accrues. 

(b) A plan will not fail to satisfy sec-
tion 401(a)(9) merely because there is 
an administrative delay in the com-
mencement of the distribution of the 
additional benefits accrued in a cal-
endar year, provided that the actual 
payment of such amount commences as 
soon as practicable. However, payment 
must commence no later than the end 
of the first calendar year following the 
calendar year in which the additional 
benefit accrues, and the total amount 
paid during such first calendar year 
must be no less than the total amount 
that was required to be paid during 
that year under A–5(a) of this section. 
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Q–6. If a portion of an employee’s 
benefit is not vested as of December 31 
of a distribution calendar year, how is 
the determination of the required min-
imum distribution affected? 

A–6. In the case of annuity distribu-
tions from a defined benefit plan, if any 
portion of the employee’s benefit is not 
vested as of December 31 of a distribu-
tion calendar year, the portion that is 
not vested as of such date will be treat-
ed as not having accrued for purposes 
of determining the required minimum 
distribution for that distribution cal-
endar year. When an additional portion 
of the employee’s benefit becomes vest-
ed, such portion will be treated as an 
additional accrual. See A–5 of this sec-
tion for the rules for distributing bene-
fits which accrue under a defined ben-
efit plan after the employee’s first dis-
tribution calendar year. 

Q–7. If an employee (other than a 5- 
percent owner) retires after the cal-
endar year in which the employee at-
tains age 701⁄2, for what period must the 
employee’s accrued benefit under a de-
fined benefit plan be actuarially in-
creased? 

A–7. (a) Actuarial increase starting 
date. If an employee (other than a 5- 
percent owner) retires after the cal-
endar year in which the employee at-
tains age 701⁄2, in order to satisfy sec-
tion 401(a)(9)(C)(iii), the employee’s ac-
crued benefit under a defined benefit 
plan must be actuarially increased to 
take into account any period after age 
701⁄2 in which the employee was not re-
ceiving any benefits under the plan. 
The actuarial increase required to sat-
isfy section 401(a)(9)(C)(iii) must be 
provided for the period starting on the 
April 1 following the calendar year in 
which the employee attains age 701⁄2, or 
January 1, 1997, if later. 

(b) Actuarial increase ending date. The 
period for which the actuarial increase 
must be provided ends on the date on 
which benefits commence after retire-
ment in an amount sufficient to satisfy 
section 401(a)(9). 

(c) Nonapplication to plan providing 
same required beginning date for all em-
ployees. If, as permitted under A–2(e) of 
§ 1.401(a)(9)–2, a plan provides that the 
required beginning date for purposes of 
section 401(a)(9) for all employees is 
April 1 of the calendar year following 

the calendar year in which the em-
ployee attains age 701⁄2 (regardless of 
whether the employee is a 5-percent 
owner) and the plan makes distribu-
tions in an amount sufficient to satisfy 
section 401(a)(9) using that required be-
ginning date, no actuarial increase is 
required under section 401(a)(9)(C)(iii). 

(d) Nonapplication to governmental and 
church plans. The actuarial increase re-
quired under this A–7 does not apply to 
a governmental plan (within the mean-
ing of section 414(d)) or a church plan. 
For purposes of this paragraph, the 
term church plan means a plan main-
tained by a church for church employ-
ees, and the term church means any 
church (as defined in section 
3121(w)(3)(A)) or qualified church-con-
trolled organization (as defined in sec-
tion 3121(w)(3)(B)). 

Q–8. What amount of actuarial in-
crease is required under section 
401(a)(9)(C)(iii)? 

A–8. In order to satisfy section 
401(a)(9)(C)(iii), the retirement benefits 
payable with respect to an employee as 
of the end of the period for actuarial 
increases (described in A–7 of this sec-
tion) must be no less than: the actu-
arial equivalent of the employee’s re-
tirement benefits that would have been 
payable as of the date the actuarial in-
crease must commence under para-
graph (a) of A–7 of this section if bene-
fits had commenced on that date; plus 
the actuarial equivalent of any addi-
tional benefits accrued after that date; 
reduced by the actuarial equivalent of 
any distributions made with respect to 
the employee’s retirement benefits 
after that date. Actuarial equivalence 
is determined using the plan’s assump-
tions for determining actuarial equiva-
lence for purposes of satisfying section 
411. 

Q–9. How does the actuarial increase 
required under section 401(a)(9)(C)(iii) 
relate to the actuarial increase re-
quired under section 411? 

A–9. In order for any of an employee’s 
accrued benefit to be nonforfeitable as 
required under section 411, a defined 
benefit plan must make an actuarial 
adjustment to an accrued benefit, the 
payment of which is deferred past nor-
mal retirement age. The only excep-
tion to this rule is that generally no 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00232 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



221 

Internal Revenue Service, Treasury § 1.401(a)(9)–6 

actuarial adjustment is required to re-
flect the period during which a benefit 
is suspended as permitted under sec-
tion 203(a)(3)(B) of the Employee Re-
tirement Income Security Act of 1974 
(ERISA) (88 Stat. 829). The actuarial 
increase required under section 
401(a)(9)(C)(iii) for the period described 
in A–7 of this section is generally the 
same as, and not in addition to, the ac-
tuarial increase required for the same 
period under section 411 to reflect any 
delay in the payment of retirement 
benefits after normal retirement age. 
However, unlike the actuarial increase 
required under section 411, the actu-
arial increase required under section 
401(a)(9)(C)(iii) must be provided even 
during any period during which an em-
ployee’s benefit has been suspended in 
accordance with ERISA section 
203(a)(3)(B). 

Q–10. What rule applies if distribu-
tions commence to an employee on a 
date before the employee’s required be-
ginning date over a period permitted 
under section 401(a)(9)(A)(ii) and the 
distribution form is an annuity under 
which distributions are made in ac-
cordance with the provisions of A–1 of 
this section? 

A–10. (a) General rule. If distributions 
commence to an employee on a date 
before the employee’s required begin-
ning date over a period permitted 
under section 401(a)(9)(A)(ii) and the 
distribution form is an annuity under 
which distributions are made in ac-
cordance with the provisions of A–1 of 
this section, the annuity starting date 
will be treated as the required begin-
ning date for purposes of applying the 
rules of this section and § 1.401(a)(9)–2. 
Thus, for example, the designated bene-
ficiary distributions will be determined 
as of the annuity starting date. Simi-
larly, if the employee dies after the an-
nuity starting date but before the re-
quired beginning date determined 
under A–2 of § 1.401(a)(9)–2, after the 
employee’s death, the remaining por-
tion of the employee’s interest must 
continue to be distributed in accord-
ance with this section over the remain-
ing period over which distributions 
commenced. The rules in § 1.401(a)(9)–3 
and section 401(a)(9)(B)(ii) or (iii) and 
(iv) do not apply. 

(b) Period certain. If, as of the employ-
ee’s birthday in the year that contains 
the annuity starting date, the age of 
the employee is under 70, the following 
rule applies in applying the rule in 
paragraph (a) of A–3 of this section. 
The applicable distribution period for 
the employee is the distribution period 
for age 70, determined in accordance 
with the Uniform Lifetime Table in A– 
2 of § 1.401(a)(9)–9, plus the excess of 70 
over the age of the employee as of the 
employee’s birthday in the year that 
contains the annuity starting date. 

(c) Adjustment to employee/beneficiary 
age difference. See A–2(c)(1) of this sec-
tion for the determination of the ad-
justed employee/beneficiary age dif-
ference in the case of an employee 
whose age on the annuity starting date 
is less than 70. 

Q–11. What rule applies if distribu-
tions commence to the surviving 
spouse of an employee over a period 
permitted under section 
401(a)(9)(B)(iii)(II) before the date on 
which distributions are required to 
commence and the distribution form is 
an annuity under which distributions 
are made as of the date distributions 
commence in accordance with the pro-
visions of A–1 of this section. 

A–11. If distributions commence to 
the surviving spouse of an employee 
over a period permitted under section 
401(a)(9)(B)(iii)(II) before the date on 
which distributions are required to 
commence and the distribution form is 
an annuity under which distributions 
are made as of the date distributions 
commence in accordance with the pro-
visions of A–1 of this section, distribu-
tions will be considered to have begun 
on the actual commencement date for 
purposes of section 401(a)(9)(B)(iv)(II). 
Consequently, in such case, A–5 of 
§ 1.401(a)(9)–3 and section 401(a)(9)(B)(ii) 
and (iii) will not apply upon the death 
of the surviving spouse as though the 
surviving spouse were the employee. 
Instead, the annuity distributions 
must continue to be made, in accord-
ance with the provisions of A–1 of this 
section, over the remaining period over 
which distributions commenced. 

Q–12. In the case of an annuity con-
tract under an individual account plan 
that has not yet been annuitized, how 
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is section 401(a)(9) satisfied with re-
spect to the employee’s or beneficiary’s 
entire interest under the annuity con-
tract for the period prior to the date 
annuity payments so commence? 

A–12. (a) General rule. Prior to the 
date that an annuity contract under an 
individual account plan is annuitized, 
the interest of an employee or bene-
ficiary under that contract is treated 
as an individual account for purposes 
of section 401(a)(9). Thus, the required 
minimum distribution for any year 
with respect to that interest is deter-
mined under § 1.401(a)(9)–5 rather than 
this section. See A–1(e) of § 1.401(a)(9)–5 
for rules relating to the satisfaction of 
section 401(a)(9) in the year that annu-
ity payments commence, A–3(d) of 
§ 1.401(a)(9)–5 for rules relating to quali-
fying longevity annuity contracts 
(QLACs), defined in A–17 of this sec-
tion, and A–2(a)(3) of § 1.401(a)(9)–8 for 
rules relating to the purchase of an an-
nuity contract with a portion of an em-
ployee’s account balance. 

(b) Entire interest. For purposes of ap-
plying the rules in § 1.401(a)(9)–5, the 
entire interest under the annuity con-
tract as of December 31 of the relevant 
valuation calendar year is treated as 
the account balance for the valuation 
calendar year described in A–3 of 
§ 1.401(a)(9)–5. The entire interest under 
an annuity contract is the dollar 
amount credited to the employee or 
beneficiary under the contract plus the 
actuarial present value of any addi-
tional benefits (such as survivor bene-
fits in excess of the dollar amount 
credited to the employee or bene-
ficiary) that will be provided under the 
contract. However, paragraph (c) of 
this A–12 describes certain additional 
benefits that may be disregarded in de-
termining the employee’s entire inter-
est under the annuity contract. The ac-
tuarial present value of any additional 
benefits described under this A–12 is to 
be determined using reasonable actu-
arial assumptions, including reason-
able assumptions as to future distribu-
tions, and without regard to an individ-
ual’s health. 

(c) Exclusions. (1) The actuarial 
present value of any additional benefits 
provided under an annuity contract de-
scribed in paragraph (b) of this A–12 
may be disregarded if the sum of the 

dollar amount credited to the em-
ployee or beneficiary under the con-
tract and the actuarial present value of 
the additional benefits is no more than 
120 percent of the dollar amount cred-
ited to the employee or beneficiary 
under the contract and the contract 
provides only for the following addi-
tional benefits: 

(i) Additional benefits that, in the 
case of a distribution, are reduced by 
an amount sufficient to ensure that the 
ratio of such sum to the dollar amount 
credited does not increase as a result of 
the distribution, and 

(ii) An additional benefit that is the 
right to receive a final payment upon 
death that does not exceed the excess 
of the premiums paid less the amount 
of prior distributions. 

(2) If the only additional benefit pro-
vided under the contract is the addi-
tional benefit described in paragraph 
(c)(1)(ii) of this A–12, the additional 
benefit may be disregarded regardless 
of its value in relation to the dollar 
amount credited to the employee or 
beneficiary under the contract. 

(3) The Commissioner in revenue rul-
ings, notices, or other guidance pub-
lished in the Internal Revenue Bulletin 
(see § 601.601(d)(2) of this chapter) may 
provide additional guidance on addi-
tional benefits that may be dis-
regarded. 

(d) Examples. The following examples, 
which use a 5 percent interest rate and 
the Mortality Table provided in Rev. 
Rul. 2001–62 (2001–2 C.B. 632), illustrate 
the application of the rules in this A– 
12: 

Example 1. (i) G is the owner of a variable 
annuity contract (Contract S) under an indi-
vidual account plan which has not been 
annuitized. Contract S provides a death ben-
efit until the end of the calendar year in 
which the owner attains the age of 84 equal 
to the greater of the current Contract S no-
tional account value (dollar amount credited 
to G under the contract) and the largest no-
tional account value at any previous policy 
anniversary reduced proportionally for sub-
sequent partial distributions (High Water 
Mark). Contract S provides a death benefit 
in calendar years after the calendar year in 
which the owner attains age 84 equal to the 
current notional account value. Contract S 
provides that assets within the contract may 
be invested in a Fixed Account at a guaran-
teed rate of 2 percent. Contract S provides no 
other additional benefits. 
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(ii) At the end of 2008, when G has an at-
tained age of 78 and 9 months the notional 
account value of Contract S (after the dis-
tribution for 2008 of 4.93% of the notional ac-
count value as of December 31, 2007) is 
$550,000, and the High Water Mark, before ad-
justment for any withdrawals from Contract 
S in 2008 is $1,000,000. Thus, Contract S will 
provide additional benefits (i.e. the death 
benefits in excess of the notional account 
value) through 2014, the year S turns 84. The 
actuarial present value of these additional 
benefits at the end of 2008 is determined to 

be $84,300 (15 percent of the notional account 
value). In making this determination, the 
following assumptions are made: on the aver-
age, deaths occur mid-year; the investment 
return on his notional account value is 2 per-
cent per annum; and minimum required dis-
tributions (determined without regard to ad-
ditional benefits under the Contract S) are 
made at the end of each year. The following 
table summarizes the actuarial methodology 
used in determining the actuarial present 
value of the additional benefit. 

Year 

Death 
benefit 
during 
year 

End-of-year 
notional 
account 
before 

withdrawal 

Average 
notional 
account 

Withdrawal 
at 

end of year 

End-of-year 
notional 
account 

after 
withdrawal 

2008 .......................................................... $1,000,000 ........................ ........................ ........................ $550,000 
2009 .......................................................... 1 950,739 2 $561,000 3 $555,500 4 $28,205 532,795 
2010 .......................................................... 901,983 543,451 538,123 28,492 514,959 
2011 .......................................................... 853,749 525,258 520,109 28,769 496,490 
2012 .......................................................... 806,053 506,419 501,454 29,034 477,385 
2013 .......................................................... 758,916 486,933 482,159 29,287 457,645 
2014 .......................................................... 712,356 466,798 462,222 29,525 437,273 

1 $1,000,000 death benefit reduced 4.93 percent for withdrawal during 2008. 
2 Notional account value at end of prior year (after distribution) increased by 2 percent return for year. 
3 Average of $550,000 notional account value at end of prior year (after distribution) and $561,000 notional account value at 

end of current year (before distribution). 
4 December 31, 2008 notional account (before distribution) divided by uniform lifetime table age 79 factor of 19.5. 

Year 
Survivorship 

to start 
of year 

Interest 
discount 

to 
end 

of 2008 

Mortality 
rate 

during 
year 

Discounted 
additional 
benefits 

within year 

2008.
2009 ...................................................................................... 1.00000 .97590 5 .04426 17,070 
2010 ...................................................................................... .95574 6 .92943 .04946 7 15,987 
2011 ...................................................................................... 8 .90847 .88517 .05519 14,807 
2012 ...................................................................................... .85833 .84302 .06146 13,546 
2013 ...................................................................................... .80558 .80288 .06788 12,150 
2014 ...................................................................................... .75090 .76464 .07477 10,739 

$84,300 

5 One-quarter age 78 rate plus three-quarters age 79 rate. 
6 Five percent discounted 18 months (1.05+(¥1.5)). 
7 Blended age 79/age 80 mortality rate (.04946) multiplied by the $363,860 excess of death benefit over the average notional 

account value (901,983 less 538,123) multiplied by .95574 probability of survivorship to the start of 2010 multiplied by 18 month 
interest discount of .92943. 

8 Survivorship to start of preceding year (.95574) multiplied by probability of survivorship during prior year (1–.04946). 

(iii) Because Contract S provides that, in 
the case of a distribution, the value of the 
additional death benefit (which is the only 
additional benefit available under the con-
tract) is reduced by an amount that is at 
least proportional to the reduction in the no-
tional account value and, at age 78 and 9 
months, the sum of the notional account 
value (dollar amount credited to the em-
ployee under the contract) and the actuarial 
present value of the additional death benefit 
is no more than 120 percent of the notional 
account value, the exclusion under para-
graph (c)(2) of this A–12 is applicable for 2009. 
Therefore, for purposes of applying the rules 

in § 1.401(a)(9)–5, the entire interest under 
Contract S may be determined as the no-
tional account value (i.e. without regard to 
the additional death benefit). 

Example 2. (i) The facts are the same as in 
(Example 1 except that the notional account 
value is $450,000 at the end of 2008. In this in-
stance, the actuarial present value of the 
death benefit in excess of the notional ac-
count value in 2008 is determined to be 
$108,669 (24 percent of the notional account 
value). The following table summarizes the 
actuarial methodology used in determining 
the actuarial present value of the additional 
benefit. 
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Year 

Death 
benefit 
during 
year 

End-of-year 
notional 
account 
before 

withdrawal 

Average 
notional 
account 

Withdrawal 
at 

end of year 

End-of-year 
notional 
account 

after 
withdrawal 

2008 .......................................................... $1,000,000 ........................ ........................ ........................ $450,000 
2009 .......................................................... 950,739 $459,000 $454,500 $23,077 435,923 
2010 .......................................................... 901,983 444,642 440,282 23,311 421,330 
2011 .......................................................... 853,749 429,757 425,543 23,538 406,219 
2012 .......................................................... 806,053 414,343 410,281 23,755 390,588 
2013 .......................................................... 758,916 398,399 394,494 23,962 374,437 
2014 .......................................................... 712,356 381,926 378,181 24,157 357,768 

Year 
Survivorship 

to start 
of year 

Interest 
discount 

to 
end 

of 2008 

Mortality 
rate 

during 
year 

Discounted 
additional 
benefits 

within year 

2008.
2009 ...................................................................................... 1.00000 .97590 .04426 $21,432 
2010 ...................................................................................... .95574 .92943 .04946 20,286 
2011 ...................................................................................... .90847 .88517 .05519 19,004 
2012 ...................................................................................... .85833 .84302 .06146 17,601 
2013 ...................................................................................... .80558 .80288 .06788 15,999 
2014 ...................................................................................... .75090 .76464 .07477 14,347 

$108,669 

(ii) Because the sum of the notional ac-
count balance and the actuarial present 
value of the additional death benefit is more 
than 120 percent of the notional account 
value, the exclusion under paragraph (b)(1) of 
this A–12 does not apply for 2009. Therefore, 
for purposes of applying the rules in 
§ 1.401(a)(9)–5, the entire interest under Con-
tract S must include the actuarial present 
value of the additional death benefit. 

Q–13: When can an annuity payment 
period be changed? 

A–13. (a) In general. An annuity pay-
ment period may be changed in accord-
ance with the provisions set forth in 
paragraph (b) of this A–13 or in associa-
tion with an annuity payment increase 
described in A–14 of this section. 

(b) Reannuitization. If, in a stream of 
annuity payments that otherwise satis-
fies section 401(a)(9), the annuity pay-
ment period is changed and the annu-
ity payments are modified in associa-
tion with that change, this modifica-
tion will not cause the distributions to 
fail to satisfy section 401(a)(9) provided 
the conditions set forth in paragraph 
(c) of this A–13 are satisfied, and ei-
ther— 

(1) The modification occurs at the 
time that the employee retires or in 
connection with a plan termination; 

(2) The annuity payments prior to 
modification are annuity payments 

paid over a period certain without life 
contingencies; or 

(3) The annuity payments after modi-
fication are paid under a qualified joint 
and survivor annuity over the joint 
lives of the employee and a designated 
beneficiary, the employee’s spouse is 
the sole designated beneficiary, and the 
modification occurs in connection with 
the employee becoming married to 
such spouse. 

(c) Conditions. In order to modify a 
stream of annuity payments in accord-
ance with paragraph (b) of this A–13, 
the following conditions must be satis-
fied— 

(1) The future payments under the 
modified stream satisfy section 
401(a)(9) and this section (determined 
by treating the date of the change as a 
new annuity starting date and the ac-
tuarial present value of the remaining 
payments prior to modification as the 
entire interest of the participant); 

(2) For purposes of sections 415 and 
417, the modification is treated as a 
new annuity starting date; 

(3) After taking into account the 
modification, the annuity stream satis-
fies section 415 (determined at the 
original annuity starting date, using 
the interest rates and mortality tables 
applicable to such date); and 
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(4) The end point of the period cer-
tain, if any, for any modified payment 
period is not later than the end point 
available under section 401(a)(9) to the 
employee at the original annuity start-
ing date. 

(d) Examples. For the following exam-
ples in this A–13, assume that the Ap-
plicable Interest Rate throughout the 
period from 2005 through 2008 is 5 per-
cent and throughout 2009 is 4 percent, 
the Applicable Mortality Table 
throughout the period from 2005 to 2009 
is the table provided in Rev. Rul. 2001– 
62 (2001–C.B. 632) and the section 415 
limit in 2005 at age 70 for a straight life 
annuity is $255,344: 

Example 1. (i) A participant (D), who has 10 
years of participation in a frozen defined 
benefit plan (Plan W), attains age 701⁄2 in 
2005. D is not retired and elects to receive 
distributions from Plan W in the form of a 
straight life (i.e. level payment) annuity 
with annual payments of $240,000 per year be-
ginning in 2005 at a date when D has an at-
tained age of 70. Plan W offers non-retired 
employees in pay status the opportunity to 
modify their annuity payments due to an as-
sociated change in the payment period at re-
tirement. Plan W treats the date of the 
change in payment period as a new annuity 
starting date for the purposes of sections 415 
and 417. Thus, for example, the plan provides 
a new qualified and joint survivor annuity 
election and obtains spousal consent. 

(ii) Plan W determines modifications of an-
nuity payment amounts at retirement such 
that the present value of future new annuity 
payment amounts (taking into account the 
new associated payment period) is actuari-
ally equivalent to the present value of future 
pre-modification annuity payments (taking 
into account the pre-modification annuity 
payment period). Actuarial equivalency for 
this purpose is determined using the Applica-
ble Interest Rate and the Applicable Mor-
tality Table as of the date of modification. 

(iii) D retires in 2009 at the age of 74 and, 
after receiving four annual payments of 
$240,000, elects to receive his remaining dis-
tributions from Plan W in the form of an im-
mediate final lump sum payment (calculated 
at 4 percent interest) of $2,399,809. 

(iv) Because payment of retirement bene-
fits in the form of an immediate final lump 
sum payment satisfies (in terms of form) sec-
tion 401(a)(9), the condition under paragraph 
(c)(1) of this A–13 is met. 

(v) Because Plan W treats a modification 
of an annuity payment stream at retirement 
as a new annuity starting date for purposes 
of sections 415 and 417, the condition under 
paragraph (c)(2) of this A–13 is met. 

(vi) After taking into account the modi-
fication, the annuity stream determined as 
of the original annuity starting date consists 
of annual payments beginning at age 70 of 
$240,000, $240,000, $240,000, $240,000, and 
$2,399,809. This benefit stream is actuarially 
equivalent to a straight life annuity at age 
70 of $250,182, an amount less than the sec-
tion 415 limit determined at the original an-
nuity starting date, using the interest and 
mortality rates applicable to such date. 
Thus, the condition under paragraph (c)(3) of 
this A–13 is met. 

(vii) Thus, because a stream of annuity 
payments in the form of a straight life annu-
ity satisfies section 401(a)(9), and because 
each of the conditions under paragraph (c) of 
this A–13 are satisfied, the modification of 
annuity payments to D described in this ex-
ample meets the requirements of this A–13. 

Example 2. The facts are the same as in Ex-
ample 1 except that the straight life annuity 
payments are paid at a rate of $250,000 per 
year and after D retires the lump sum pay-
ment at age 75 is $2,499,801. Thus, after tak-
ing into account the modification, the annu-
ity stream determined as of the original an-
nuity starting date consists of annual pay-
ments beginning at age 70 of $250,000, $250,000, 
$250,000, $250,000, and $2,499,801. This benefit 
stream is actuarially equivalent to a 
straight life annuity at age 70 of $260,606, an 
amount greater than the section 415 limit de-
termined at the original annuity starting 
date, using the interest and mortality rates 
applicable to such date. Thus, the lump sum 
payment to D fails to satisfy the condition 
under paragraph (c)(3) of this A–13. There-
fore, the lump sum payment to D fails to 
meet the requirements of this A–13 and thus 
fails to satisfy the requirements of section 
401(a)(9). 

Example 3. (i) A participant (E), who has 10 
years of participation in a frozen defined 
benefit plan (Plan X), attains age 701⁄2 and re-
tires in 2005 at a date when his attained age 
is 70. E was born in 1935. E elects to receive 
annual distributions from Plan X in the form 
of a 27 year period certain annuity (i.e., a 27 
year annuity payment period without a life 
contingency) paid at a rate of $37,000 per 
year beginning in 2005 with future payments 
increasing at a rate of 4 percent per year 
(i.e., the 2006 payment will be $38,480, the 2007 
payment will be $40,019 and so on). Plan X of-
fers participants in pay status whose annuity 
payments are in the form of a term-certain 
annuity the opportunity to modify their pay-
ment period at any time and treats such 
modifications as a new annuity starting date 
for the purposes of sections 415 and 417. Thus, 
for example, the plan provides a new quali-
fied and joint survivor annuity election and 
obtains spousal consent. 

(ii) Plan X determines modifications of an-
nuity payment amounts such that the 
present value of future new annuity payment 
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amounts (taking into account the new asso-
ciated payment period) is actuarially equiva-
lent to the present value of future pre-modi-
fication annuity payments (taking into ac-
count the pre-modification annuity payment 
period). Actuarial equivalency for this pur-
pose is determined using 5 percent and the 
Applicable Mortality Table as of the date of 
modification. 

(iii) In 2008, E, after receiving annual pay-
ments of $37,000, $38,480, and $40,019, elects to 
receive his remaining distributions from 
Plan W in the form of a straight life annuity 
paid with annual payments of $92,133 per 
year. 

(iv) Because payment of retirement bene-
fits in the form of a straight life annuity sat-
isfies (in terms of form) section 401(a)(9), the 
condition under paragraph (c)(1) of this A–13 
is met. 

(v) Because Plan X treats a modification of 
an annuity payment stream at retirement as 
a new annuity starting date for purposes of 
sections 415 and 417, the condition under 
paragraph (c)(2) of this A–13 is met. 

(vi) After taking into account the modi-
fication, the annuity stream determined as 
of the original annuity starting date consists 
of annual payments beginning at age 70 of 
$37,000, $38,480, $40,019, and a straight life an-
nuity beginning at age 73 of $92,133. This ben-
efit stream is equivalent to a straight life 
annuity at age 70 of $82,539, an amount less 
than the section 415 limit determined at the 
original annuity starting date, using the in-
terest and mortality rates applicable to such 
date. Thus, the condition under paragraph 
(c)(3) of this A–13 is met. 

(vii) Thus, because a stream of annuity 
payments in the form of a straight life annu-
ity satisfies section 401(a)(9), and because 
each of the conditions under paragraph (c) of 
this A–13 are satisfied, the modification of 
annuity payments to E described in this ex-
ample meets the requirements of this A–13. 

Q–14. Are annuity payments per-
mitted to increase? 

A–14. (a) General rules. Except as oth-
erwise provided in this section, all an-
nuity payments (whether paid over an 
employee’s life, joint lives, or a period 
certain) must be nonincreasing or in-
crease only in accordance with one or 
more of the following— 

(1) With an annual percentage in-
crease that does not exceed the per-
centage increase in an eligible cost-of- 
living index as defined in paragraph (b) 
of this A–14 for a 12-month period end-
ing in the year during which the in-
crease occurs or the prior year; 

(2) With a percentage increase that 
occurs at specified times (e.g., at speci-
fied ages) and does not exceed the cu-

mulative total of annual percentage in-
creases in an eligible cost-of-living 
index as defined in paragraph (b) of this 
A–14 since the annuity starting date, or 
if later, the date of the most recent 
percentage increase. However, in cases 
providing such a cumulative increase, 
an actuarial increase may not be pro-
vided to reflect the fact that increases 
were not provided in the interim years; 

(3) To the extent of the reduction in 
the amount of the employee’s pay-
ments to provide for a survivor benefit, 
but only if there is no longer a survivor 
benefit because the beneficiary whose 
life was being used to determine the pe-
riod described in section 401(a)(9)(A)(ii) 
over which payments were being made 
dies or is no longer the employee’s ben-
eficiary pursuant to a qualified domes-
tic relations order within the meaning 
of section 414(p); 

(4) To pay increased benefits that re-
sult from a plan amendment; 

(5) To allow a beneficiary to convert 
the survivor portion of a joint and sur-
vivor annuity into a single sum dis-
tribution upon the employee’s death; 
or 

(6) To the extent increases are per-
mitted in accordance with paragraph 
(c) or (d) of this A–14. 

(b) (1) For purposes of this A–14, an 
eligible cost-of-living index means an 
index described in paragraphs (b)(2), 
(b)(3), or (b)(4) of this A–14. 

(2) A consumer price index that is 
based on prices of all items (or all 
items excluding food and energy) and 
issued by the Bureau of Labor Statis-
tics, including an index for a specific 
population (such as urban consumers 
or urban wage earners and clerical 
workers) and an index for a geographic 
area or areas (such as a given metro-
politan area or state). 

(3) A percentage adjustment based on 
a cost-of-living index described in para-
graph (b)(2) of this A–14, or a fixed per-
centage if less. In any year when the 
cost-of-living index is lower than the 
fixed percentage, the fixed percentage 
may be treated as an increase in an eli-
gible cost-of-living index, provided it 
does not exceed the sum of: 

(i) The cost-of-living index for that 
year, and 

(ii) The accumulated excess of the 
annual cost-of-living index from each 
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prior year over the fixed annual per-
centage used in that year (reduced by 
any amount previously utilized under 
this paragraph (b)(3)(ii)). 

(4) A percentage adjustment based on 
the increase in compensation for the 
position held by the employee at the 
time of retirement, and provided under 
either the terms of a governmental 
plan within the meaning of section 
414(d) or under the terms of a non-
governmental plan as in effect on April 
17, 2002. 

(c) Additional permitted increases for 
annuity payments under annuity con-
tracts purchased from insurance compa-
nies. In the case of annuity payments 
paid from an annuity contract pur-
chased from an insurance company, if 
the total future expected payments (de-
termined in accordance with paragraph 
(e)(3) of this A–14) exceed the total 
value being annuitized (within the 
meaning of paragraph (e)(1) of this A– 
14) , the payments under the annuity 
will not fail to satisfy the non-
increasing payment requirement in A– 
1(a) of this section merely because the 
payments are increased in accordance 
with one or more of the following— 

(1) By a constant percentage, applied 
not less frequently than annually; 

(2) To provide a final payment upon 
the death of the employee that does 
not exceed the excess of the total value 
being annuitized (within the meaning 
of paragraph (e)(1) of this A–14) over 
the total of payments before the death 
of the employee; 

(3) As a result of dividend payments 
or other payments that result from ac-
tuarial gains (within the meaning of 
paragraph (e)(2) of this A–14), but only 
if actuarial gain is measured no less 
frequently than annually and the re-
sulting dividend payments or other 
payments are either paid no later than 
the year following the year for which 
the actuarial experience is measured or 
paid in the same form as the payment 
of the annuity over the remaining pe-
riod of the annuity (beginning no later 
than the year following the year for 
which the actuarial experience is meas-
ured); and 

(4) An acceleration of payments 
under the annuity (within the meaning 
of paragraph (e)(4) of this A–14). 

(d) Additional permitted increases for 
annuity payments from a qualified trust. 
In the case of annuity payments paid 
under a defined benefit plan qualified 
under section 401(a) (other than annu-
ity payments under an annuity con-
tract purchased from an insurance 
company that satisfy paragraph (c) of 
this section), the payments under the 
annuity will not fail to satisfy the non-
increasing payment requirement in A– 
1(a) of this section merely because the 
payments are increased in accordance 
with one of the following— 

(1) By a constant percentage, applied 
not less frequently than annually, at a 
rate that is less than 5 percent per 
year; 

(2) To provide a final payment upon 
the death of the employee that does 
not exceed the excess of the actuarial 
present value of the employee’s ac-
crued benefit (within the meaning of 
section 411(a)(7)) calculated as the an-
nuity starting date using the applica-
ble interest rate and the applicable 
mortality table under section 417(e) 
(or, if greater, the total amount of em-
ployee contributions) over the total of 
payments before the death of the em-
ployee; or 

(3) As a result of dividend payments 
or other payments that result from ac-
tuarial gains (within the meaning of 
paragraph (e)(2) of this A–14), but only 
if— 

(i) Actuarial gain is measured no less 
frequently than annually; 

(ii) The resulting dividend payments 
or other payments are either paid no 
later than the year following the year 
for which the actuarial experience is 
measured or paid in the same form as 
the payment of the annuity over the 
remaining period of the annuity (begin-
ning no later than the year following 
the year for which the actuarial experi-
ence is measured); 

(iii) The actuarial gain taken into ac-
count is limited to actuarial gain from 
investment experience; 

(iv) The assumed interest used to cal-
culate such actuarial gains is not less 
than 3 percent; and 

(v) The payments are not increasing 
by a constant percentage as described 
in paragraph (d)(1) of this A–14. 

(e) Definitions. For purposes of this 
A–14, the following definitions apply— 
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(1) Total value being annuitized 
means— 

(i) In the case of annuity payments 
under a section 403(a) annuity plan or 
under a deferred annuity purchased by 
a section 401(a) trust, the value of the 
employee’s entire interest (within the 
meaning of A–12 of this section) being 
annuitized (valued as of the date annu-
ity payments commence); 

(ii) In the case of annuity payments 
under an immediate annuity contract 
purchased by a trust for a defined ben-
efit plan qualified under section 401(a), 
the amount of the premium used to 
purchase the contract; and 

(iii) In the case of a defined contribu-
tion plan, the value of the employee’s 
account balance used to purchase an 
immediate annuity under the contract. 

(2) Actuarial gain means the dif-
ference between an amount determined 
using the actuarial assumptions (i.e., 
investment return, mortality, expense, 
and other similar assumptions) used to 
calculate the initial payments before 
adjustment for any increases and the 
amount determined under the actual 
experience with respect to those fac-
tors. Actuarial gain also includes dif-
ferences between the amount deter-
mined using actuarial assumptions 
when an annuity was purchased or 
commenced and such amount deter-
mined using actuarial assumptions 
used in calculating payments at the 
time the actuarial gain is determined. 

(3) Total future expected payments 
means the total future payments ex-
pected to be made under the annuity 
contract as of the date of the deter-
mination, calculated using the Single 
Life Table in A–1 of § 1.401(a)(9)–9 (or, if 
applicable, the Joint and Last Survivor 
Table in A–3 of in § 1.401(a)(9)–9) for an-
nuitants who are still alive, without 
regard to any increases in annuity pay-
ments after the date of determination, 
and taking into account any remaining 
period certain. 

(4) Acceleration of payments means a 
shortening of the payment period with 
respect to an annuity or a full or par-
tial commutation of the future annuity 
payments. An increase in the payment 
amount will be treated as an accelera-
tion of payments in the annuity only if 
the total future expected payments 
under the annuity (including the 

amount of any payment made as a re-
sult of the acceleration) is decreased as 
a result of the change in payment pe-
riod. 

(f) Examples. Paragraph (c) of this A– 
14 is illustrated by the following exam-
ples: 

Example 1. Variable annuity. A retired par-
ticipant (Z1) in defined contribution plan X 
attains age 70 on March 5, 2005, and thus, at-
tains age 701⁄2 in 2005. Z1 elects to purchase 
annuity Contract Y1 from Insurance Com-
pany W in 2005. Contract Y1 is a single life 
annuity contract with a 10-year period cer-
tain. Contract Y1 provides for an initial an-
nual payment calculated with an assumed 
interest rate (AIR) of 3 percent. Subsequent 
payments are determined by multiplying the 
prior year’s payment by a fraction the nu-
merator of which is 1 plus the actual return 
on the separate account assets underlying 
Contract Y1 since the preceding payment 
and the denominator of which is 1 plus the 
AIR during that period. The value of Z1’s ac-
count balance in Plan X at the time of pur-
chase is $105,000, and the purchase price of 
Contract Y1 is $105,000. Contract Y1 provides 
Z1 with an initial payment of $7,200 at the 
time of purchase in 2005. The total future ex-
pected payments to Z1 under Contract Y1 are 
$122,400, calculated as the initial payment of 
$7,200 multiplied by the age 70 life expect-
ancy of 17 provided in the Single Life Table 
in A–1 of § 1.401(a)(9)–9. Because the total fu-
ture expected payments on the purchase date 
exceed the total value used to purchase Con-
tract Y1 and payments may only increase as 
a result of actuarial gain, with such in-
creases, beginning no later than the next 
year, paid in the same form as the payment 
of the annuity over the remaining period of 
the annuity, distributions received by Z1 
from Contract Y1 meet the requirements 
under paragraph (c)(3) of this A–14. 

Example 2. Participating annuity. A retired 
participant (Z2) in defined contribution plan 
X attains age 70 on May 1, 2005, and thus, at-
tains age 701⁄2 in 2005. Z2 elects to purchase 
annuity Contract Y2 from Insurance Com-
pany W in 2005. Contract Y2 is a partici-
pating single life annuity contract with a 10- 
year period certain. Contract Y2 provides for 
level annual payments with dividends paid in 
a lump sum in the year after the year for 
which the actuarial experience is measured 
or paid out levelly beginning in the year 
after the year for which the actuarial gain is 
measured over the remaining lifetime and 
period certain, i.e., the period certain ends at 
the same time as the original period certain. 
Dividends are determined annually by the 
Board of Directors of Company W based upon 
a comparison of actual actuarial experience 
to expected actuarial experience in the past 
year. The value of Z2’s account balance in 
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Plan X at the time of purchase is $265,000, 
and the purchase price of Contract Y2 is 
$265,000. Contract Y2 provides Z2 with an ini-
tial payment of $16,000 in 2005. The total fu-
ture expected payments to Z2 under Contract 
Y2 are calculated as the annual initial pay-
ment of $16,000 multiplied by the age 70 life 
expectancy of 17 provided in the Single Life 
Table in A–1 of § 1.401(a)(9)–9 for a total of 
$272,000. Because the total future expected 
payments on the purchase date exceeds the 
total value used to purchase Contract Y2 and 
payments may only increase as a result of 
actuarial gain, with such increases, begin-
ning no later than the next year, paid in the 
same form as the payment of the annuity 
over the remaining period of the annuity, 
distributions received by Z2 from Contract 
Y2 meet the requirements under paragraph 
(c)(3) of this A–14. 

Example 3. Participating annuity with divi-
dend accumulation. The facts are the same as 
in Example 2 except that the annuity pro-
vides a dividend accumulation option under 
which Z2 may defer receipt of the dividends 
to a time selected by Z2. Because the divi-
dend accumulation option permits dividends 
to be paid later than the end of the year fol-
lowing the year for which the actuarial expe-
rience is measured or as a stream of pay-
ments that only increase as a result of actu-
arial gain, with such increases beginning no 
later than the next year, paid in the same 
form as the payment of the annuity over the 
remaining period of the annuity in Example 
2, the dividend accumulation option does not 
meet the requirements of paragraph (c)(3) of 
this A–14. Neither does the dividend accumu-
lation option fit within any of the other in-
creases described in paragraph (c) of this A– 
14. Accordingly, the dividend accumulation 
option causes the contract, and consequently 
any distributions from the contract, to fail 
to meet the requirements of this A–14 and 
thus fail to satisfy the requirements of sec-
tion 401(a)(9). 

Example 4. Participating annuity with divi-
dends used to purchase additional death bene-
fits. The facts are the same as in Example 2 
except that the annuity provides an option 
under which actuarial gain under the con-
tract is used to provide additional death ben-
efit protection for Z2. Because this option 
permits payments as a result of actuarial 
gain to be paid later than the end of the year 
following the year for which the actuarial 
experience is measured or as a stream of pay-
ments that only increase as a result of actu-
arial gain, with such increases beginning no 
later than the next year, paid in the same 
form as the payment of the annuity over the 
remaining period of the annuity in Example 
2, the option does not meet the requirements 
of paragraph (c)(3) of this A–14. Neither does 
the option fit within any of the other in-
creases described in paragraph (c) of this A– 
14. Accordingly, the addition of the option 

causes the contract, and consequently any 
distributions from the contract, to fail to 
meet the requirements of this A–14 and thus 
fail to satisfy the requirements of section 
401(a)(9). 

Example 5. Annuity with a fixed percentage 
increase. A retired participant (Z3) in defined 
contribution plan X attains age 701⁄2 in 2005. 
Z3 elects to purchase annuity contract Y3 
from Insurance Company W. Contract Y3 is a 
single life annuity contract with a 20-year 
period certain (which does not exceed the 
maximum period certain permitted under A– 
3(a) of this section) with fixed annual pay-
ments increasing 3 percent each year. The 
value of Z3’s account balance in Plan X at 
the time of purchase is $110,000, and the pur-
chase price of Contract Y3 is $110,000. Con-
tract Y3 provides Z3 with an initial payment 
of $6,000 at the time of purchase in 2005. The 
total future expected payments to Z3 under 
Contract Y3 are $120,000, calculated as the 
initial annual payment of $6,000 multiplied 
by the period certain of 20 years. Because the 
total future expected payments on the pur-
chase date exceed the total value used to 
purchase Contract Y3 and payments only in-
crease as a constant percentage applied not 
less frequently than annually, distributions 
received by Z3 from Contract Y3 meet the re-
quirements under paragraph (c)(1) of this A– 
14. 

Example 6. Annuity with excessive increases. 
The facts are the same as in Example 5 except 
that the initial payment is $5,400 and the an-
nual rate of increase is 4 percent. In this ex-
ample, the total future expected payments 
are $108,000, calculated as the initial pay-
ment of $5,400 multiplied by the period cer-
tain of 20 years. Because the total future ex-
pected payments are less than the total 
value of $110,000 used to purchase Contract 
Y3, distributions received by Z3 do not meet 
the requirements under paragraph (c) of this 
A–14 and thus fail to meet the requirements 
of section 401(a)(9). 

Example 7. Annuity with full commutation 
feature. (i) A retired participant (Z4) in de-
fined contribution Plan X attains age 78 in 
2005. Z4 elects to purchase Contract Y4 from 
Insurance Company W. Contract Y4 provides 
for a single life annuity with a 10 year period 
certain (which does not exceed the maximum 
period certain permitted under A–3(a) of this 
section) with annual payments. Contract Y4 
provides that Z4 may cancel Contract Y4 at 
any time before Z4 attains age 84, and re-
ceive, on his next payment due date, a final 
payment in an amount determined by multi-
plying the initial payment amount by a fac-
tor obtained from Table M of Contract Y4 
using the Y4’s age as of Y4’s birthday in the 
calendar year of the final payment. The 
value of Z4’s account balance in Plan X at 
the time of purchase is $450,000, and the pur-
chase price of Contract Y4 is $450,000. Con-
tract Y4 provides Z4 with an initial payment 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00241 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



230 

26 CFR Ch. I (4–1–15 Edition) § 1.401(a)(9)–6 

in 2005 of $40,000. The factors in Table M are 
as follows: 

Age at final payment Factor 

79 ....................................................................... 10.5 
80 ....................................................................... 10.0 
81 ....................................................................... 9.5 
82 ....................................................................... 9.0 
83 ....................................................................... 8.5 
84 ....................................................................... 8.0 

(ii) The total future expected payments to 
Z4 under ContractY4 are $456,000, calculated 
as the initial payment of 40,000 multiplied by 
the age 78 life expectancy of 11.4 provided in 
the Single Life Table in A–1 of § 1.401(a)(9)–9. 
Because the total future expected payments 
on the purchase date exceed the total value 
being annuitized (i.e., the $450,000 used to 
purchase Contract Y4), the permitted in-
creases set forth in paragraph (c) of this A– 
14 are available. Furthermore, because the 
factors in Table M are less than the life ex-
pectancy of each of the ages in the Single 
Life Table provided in A–1 of § 1.401(a)(9)–9, 
the final payment is always less than the 
total future expected payments. Thus, the 
final payment is an acceleration of payments 
within the meaning of paragraph (c)(4) of 
this A–14. 

(iii) As an illustration of the above, if Par-
ticipant Z4 were to elect to cancel Contract 
Y4 on the day before he was to attain age 84, 
his contractual final payment would be 
$320,000. This amount is determined as $40,000 
(the annual payment amount due under Con-
tract Y4) multiplied by 8.0 (the factor in 
Table M for the next payment due date, age 
84). The total future expected payments 
under Contract Y4 at age 84 before the final 
payment is $324,000, calculated as the initial 
payment amount multiplied by 8.1, the age 
84 life expectancy provided in the Single Life 
Table in A–1 of § 1.401(a)(9)–9. Because $320,000 
(the total future expected payments under 
the annuity contract, including the amount 
of the final payment) is less than $324,000 
(the total future expected payments under 
the annuity contract, determined before the 
election), the final payment is an accelera-
tion of payments within the meaning of 
paragraph (c)(4) of this A–14. 

Example 8. Annuity with partial commutation 
feature. (i) The facts are the same as in Exam-
ple 7 except that the annuity provides Z4 
may request, at any time before Z4 attains 
age 84, an ad hoc payment on his next pay-
ment due date with future payments reduced 
by an amount equal to the ad hoc payment 
divided by the factor obtained from Table M 
(from Example 7) corresponding to Z4’s age at 
the time of the ad hoc payment. Because, at 
each age, the factors in Table M are less 
than the corresponding life expectancies in 
the Single Life Table in A–1 of § 1.401(a)(9)–9, 
total future expected payments under Con-
tract Y4 will decrease after an ad hoc pay-

ment. Thus, ad hoc distributions received by 
Z4 from Contract Y4 will satisfy the require-
ments under paragraph (c)(4) of this A–4. 

(ii) As an illustration of paragraph (i) of 
this Example 8, if Z4 were to request, on the 
day before he was to attain age 84, an ad hoc 
payment of $100,000 on his next payment due 
date, his recalculated annual payment 
amount would be reduced to $27,500. This 
amount is determined as $40,000 (the amount 
of Z4’s next annual payment) reduced by 
$12,500 (his $100,000 ad hoc payment divided 
by the Table M factor at age 84 of 8.0). Thus, 
Z4’s total future expected payments after the 
ad hoc payment (and including the ad hoc 
payment) are equal to $322,750 ($100,000 plus 
$27,500 multiplied by the Single Life Table 
value of 8.1). Note that this $322,750 amount 
is less than the amount of Z4’s total future 
expected payments before the ad hoc pay-
ment ($324,000, determined as $40,000 multi-
plied by 8.1), and the requirements under 
paragraph (c)(4) of this A–4 are satisfied. 

Example 9. Annuity with excessive increases. 
(i) A retired participant (Z5) in defined con-
tribution plan X attains age 701⁄2 in 2005. Z5 
elects to purchase annuity Contract Y5 from 
Insurance Company W in 2005 with a pre-
mium of $1,000,000. Contract Y5 is a single 
life annuity contract with a 20-year period 
certain. Contract Y5 provides for an initial 
payment of $200,000, a second payment one 
year from the time of purchase of $40,000, and 
18 succeeding annual payments each increas-
ing at a constant percentage rate of 4.5 per-
cent from the preceding payment. 

(ii) Contract Y5 fails to meet the require-
ments of section 401(a)(9) because the total 
future expected payments without regard to 
any increases in the annuity payment, cal-
culated as $200,000 in year one and $40,000 in 
each of years two through twenty, is only 
$960,000 (i.e., an amount that does not exceed 
the total value used to purchase the annu-
ity). 

Q–15: Are there special rules applica-
ble to payments made under a defined 
benefit plan or annuity contract to a 
surviving child? 

A–15: Yes, pursuant to section 
401(a)(9)(F), payments under a defined 
benefit plan or annuity contract that 
are made to an employee’s child until 
such child reaches the age of majority 
(or dies, if earlier) may be treated, for 
purposes of section 401(a)(9), as if such 
payments were made to the surviving 
spouse to the extent they become pay-
able to the surviving spouse upon ces-
sation of the payments to the child. 
For purposes of the preceding sentence, 
a child may be treated as having not 
reached the age of majority if the child 
has not completed a specified course of 
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education and is under the age of 26. In 
addition, a child who is disabled within 
the meaning of section 72(m)(7) when 
the child reaches the age of majority 
may be treated as having not reached 
the age of majority so long as the child 
continues to be disabled. Thus, when 
payments described in this paragraph 
A–15 become payable to the surviving 
spouse because the child attains the 
age of majority, recovers from a dis-
abling illness, dies, or completes a 
specified course of education, there is 
not an increase in benefits under A–1 of 
this section. Likewise, the age of child 
receiving such payments is not taken 
into consideration for purposes of the 
minimum incidental benefit require-
ment of A–2 of this section. 

Q–16: What are the rules for deter-
mining required minimum distribu-
tions for defined benefit plans and an-
nuity contracts for calendar years 2003, 
2004, and 2005? 

A–16: A distribution from a defined 
benefit plan or annuity contract for 
calendar years 2003, 2004, and 2005 will 
not fail to satisfy section 401(a)(9) 
merely because the payments do not 
satisfy A–1 through A–15 of this sec-
tion, provided the payments satisfy 
section 401(a)(9) based on a reasonable 
and good faith interpretation of the 
provisions of section 401(a)(9). 

Q–17. What is a qualifying longevity 
annuity contract? 

A–17. (a) Definition of qualifying lon-
gevity annuity contract. A qualifying 
longevity annuity contract (QLAC) is 
an annuity contract that is purchased 
from an insurance company for an em-
ployee and that, in accordance with the 
rules of application of paragraph (d) of 
this A–17, satisfies each of the fol-
lowing requirements— 

(1) Premiums for the contract satisfy 
the requirements of paragraph (b) of 
this A–17; 

(2) The contract provides that dis-
tributions under the contract must 
commence not later than a specified 
annuity starting date that is no later 
than the first day of the month next 
following the 85th anniversary of the 
employee’s birth; 

(3) The contract provides that, after 
distributions under the contract com-
mence, those distributions must satisfy 
the requirements of this section (other 

than the requirement in A–1(c) of this 
section that annuity payments com-
mence on or before the required begin-
ning date); 

(4) The contract does not make avail-
able any commutation benefit, cash 
surrender right, or other similar fea-
ture; 

(5) No benefits are provided under the 
contract after the death of the em-
ployee other than the benefits de-
scribed in paragraph (c) of this A–17; 

(6) When the contract is issued, the 
contract (or a rider or endorsement 
with respect to that contract) states 
that the contract is intended to be a 
QLAC; and 

(7) The contract is not a variable con-
tract under section 817, an indexed con-
tract, or a similar contract, except to 
the extent provided by the Commis-
sioner in revenue rulings, notices, or 
other guidance published in the Inter-
nal Revenue Bulletin and made avail-
able by the Superintendent of Docu-
ments, U.S. Government Printing Of-
fice, Washington, DC 20402 and on the 
IRS Web site at http://www.irs.gov. 

(b) Limitations on premiums—(1) In 
general. The premiums paid with re-
spect to the contract on a date satisfy 
the requirements of this paragraph (b) 
if they do not exceed the lesser of the 
dollar limitation in paragraph (b)(2) of 
this A–17 or the percentage limitation 
in paragraph (b)(3) of this A–17. 

(2) Dollar limitation. The dollar limi-
tation is an amount equal to the excess 
of— 

(i) $125,000 (as adjusted under para-
graph (d)(2) of this A–17), over 

(ii) The sum of— 
(A) The premiums paid before that 

date with respect to the contract, and 
(B) The premiums paid on or before 

that date with respect to any other 
contract that is intended to be a QLAC 
and that is purchased for the employee 
under the plan, or any other plan, an-
nuity, or account described in section 
401(a), 403(a), 403(b), or 408 or eligible 
governmental plan under section 457(b). 

(3) Percentage limitation. The percent-
age limitation is an amount equal to 
the excess of— 

(i) 25 percent of the employee’s ac-
count balance under the plan (includ-
ing the value of any QLAC held under 
the plan for the employee) as of that 
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date, determined in accordance with 
paragraph (d)(1)(iii) of this A–17, over 

(ii) The sum of— 
(A) The premiums paid before that 

date with respect to the contract, and 
(B) The premiums paid on or before 

that date with respect to any other 
contract that is intended to be a QLAC 
and that is held or was purchased for 
the employee under the plan. 

(c) Payments after death of the em-
ployee—(1) Surviving spouse is sole bene-
ficiary—(i) Death on or after annuity 
starting date. If the employee dies on or 
after the annuity starting date for the 
contract and the employee’s surviving 
spouse is the sole beneficiary under the 
contract then, except as provided in 
paragraph (c)(4) of this A–17, the only 
benefit permitted to be paid after the 
employee’s death is a life annuity pay-
able to the surviving spouse where the 
periodic annuity payment is not in ex-
cess of 100 percent of the periodic annu-
ity payment that is payable to the em-
ployee. 

(ii) Death before annuity starting 
date—(A) Amount of annuity. If the em-
ployee dies before the annuity starting 
date and the employee’s surviving 
spouse is the sole beneficiary under the 
contract then, except as provided in 
paragraph (c)(4) of this A–17, the only 
benefit permitted to be paid after the 
employee’s death is a life annuity pay-
able to the surviving spouse where the 
periodic annuity payment is not in ex-
cess of 100 percent of the periodic annu-
ity payment that would have been pay-
able to the employee as of the date 
that benefits to the surviving spouse 
commence. However, the annuity is 
permitted to exceed 100 percent of the 
periodic annuity payment that would 
have been payable to the employee to 
the extent necessary to satisfy the re-
quirement to provide a qualified pre-
retirement survivor annuity (as defined 
under section 417(c)(2) or ERISA sec-
tion 205(e)(2)) pursuant to section 
401(a)(11)(A)(ii) or ERISA section 
205(a)(2). 

(B) Commencement date for annuity. 
Any life annuity payable to the sur-
viving spouse under paragraph 
(c)(1)(ii)(A) of this A–17 must com-
mence no later than the date on which 
the annuity payable to the employee 

would have commenced under the con-
tract if the employee had not died. 

(2) Surviving spouse is not sole bene-
ficiary—(i) Death on or after annuity 
starting date. If the employee dies on or 
after the annuity starting date for the 
contract and the employee’s surviving 
spouse is not the sole beneficiary under 
the contract then, except as provided 
in paragraph (c)(4) of this A–17, the 
only benefit permitted to be paid after 
the employee’s death is a life annuity 
payable to the designated beneficiary 
where the periodic annuity payment is 
not in excess of the applicable percent-
age (determined under paragraph 
(c)(2)(iii) of this A–17) of the periodic 
annuity payment that is payable to the 
employee. 

(ii) Death before annuity starting 
date—(A) Amount of annuity. If the em-
ployee dies before the annuity starting 
date and the employee’s surviving 
spouse is not the sole beneficiary under 
the contract then, except as provided 
in paragraph (c)(4) of this A–17, the 
only benefit permitted to be paid after 
the employee’s death is a life annuity 
payable to the designated beneficiary 
where the periodic annuity payment is 
not in excess of the applicable percent-
age (determined under paragraph 
(c)(2)(iii) of this A–17) of the periodic 
annuity payment that would have been 
payable to the employee as of the date 
that benefits to the designated bene-
ficiary commence under this paragraph 
(c)(2)(ii). 

(B) Commencement date for annuity. In 
any case in which the employee dies 
before the annuity starting date, any 
life annuity payable to a designated 
beneficiary under this paragraph 
(c)(2)(ii) must commence by the last 
day of the calendar year immediately 
following the calendar year of the em-
ployee’s death. 

(iii) Applicable percentage—(A) Con-
tracts without pre-annuity starting date 
death benefits. If, as described in para-
graph (c)(2)(iv) of this A–17, the con-
tract does not provide for a pre-annu-
ity starting date non-spousal death 
benefit, the applicable percentage is 
the percentage described in the table in 
A–2(c) of this section. 

(B) Contracts with set beneficiary des-
ignation. If the contract provides for a 
set non-spousal beneficiary designation 
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as described in paragraph (c)(2)(v) (and 
is not a contract described in para-
graph (c)(2)(iv)) of this A–17, the appli-
cable percentage is the percentage de-
scribed in the table set forth in para-
graph (c)(2)(iii)(D) of this A–17. A con-
tract is still considered to provide for a 
set beneficiary designation even if the 
surviving spouse becomes the sole ben-
eficiary before the annuity starting 
date. In such a case, the requirements 
of paragraph (c)(1) of this A–17 apply 
and not the requirements of this para-
graph (c)(2). 

(C) Contracts providing for return of 
premium. If the contract provides for a 
return of premium as described in para-
graph (c)(4) of this A–17, the applicable 
percentage is 0. 

(D) Applicable percentage table. The 
applicable percentage is based on the 
adjusted employee/beneficiary age dif-
ference, determined in the same man-
ner as in A–2(c) of this section. 

Adjusted employee/beneficiary age difference Applicable 
percentage 

2 years or less ................................................... 100 
3 ......................................................................... 88 
4 ......................................................................... 78 
5 ......................................................................... 70 
6 ......................................................................... 63 
7 ......................................................................... 57 
8 ......................................................................... 52 
9 ......................................................................... 48 
10 ....................................................................... 44 
11 ....................................................................... 41 
12 ....................................................................... 38 
13 ....................................................................... 36 
14 ....................................................................... 34 
15 ....................................................................... 32 
16 ....................................................................... 30 
17 ....................................................................... 28 
18 ....................................................................... 27 
19 ....................................................................... 26 
20 ....................................................................... 25 
21 ....................................................................... 24 
22 ....................................................................... 23 
23 ....................................................................... 22 
24 ....................................................................... 21 
25 and greater ................................................... 20 

(iv) No pre-annuity starting date non- 
spousal death benefit. A contract is de-
scribed in this paragraph (c)(2)(iv) if 
the contract provides that no benefit is 
permitted to be paid to a beneficiary 
other than the employee’s surviving 
spouse after the employee’s death— 

(A) In any case in which the em-
ployee dies before the annuity starting 
date under the contract; and 

(B) In any case in which the em-
ployee selects an annuity starting date 
that is earlier than the specified annu-

ity starting date under the contract 
and the employee dies less than 90 days 
after making that election. 

(v) Contracts permitting set non-spousal 
beneficiary designation. A contract is de-
scribed in this paragraph (c)(2)(v) if the 
contract provides that if the bene-
ficiary under the contract is not the 
employee’s surviving spouse, benefits 
are payable to the beneficiary only if 
the beneficiary was irrevocably des-
ignated on or before the later of the 
date of purchase or the employee’s re-
quired beginning date. 

(3) Calculation of early annuity pay-
ments. For purposes of paragraphs 
(c)(1)(ii) and (c)(2)(ii) of this A–17, to 
the extent the contract does not pro-
vide an option for the employee to se-
lect an annuity starting date that is 
earlier than the date on which the an-
nuity payable to the employee would 
have commenced under the contract if 
the employee had not died, the con-
tract must provide a way to determine 
the periodic annuity payment that 
would have been payable if the em-
ployee were to have an option to accel-
erate the payments and the payments 
had commenced to the employee imme-
diately prior to the date that benefit 
payments to the surviving spouse or 
designated beneficiary commence. 

(4) Return of premiums—(i) In general. 
In lieu of a life annuity payable to a 
designated beneficiary under paragraph 
(c)(1) or (2) of this A–17, a QLAC is per-
mitted to provide for a benefit to be 
paid to a beneficiary after the death of 
the employee in an amount equal to 
the excess of— 

(A) The premium payments made 
with respect to the QLAC over 

(B) The payments already made 
under the QLAC. 

(ii) Payments after death of surviving 
spouse. If a QLAC is providing a life an-
nuity to a surviving spouse (or will 
provide a life annuity to a surviving 
spouse) under paragraph (c)(1) of this 
A–17, it is also permitted to provide for 
a benefit paid to a beneficiary after the 
death of both the employee and the 
spouse in an amount equal to the ex-
cess of— 

(A) The premium payments made 
with respect to the QLAC over 

(B) The payments already made 
under the QLAC. 
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(iii) Other rules—(A) Timing of return 
of premium payment following death of 
employee. A return of premium pay-
ment under this paragraph (c)(4) must 
be paid no later than the end of the cal-
endar year following the calendar year 
in which the employee dies. If the em-
ployee’s death is after the required be-
ginning date, the return of premium 
payment is treated as a required min-
imum distribution for the year in 
which it is paid and is not eligible for 
rollover. 

(B) Timing of return of premium pay-
ment following death of surviving spouse 
receiving life annuity. If the return of 
premium payment is paid after the 
death of a surviving spouse who is re-
ceiving a life annuity (or after the 
death of a surviving spouse who has not 
yet commenced receiving a life annuity 
after the death of the employee), the 
return of premium payment under this 
paragraph (c)(4) must be made no later 
than the end of the calendar year fol-
lowing the calendar year in which the 
surviving spouse dies. If the surviving 
spouse’s death is after the required be-
ginning date for the surviving spouse, 
then the return of premium payment is 
treated as a required minimum dis-
tribution for the year in which it is 
paid and is not eligible for rollover. 

(5) Multiple beneficiaries. If an em-
ployee has more than one designated 
beneficiary under a QLAC, the rules in 
A–2(a) of § 1.401(a)(9)–8 apply for pur-
poses of paragraphs (c)(1) and (c)(2) of 
this A–17. 

(d) Rules of application—(1) Rules re-
lating to premiums—(i) Reliance on rep-
resentations. For purposes of the limita-
tion on premiums described in para-
graphs (b)(2) and (3) of this A–17, unless 
the plan administrator has actual 
knowledge to the contrary, the plan 
administrator may rely on an employ-
ee’s representation (made in writing or 
such other form as may be prescribed 
by the Commissioner) of the amount of 
the premiums described in paragraphs 
(b)(2)(ii)(B) and (b)(3)(ii)(B) of this A–17, 
but only with respect to premiums that 
are not paid under a plan, annuity, or 
contract that is maintained by the em-
ployer or an entity that is treated as a 
single employer with the employer 
under section 414(b), (c), (m), or (o). 

(ii) Consequences of excess premiums— 
(A) General Rule. If an annuity contract 
fails to be a QLAC solely because a pre-
mium for the contract exceeds the lim-
its under paragraph (b) of this A–17, 
then the contract is not a QLAC begin-
ning on the date that premium pay-
ment is made unless the excess pre-
mium is returned to the non-QLAC por-
tion of the employee’s account in ac-
cordance with paragraph (d)(1)(ii)(B) of 
this A–17. If the contract fails to be a 
QLAC, then the value of the contract 
may not be disregarded under A–3(d) of 
§ 1.401(a)(9)–5 as of the date on which 
the contract ceases to be a QLAC. 

(B) Correction in year following year of 
excess. If the excess premium is re-
turned (either in cash or in the form of 
a contract that is not intended to be a 
QLAC) to the non-QLAC portion of the 
employee’s account by the end of the 
calendar year following the calendar 
year in which the excess premium was 
originally paid, then the contract will 
not be treated as exceeding the limits 
under paragraph (b) of this A–17 at any 
time, and the value of the contract will 
not be included in the employee’s ac-
count balance under A–3(d) of 
§ 1.401(a)(9)–5. If the excess premium 
(including the fair market value of an 
annuity contract that is not intended 
to be a QLAC, if applicable) is returned 
to the non-QLAC portion of the em-
ployee’s account after the last valu-
ation date for the calendar year in 
which the excess premium was origi-
nally paid, then the employee’s ac-
count balance for that calendar year 
must be increased to reflect that excess 
premium in the same manner as an em-
ployee’s account balance is increased 
under A–2 of § 1.401(a)(9)–7 to reflect a 
rollover received after the last valu-
ation date. 

(C) Return of excess premium not a com-
mutation benefit. If the excess premium 
is returned to the non-QLAC portion of 
the employee’s account as described in 
paragraph (d)(1)(ii)(B) of this A–17, it 
will not be treated as a violation of the 
requirement in paragraph (a)(4) of this 
A–17 that the contract not provide a 
commutation benefit. 

(iii) Application of 25-percent limit. For 
purposes of the 25-percent limit under 
paragraph (b)(3) of this A–17, an em-
ployee’s account balance on the date 
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on which premiums for a contract are 
paid is the account balance as of the 
last valuation date preceding the date 
of the premium payment, adjusted as 
follows. The account balance is in-
creased for contributions allocated to 
the account during the period that be-
gins after the valuation date and ends 
before the date the premium is paid 
and decreased for distributions made 
from the account during that period. 

(2) Dollar and age limitations subject to 
adjustments—(i) Dollar limitation. In the 
case of calendar years beginning on or 
after January 1, 2015, the $125,000 
amount under paragraph (b)(2)(i) of 
this A–17 will be adjusted at the same 
time and in the same manner as the 
limits are adjusted under section 
415(d), except that the base period shall 
be the calendar quarter beginning July 
1, 2013, and any increase under this 
paragraph (d)(2)(i) that is not a mul-
tiple of $10,000 will be rounded to the 
next lowest multiple of $10,000. 

(ii) Age limitation. The maximum age 
set forth in paragraph (a)(2) of this A– 
17 may be adjusted to reflect changes 
in mortality, with any such adjusted 
age to be prescribed by the Commis-
sioner in revenue rulings, notices, or 
other guidance published in the Inter-
nal Revenue Bulletin and made avail-
able by the Superintendent of Docu-
ments, U.S. Government Printing Of-
fice, Washington, DC 20402 and on the 
IRS Web site at http://www.irs.gov. 

(iii) Prospective application of adjust-
ments. If a contract fails to be a QLAC 
because it does not satisfy the dollar 
limitation in paragraph (b)(2) of this A– 
17 or the age limitation in paragraph 
(a)(2) of this A–17, any subsequent ad-
justment that is made pursuant to 
paragraph (d)(2)(i) or paragraph 
(d)(2)(ii) of this A–17 will not cause the 
contract to become a QLAC. 

(3) Determination of whether contract is 
intended to be a QLAC—(i) Structural de-
ficiency. If a contract fails to be a 
QLAC at any time for a reason other 
than an excess premium described in 
paragraph (d)(1)(ii) of this A–17, then as 
of the date of purchase the contract 
will not be treated as a QLAC (for pur-
poses of A–3(d) of § 1.401(a)(9)–5) or as a 
contract that is intended to be a QLAC 
(for purposes of paragraph (b) of this A– 
17). 

(ii) Roth IRAs. A contract that is pur-
chased under a Roth IRA is not treated 
as a contract that is intended to be a 
QLAC for purposes of applying the dol-
lar and percentage limitation rules in 
paragraphs (b)(2)(ii)(B) and (b)(3)(ii)(B) 
of this A–17. See A–14(d) of § 1.408A–6. If 
a QLAC is purchased or held under a 
plan, annuity, account, or traditional 
IRA, and that contract is later rolled 
over or converted to a Roth IRA, the 
contract is not treated as a contract 
that is intended to be a QLAC after the 
date of the rollover or conversion. 
Thus, premiums paid with respect to 
the contract will not be taken into ac-
count under paragraph (b)(2)(ii)(B) or 
paragraph (b)(3)(ii)(B) of this A–17 after 
the date of the rollover or conversion. 

(4) Certain contracts not treated as simi-
lar contracts—(i) Participating annuity 
contract. An annuity contract is not 
treated as a contract described in para-
graph (a)(7) of this A–17 merely because 
it provides for the payment of divi-
dends described in A–14(c)(3) of 
§ 1.401(a)(9)–6. 

(ii) Contracts with cost-of-living adjust-
ments. An annuity contract is not 
treated as a contract described in para-
graph (a)(7) of this A–17 merely because 
it provides for a cost-of-living adjust-
ment as described in A–14(b) of 
§ 1.401(a)(9)–6. 

(5) Group annuity contract certificates. 
The requirement under paragraph (a)(6) 
of this A–17 that the contract state 
that it is intended to be a QLAC when 
issued is satisfied if a certificate is 
issued under a group annuity contract 
and the certificate, when issued, states 
that the employee’s interest under the 
group annuity contract is intended to 
be a QLAC. 

(e) Effective/applicability date—(1) Gen-
eral applicability date. This A–17 and 
§ 1.403(b)–6(e)(9) apply to contracts pur-
chased on or after July 2, 2014 If on or 
after July 2, 2014 an existing contract 
is exchanged for a contract that satis-
fies the requirements of this A–17, the 
new contract will be treated as pur-
chased on the date of the exchange and 
the fair market value of the contract 
that is exchanged for a QLAC will be 
treated as a premium paid with respect 
to the QLAC. 
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(2) Delayed applicability date for re-
quirement that contract state that it is in-
tended to be QLAC. An annuity contract 
purchased before January 1, 2016, will 
not fail to be a QLAC merely because 
the contract does not satisfy the re-
quirement of paragraph (a)(6) of this A– 
17, provided that— 

(i) When the contract (or a certifi-
cate under a group annuity contract) is 
issued, the employee is notified that 
the annuity contract is intended to be 
a QLAC; and 

(ii) The contract is amended (or a 
rider, endorsement or amendment to 
the certificate is issued) no later than 
December 31, 2016, to state that the an-
nuity contract is intended to be a 
QLAC. 

[T.D. 9130, 69 FR 33293, June 15, 2004; 69 FR 
68077, Nov. 23, 2004; T.D. 9459, 74 FR 45994, 
Sept. 8, 2009; T.D. 9673, 79 FR 37639, July 2, 
2014; 79 FR 45683, Aug. 6, 2014] 

§ 1.401(a)(9)–7 Rollovers and transfers. 
Q–1. If an amount is distributed by 

one plan (distributing plan) and is 
rolled over to another plan, is the re-
quired minimum distribution under the 
distributing plan affected by the roll-
over? 

A–1. No, if an amount is distributed 
by one plan and is rolled over to an-
other plan, the amount distributed is 
still treated as a distribution by the 
distributing plan for purposes of sec-
tion 401(a)(9), notwithstanding the roll-
over. See A–1 of § 1.402(c)–2 for the defi-
nition of a rollover and A–7 of § 1.402(c)– 
2 for rules for determining the portion 
of any distribution that is not eligible 
for rollover because it is a required 
minimum distribution. 

Q–2. If an amount is distributed by 
one plan (distributing plan) and is 
rolled over to another plan (receiving 
plan), how are the benefit and the re-
quired minimum distribution under the 
receiving plan affected? 

A–2. If an amount is distributed by 
one plan (distributing plan) and is 
rolled over to another plan (receiving 
plan), the benefit of the employee 
under the receiving plan is increased 
by the amount rolled over for purposes 
of determining the required minimum 
distribution for the calendar year im-
mediately following the calendar year 
in which the amount rolled over is dis-

tributed. If the amount rolled over is 
received after the last valuation date 
in the calendar year under the receiv-
ing plan, the benefit of the employee as 
of such valuation date, adjusted in ac-
cordance with A–3 of § 1.401(a)(9)–5, will 
be increased by the rollover amount 
valued as of the date of receipt. In ad-
dition, if the amount rolled over is re-
ceived in a different calendar year from 
the calendar year in which it is distrib-
uted, the amount rolled over is deemed 
to have been received by the receiving 
plan in the calendar year in which it 
was distributed. 

Q–3. In the case of a transfer of an 
amount of an employee’s benefit from 
one plan (transferor plan) to another 
plan (transferee plan), are there any 
special rules for satisfying section 
401(a)(9) or determining the employee’s 
benefit under the transferor plan? 

A–3. (a) In the case of a transfer of an 
amount of an employee’s benefit from 
one plan (transferor plan) to another 
(transferee plan), the transfer is not 
treated as a distribution by the trans-
feror plan for purposes of section 
401(a)(9). Instead, the benefit of the em-
ployee under the transferor plan is de-
creased by the amount transferred. 
However, if any portion of an employ-
ee’s benefit is transferred in a distribu-
tion calendar year with respect to that 
employee, in order to satisfy section 
401(a)(9), the transferor plan must de-
termine the amount of the required 
minimum distribution with respect to 
that employee for the calendar year of 
the transfer using the employee’s ben-
efit under the transferor plan before 
the transfer. Additionally, if any por-
tion of an employee’s benefit is trans-
ferred in the employee’s second dis-
tribution calendar year but on or be-
fore the employee’s required beginning 
date, in order to satisfy section 
401(a)(9), the transferor plan must de-
termine the amount of the minimum 
distribution requirement for the em-
ployee’s first distribution calendar 
year based on the employee’s benefit 
under the transferor plan before the 
transfer. The transferor plan may sat-
isfy the minimum distribution require-
ment for the calendar year of the 
transfer (and the prior year if applica-
ble) by segregating the amount which 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00248 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



237 

Internal Revenue Service, Treasury § 1.401(a)(9)–8 

must be distributed from the employ-
ee’s benefit and not transferring that 
amount. Such amount may be retained 
by the transferor plan and must be dis-
tributed on or before the date required 
under section 401(a)(9). 

(b) For purposes of determining any 
required minimum distribution for the 
calendar year immediately following 
the calendar year in which the transfer 
occurs, in the case of a transfer after 
the last valuation date for the calendar 
year of the transfer under the trans-
feror plan, the benefit of the employee 
as of such valuation date, adjusted in 
accordance with A–3 of § 1.401(a)(9)–5, 
will be decreased by the amount trans-
ferred, valued as of the date of the 
transfer. 

Q–4. If an amount of an employee’s 
benefit is transferred from one plan 
(transferor plan) to another plan 
(transferee plan), how are the benefit 
and the required minimum distribution 
under the transferee plan affected? 

A–4. In the case of a transfer from 
one plan (transferor plan) to another 
(transferee plan), the benefit of the em-
ployee under the transferee plan is in-
creased by the amount transferred in 
the same manner as if it were a plan 
receiving a rollover contribution under 
A–2 of this section. 

Q–5. How is a spinoff, merger or con-
solidation (as defined in § 1.414(l)–1) 
treated for purposes of determining an 
employee’s benefit and required min-
imum distribution under section 
401(a)(9)? 

A–5. For purposes of determining an 
employee’s benefit and required min-
imum distribution under section 
401(a)(9), a spinoff, a merger, or a con-
solidation (as defined in § 1.414(l)–1) will 
be treated as a transfer of the benefits 
of the employees involved. Con-
sequently, the benefit and required 
minimum distribution of each em-
ployee involved under the transferor 
and transferee plans will be determined 
in accordance with A–3 and A–4 of this 
section. 

[T.D. 8987, 67 FR 18994, Apr. 17, 2002] 

§ 1.401(a)(9)–8 Special rules. 

Q–1. What distribution rules apply if 
an employee is a participant in more 
than one plan? 

A–1. If an employee is a participant 
in more than one plan, the plans in 
which the employee participates are 
not permitted to be aggregated for pur-
poses of testing whether the distribu-
tion requirements of section 401(a)(9) 
are met. The distribution of the benefit 
of the employee under each plan must 
separately meet the requirements of 
section 401(a)(9). For this purpose, a 
plan described in section 414(k) is 
treated as two separate plans, a defined 
contribution plan to the extent bene-
fits are based on an individual account 
and a defined benefit plan with respect 
to the remaining benefits. 

Q–2. If an employee’s benefit under a 
defined contribution plan is divided 
into separate accounts (or under a de-
fined benefit plan is divided into seg-
regated shares), do the distribution 
rules in section 401(a)(9) and these reg-
ulations apply separately to each sepa-
rate account? 

A–2. (a) Defined contribution plan. (1) 
Except as otherwise provided in this A– 
2, if an employee’s benefit under a de-
fined contribution plan is divided into 
separate accounts under the plan, the 
separate accounts will be aggregated 
for purposes of satisfying the rules in 
section 401(a)(9). Thus, except as other-
wise provided in this A–2, all separate 
accounts, including a separate account 
for employee contributions under sec-
tion 72(d)(2), will be aggregated for pur-
poses of section 401(a)(9). 

(2) If the employee’s benefit in a de-
fined contribution plan is divided into 
separate accounts and the beneficiaries 
with respect to one separate account 
differ from the beneficiaries with re-
spect to the other separate accounts of 
the employee under the plan, for years 
subsequent to the calendar year con-
taining the date as of which the sepa-
rate accounts were established, or date 
of death if later, such separate account 
under the plan is not aggregated with 
the other separate accounts under the 
plan in order to determine whether the 
distributions from such separate ac-
count under the plan satisfy section 
401(a)(9). Instead, the rules in section 
401(a)(9) separately apply to such sepa-
rate account under the plan. However, 
the applicable distribution period for 
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each such separate account is deter-
mined disregarding the other bene-
ficiaries of the employee’s benefit only 
if the separate account is established 
on a date no later than the last day of 
the year following the calendar year of 
the employee’s death. For example, if, 
in the case of a distribution described 
in section 401(a)(9)(B)(iii) and (iv), the 
only beneficiary of a separate account 
under the plan established on a date no 
later than the end of the year following 
the calendar year of the employee’s 
death is the employee’s surviving 
spouse, and beneficiaries other than 
the surviving spouse are designated 
with respect to the other separate ac-
counts with respect to the employee, 
distribution of the spouse’s separate 
account under the plan need not com-
mence until the date determined under 
the first sentence in A–3(b) of 
§ 1.401(a)(9)–3, even if distribution of the 
other separate accounts under the plan 
must commence at an earlier date. 
Similarly, in the case of a distribution 
after the death of an employee to 
which section 401(a)(9)(B)(i) does not 
apply, distribution from a separate ac-
count of an employee established on a 
date no later than the end of the year 
following the year of the employee’s 
death may be made over a beneficiary’s 
life expectancy in accordance with sec-
tion 401(a)(9)(B)(iii) and (iv) even 
though distributions from other sepa-
rate accounts under the plan with dif-
ferent beneficiaries are being made in 
accordance with the 5-year rule in sec-
tion 401(a)(9)(B)(ii). 

(3) A portion of an employee’s ac-
count balance under a defined con-
tribution plan is permitted to be used 
to purchase an annuity contract while 
another portion stays in the account. 
In that case, the remaining account 
under the plan must be distributed in 
accordance with § 1.401(a)(9)–5 in order 
to satisfy section 401(a)(9) and the an-
nuity payments under the annuity con-
tract must satisfy § 1.401(a)(9)–6 in 
order to satisfy section 401(a)(9). 

(b) Defined benefit plan. The rules of 
paragraph (a)(2) and (3) of this A–2 also 
apply to benefits under a defined ben-
efit plan where the benefits under the 
plan are separated into separate identi-
fiable components which are separately 
distributed. 

Q–3. What are separate accounts for 
purposes of section 401(a)(9)? 

A–3. For purposes of section 401(a)(9), 
separate accounts in an employee’s ac-
count are separate portions of an em-
ployee’s benefit reflecting the separate 
interests of the employee’s bene-
ficiaries under the plan as of the date 
of the employee’s death for which sepa-
rate accounting is maintained. The 
separate accounting must allocate all 
post-death investment gains and losses, 
contributions, and forfeitures, for the 
period prior to the establishment of the 
separate accounts on a pro rata basis 
in a reasonable and consistent manner 
among the separate accounts. However, 
once the separate accounts are actu-
ally established, the separate account-
ing can provide for separate invest-
ments for each separate account under 
which gains and losses from the invest-
ment of the account are only allocated 
to that account, or investment gain or 
losses can continue to be allocated 
among the separate accounts on a pro 
rata basis. A separate accounting must 
allocate any post-death distribution to 
the separate account of the beneficiary 
receiving that distribution. 

Q–4. If a distribution is required to be 
made to an employee by section 
401(a)(9)(A) or is required to be made to 
a surviving spouse under section 
401(a)(9)(B), must the distribution be 
made even if the employee, or spouse 
where applicable, fails to consent to a 
distribution while a benefit is imme-
diately distributable? 

A–4. Yes, section 411(a)(11) and sec-
tion 417(e) (see §§ 1.411(a)(11)–1(c)(2) and 
1.417(e)–1(c)) require employee and 
spousal consent to certain distribu-
tions of plan benefits while such bene-
fits are immediately distributable. If 
an employee’s normal retirement age 
is later than the employee’s required 
beginning date and, therefore, benefits 
are still immediately distributable, the 
plan must, nevertheless, distribute 
plan benefits to the employee (or where 
applicable, to the spouse) in a manner 
that satisfies the requirements of sec-
tion 401(a)(9). Section 401(a)(9) must be 
satisfied even though the employee (or 
spouse, where applicable) fails to con-
sent to the distribution. In such a case, 
the plan may distribute in the form of 
a qualified joint and survivor annuity 
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(QJSA) or in the form of a qualified 
preretirement survivor annuity 
(QPSA), as applicable, and the consent 
requirements of sections 411(a)(11) and 
417(e) are deemed to be satisfied if the 
plan has made reasonable efforts to ob-
tain consent from the employee (or 
spouse if applicable) and if the dis-
tribution otherwise meets the require-
ments of section 417. If, because of sec-
tion 401(a)(11)(B), the plan is not re-
quired to distribute in the form of a 
QJSA to an employee or a QPSA to a 
surviving spouse, the plan may dis-
tribute the required minimum distribu-
tion amount to satisfy section 401(a)(9) 
and the consent requirements of sec-
tions 411(a)(11) and 417(e) are deemed to 
be satisfied if the plan has made rea-
sonable efforts to obtain consent from 
the employee (or spouse if applicable) 
and if the distribution otherwise meets 
the requirements of section 417. 

Q–5. Who is an employee’s spouse or 
surviving spouse for purposes of section 
401(a)(9)? 

A–5. Except as otherwise provided in 
A–6(a) of this section (in the case of 
distributions of a portion of an employ-
ee’s benefit payable to a former spouse 
of an employee pursuant to a qualified 
domestic relations order), for purposes 
of section 401(a)(9), an individual is a 
spouse or surviving spouse of an em-
ployee if such individual is treated as 
the employee’s spouse under applicable 
state law. In the case of distributions 
after the death of an employee, for pur-
poses of determining whether, under 
the life expectancy rule in section 
401(a)(9)(B)(iii) and (iv), the provisions 
of section 401(a)(9)(B)(iv) apply, the 
spouse of the employee is determined 
as of the date of death of the employee. 

Q–6. In order to satisfy section 
401(a)(9), are there any special rules 
which apply to the distribution of all 
or a portion of an employee’s benefit 
payable to an alternate payee pursuant 
to a qualified domestic relations order 
as defined in section 414(p) (QDRO)? 

A–6. (a) A former spouse to whom all 
or a portion of the employee’s benefit 
is payable pursuant to a QDRO will be 
treated as a spouse (including a sur-
viving spouse) of the employee for pur-
poses of section 401(a)(9), including the 
minimum distribution incidental ben-
efit requirement, regardless of whether 

the QDRO specifically provides that 
the former spouse is treated as the 
spouse for purposes of sections 
401(a)(11) and 417. 

(b)(1) If a QDRO provides that an em-
ployee’s benefit is to be divided and a 
portion is to be allocated to an alter-
nate payee, such portion will be treat-
ed as a separate account (or segregated 
share) which separately must satisfy 
the requirements of section 401(a)(9) 
and may not be aggregated with other 
separate accounts (or segregated 
shares) of the employee for purposes of 
satisfying section 401(a)(9). Except as 
otherwise provided in paragraph (b)(2) 
of this A–6, distribution of such sepa-
rate account allocated to an alternate 
payee pursuant to a QDRO must be 
made in accordance with section 
401(a)(9). For example, in general, dis-
tribution of such account will satisfy 
section 401(a)(9)(A) if required min-
imum distributions from such account 
during the employee’s lifetime begin 
not later than the employee’s required 
beginning date and the required min-
imum distribution is determined in ac-
cordance with § 1.401(a)(9)–5 for each 
distribution calendar year (using an 
applicable distribution period deter-
mined under A–4 of § 1.401(a)(9)–5 for the 
employee in the distribution calendar 
year either using the Uniform Lifetime 
Table in A–2 of § 1.401(a)(9)–9 or using 
the joint life expectancy of the em-
ployee and a spousal alternate payee in 
the distribution calendar year if the 
spousal alternate payee is more than 10 
years younger than the employee). The 
determination of whether distribution 
from such account after the death of 
the employee to the alternate payee 
will be made in accordance with sec-
tion 401(a)(9)(B)(i) or section 
401(a)(9)(B)(ii) or (iii) and (iv) will de-
pend on whether distributions have 
begun as determined under A–6 of 
§ 1.401(a)(9)–2 (which provides, in gen-
eral, that distributions are not treated 
as having begun until the employee’s 
required beginning date even though 
payments may actually have begun be-
fore that date). For example, if the al-
ternate payee dies before the employee 
and distribution of the separate ac-
count allocated to the alternate payee 
pursuant to the QDRO is to be made to 
the alternate payee’s beneficiary, such 
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beneficiary may be treated as a des-
ignated beneficiary for purposes of de-
termining the minimum distribution 
required from such account after the 
death of the employee if the bene-
ficiary of the alternate payee is an in-
dividual and if such beneficiary is a 
beneficiary under the plan or specified 
to or in the plan. Specification in or 
pursuant to the QDRO is treated as 
specification to the plan. 

(2) Distribution of the separate ac-
count allocated to an alternate payee 
pursuant to a QDRO will satisfy the re-
quirements of section 401(a)(9)(A)(ii) if 
such account is to be distributed, be-
ginning not later than the employee’s 
required beginning date, over the life 
of the alternate payee (or over a period 
not extending beyond the life expect-
ancy of the alternate payee). Also, if 
the plan permits the employee to elect 
whether distribution upon the death of 
the employee will be made in accord-
ance with the 5-year rule in section 
401(a)(9)(B)(ii) or the life expectancy 
rule in section 401(a)(9)(B)(iii) and (iv) 
pursuant to A–4(c) of § 1.401(a)(9)–3, 
such election is to be made only by the 
alternate payee for purposes of distrib-
uting the separate account allocated to 
the alternate payee pursuant to the 
QDRO. If the alternate payee dies after 
distribution of the separate account al-
located to the alternate payee pursu-
ant to a QDRO has begun (determined 
under A–6 of § 1.401(a)(9)–2) but before 
the employee dies, distribution of the 
remaining portion of that portion of 
the benefit allocated to the alternate 
payee must be made in accordance with 
the rules in § 1.401(a)(9)–5 or 1.401(a)(9)– 
6 for distributions during the life of the 
employee. Only after the death of the 
employee is the amount of the required 
minimum distribution determined in 
accordance with the rules of section 
401(a)(9)(B). 

(c) If a QDRO does not provide that 
an employee’s benefit is to be divided 
but provides that a portion of an em-
ployee’s benefit (otherwise payable to 
the employee) is to be paid to an alter-
nate payee, such portion will not be 
treated as a separate account (or seg-
regated share) of the employee. In-
stead, such portion will be aggregated 
with any amount distributed to the 
employee and will be treated as having 

been distributed to the employee for 
purposes of determining whether sec-
tion 401(a)(9) has been satisfied with re-
spect to that employee. 

Q–7. Will a plan fail to satisfy section 
401(a)(9) merely because it fails to dis-
tribute an amount otherwise required 
to be distributed by section 401(a)(9) 
during the period in which the issue of 
whether a domestic relations order is a 
QDRO is being determined? 

A–7. A plan will not fail to satisfy 
section 401(a)(9) merely because it fails 
to distribute an amount otherwise re-
quired to be distributed by section 
401(a)(9) during the period in which the 
issue of whether a domestic relations 
order is a QDRO is being determined 
pursuant to section 414(p)(7), provided 
that the period does not extend beyond 
the 18-month period described in sec-
tion 414(p)(7)(E). To the extent that a 
distribution otherwise required under 
section 401(a)(9) is not made during this 
period, any segregated amounts, as de-
fined in section 414(p)(7)(A), will be 
treated as though the amounts are not 
vested during the period and any dis-
tributions with respect to such 
amounts must be made under the rel-
evant rules for nonvested benefits de-
scribed in either A–8 of § 1.401(a)(9)–5 or 
A–6 of § 1.401(a)(9)–6, as applicable. 

Q–8. Will a plan fail to satisfy section 
401(a)(9) where an individual’s distribu-
tion from the plan is less than the 
amount otherwise required to satisfy 
section 401(a)(9) because distributions 
were being paid under an annuity con-
tract issued by a life insurance com-
pany in state insurer delinquency pro-
ceedings and have been reduced or sus-
pended by reasons of such state pro-
ceedings? 

A–8. A plan will not fail to satisfy 
section 401(a)(9) merely because an in-
dividual’s distribution from the plan is 
less than the amount otherwise re-
quired to satisfy section 401(a)(9) be-
cause distributions were being paid 
under an annuity contract issued by a 
life insurance company in state insurer 
delinquency proceedings and have been 
reduced or suspended by reasons of 
such state proceedings. To the extent 
that a distribution otherwise required 
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under section 401(a)(9) is not made dur-
ing the state insurer delinquency pro-
ceedings, this amount and any addi-
tional amount accrued during this pe-
riod will be treated as though such 
amounts are not vested during the pe-
riod and any distributions with respect 
to such amounts must be made under 
the relevant rules for nonvested bene-
fits described in either A–8 of 
§ 1.401(a)(9)–5 or A–6 of § 1.401(a)(9)–6, as 
applicable. 

Q–9. Will a plan fail to qualify as a 
pension plan within the meaning of 
section 401(a) solely because the plan 
permits distributions to commence to 
an employee on or after April 1 of the 
calendar year following the calendar 
year in which the employee attains age 
701⁄2 even though the employee has not 
retired or attained the normal retire-
ment age under the plan as of the date 
on which such distributions com-
mence? 

A–9. No, a plan will not fail to qualify 
as a pension plan within the meaning 
of section 401(a) solely because the plan 
permits distributions to commence to 
an employee on or after April 1 of the 
calendar year following the calendar 
year in which the employee attains age 
701⁄2 even though the employee has not 
retired or attained the normal retire-
ment age under the plan as of the date 
on which such distributions commence. 
This rule applies without regard to 
whether the employee is a 5-percent 
owner with respect to the plan year 
ending in the calendar year in which 
distributions commence. 

Q–10. Is the distribution of an annu-
ity contract a distribution for purposes 
of section 401(a)(9)? 

A–10. No, the distribution of an annu-
ity contract is not a distribution for 
purposes of section 401(a)(9). 

Q–11. Will a payment by a plan after 
the death of an employee fail to be 
treated as a distribution for purposes 
of section 401(a)(9) solely because it is 
made to an estate or a trust? 

A–11. A payment by a plan after the 
death of an employee will not fail to be 
treated as a distribution for purposes 
of section 401(a)(9) solely because it is 
made to an estate or a trust. As a re-
sult, the estate or trust which receives 
a payment from a plan after the death 
of an employee need not distribute the 

amount of such payment to the bene-
ficiaries of the estate or trust in ac-
cordance with section 401(a)(9)(B). Pur-
suant to A–3 of § 1.401(a)(9)–4, an estate 
may not be a designated beneficiary. 
Thus, pursuant to A–4 of § 1.401(a)(9)–3, 
distribution to the estate must satisfy 
the 5-year rule in section 
401(a)(9)(B)(iii) if the distribution to 
the employee had not begun (as defined 
in A–6 of § 1.401(a)(9)–2) as of the em-
ployee’s date of death. However, see A– 
5 and A–6 of § 1.401(a)(9)–4 for provisions 
under which beneficiaries of a trust 
with respect to the trust’s interest in 
an employee’s benefit are treated as 
having been designated as beneficiaries 
of the employee under the plan. 

Q–12. Will a plan fail to satisfy sec-
tion 411(d)(6) if the plan is amended to 
eliminate the availability of an op-
tional form of benefit to the extent 
that the optional form does not satisfy 
section 401(a)(9)? 

A–12. No, pursuant to section 
411(d)(6)(B), a plan will not fail to sat-
isfy section 411(d)(6) merely because 
the plan is amended to eliminate the 
availability of an optional form of ben-
efit to the extent that the optional 
form does not satisfy section 401(a)(9). 
(See also A–3 of § 1.401(a)(9)–1, which re-
quires a plan to provide that, notwith-
standing any other plan provision, it 
will not distribute benefits under any 
option that does not satisfy section 
401(a)(9).) 

Q–13. Is a plan disqualified merely be-
cause it pays benefits under a designa-
tion made before January 1, 1984, in ac-
cordance with section 242(b)(2) of the 
Tax Equity and Fiscal Responsibility 
Act (TEFRA)? 

A–13. No, even though the distribu-
tion requirements added by TEFRA 
were retroactively repealed by the Tax 
Reform Act of 1984 (TRA of 1984), the 
transitional election rule in section 
242(b) of TEFRA was preserved. Satis-
faction of the spousal consent require-
ments of section 417(a) and (e) (added 
by the Retirement Equity Act of 1984) 
will not be considered a revocation of 
the pre-1984 designation. However, sec-
tions 401(a)(11) and 417 must be satis-
fied with respect to any distribution 
subject to those sections. The election 
provided in section 242(b) of TEFRA is 
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hereafter referred to as a section 
242(b)(2) election. 

Q–14. If an amount is transferred 
from one plan (transferor plan) to an-
other plan (transferee plan), may the 
transferee plan distribute the amount 
transferred in accordance with a sec-
tion 242(b)(2) election made under ei-
ther the transferor plan or under the 
transferee plan? 

A–14. (a) If an amount is transferred 
from one plan (transferor plan) to an-
other plan (transferee plan), the 
amount transferred may be distributed 
in accordance with a section 242(b)(2) 
election made under the transferor 
plan if the employee did not elect to 
have the amount transferred and if the 
amount transferred is separately ac-
counted for by the transferee plan. 
However, only the benefit attributable 
to the amount transferred, plus earn-
ings thereon, may be distributed in ac-
cordance with the section 242(b)(2) elec-
tion made under the transferor plan. If 
the employee elected to have the 
amount transferred, the transfer will 
be treated as a distribution and roll-
over of the amount transferred for pur-
poses of this section. 

(b) In the case in which an amount is 
transferred from one plan to another 
plan, the amount transferred may not 
be distributed in accordance with a sec-
tion 242(b)(2) election made under the 
transferee plan. If a section 242(b)(2) 
election was made under the transferee 
plan, the amount transferred must be 
separately accounted for. If the 
amount transferred is not separately 
accounted for under the transferee 
plan, the section 242(b)(2) election 
under the transferee plan is revoked 
and section 401(a)(9) will apply to sub-
sequent distributions by the transferee 
plan. 

(c) A merger, spinoff, or consolida-
tion, as defined in § 1.414(l)–1(b), will be 
treated as a transfer for purposes of the 
section 242(b)(2) election. 

Q–15. If an amount is distributed by 
one plan (distributing plan) and rolled 
over into another plan (receiving plan), 
may the receiving plan distribute the 
amount rolled over in accordance with 
a section 242(b)(2) election made under 
either the distributing plan or the re-
ceiving plan? 

A–15. No, if an amount is distributed 
by one plan (distributing plan) and 
rolled over into another plan (receiving 
plan), the receiving plan must dis-
tribute the amount rolled over in ac-
cordance with section 401(a)(9) whether 
or not the employee made a section 
242(b)(2) election under the distributing 
plan. Further, if the amount rolled 
over was not distributed in accordance 
with the election, the election under 
the distributing plan is revoked and 
section 401(a)(9) will apply to all subse-
quent distributions by the distributing 
plan. Finally, if the employee made a 
section 242(b)(2) election under the re-
ceiving plan and such election is still 
in effect, the amount rolled over must 
be separately accounted for under the 
receiving plan and distributed in ac-
cordance with section 401(a)(9). If 
amounts rolled over are not separately 
accounted for, any section 242(b)(2) 
election under the receiving plan is re-
voked and section 401(a)(9) will apply 
to subsequent distributions by the re-
ceiving plan. 

Q–16. May a section 242(b)(2) election 
be revoked after the date by which dis-
tributions are required to commence in 
order to satisfy section 401(a)(9) and 
this section of the regulations? 

A–16. Yes, a section 242(b)(2) election 
may be revoked after the date by which 
distributions are required to commence 
in order to satisfy section 401(a)(9) and 
this section of the regulations. How-
ever, if the section 242(b)(2) election is 
revoked after the date by which dis-
tributions are required to commence in 
order to satisfy section 401(a)(9) and 
this section of the regulations and the 
total amount of the distributions 
which would have been required to be 
made prior to the date of the revoca-
tion in order to satisfy section 
401(a)(9), but for the section 242(b)(2) 
election, have not been made, the plan 
must distribute by the end of the cal-
endar year following the calendar year 
in which the revocation occurs the 
total amount not yet distributed which 
was required to have been distributed 
to satisfy the requirements of section 
401(a)(9) and continue distributions in 
accordance with such requirements. 

[T.D. 8987, 67 FR 18994, Apr. 17, 2002, as 
amended by T.D. 9130, 69 FR 33293, 33302, June 
15, 2004] 
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§ 1.401(a)(9)–9 Life expectancy and dis-
tribution period tables. 

Q–1. What is the life expectancy for 
an individual for purposes of deter-
mining required minimum distribu-
tions under section 401(a)(9)? 

A–1 The following table, referred to 
as the Single Life Table, is used for de-
termining the life expectancy of an in-
dividual: 

SINGLE LIFE TABLE 

Age Life 
expectancy 

0 ....................................................................... 82.4 
1 ....................................................................... 81.6 
2 ....................................................................... 80.6 
3 ....................................................................... 79.7 
4 ....................................................................... 78.7 
5 ....................................................................... 77.7 
6 ....................................................................... 76.7 
7 ....................................................................... 75.8 
8 ....................................................................... 74.8 
9 ....................................................................... 73.8 

10 ....................................................................... 72.8 
11 ....................................................................... 71.8 
12 ....................................................................... 70.8 
13 ....................................................................... 69.9 
14 ....................................................................... 68.9 
15 ....................................................................... 67.9 
16 ....................................................................... 66.9 
17 ....................................................................... 66.0 
18 ....................................................................... 65.0 
19 ....................................................................... 64.0 
20 ....................................................................... 63.0 
21 ....................................................................... 62.1 
22 ....................................................................... 61.1 
23 ....................................................................... 60.1 
24 ....................................................................... 59.1 
25 ....................................................................... 58.2 
26 ....................................................................... 57.2 
27 ....................................................................... 56.2 
28 ....................................................................... 55.3 
29 ....................................................................... 54.3 
30 ....................................................................... 53.3 
31 ....................................................................... 52.4 
32 ....................................................................... 51.4 
33 ....................................................................... 50.4 
34 ....................................................................... 49.4 
35 ....................................................................... 48.5 
36 ....................................................................... 47.5 
37 ....................................................................... 46.5 
38 ....................................................................... 45.6 
39 ....................................................................... 44.6 
40 ....................................................................... 43.6 
41 ....................................................................... 42.7 
42 ....................................................................... 41.7 
43 ....................................................................... 40.7 
44 ....................................................................... 39.8 
45 ....................................................................... 38.8 
46 ....................................................................... 37.9 
47 ....................................................................... 37.0 
48 ....................................................................... 36.0 
49 ....................................................................... 35.1 
50 ....................................................................... 34.2 
51 ....................................................................... 33.3 
52 ....................................................................... 32.3 
53 ....................................................................... 31.4 
54 ....................................................................... 30.5 
55 ....................................................................... 29.6 
56 ....................................................................... 28.7 

SINGLE LIFE TABLE—Continued 

Age Life 
expectancy 

57 ....................................................................... 27.9 
58 ....................................................................... 27.0 
59 ....................................................................... 26.1 
60 ....................................................................... 25.2 
61 ....................................................................... 24.4 
62 ....................................................................... 23.5 
63 ....................................................................... 22.7 
64 ....................................................................... 21.8 
65 ....................................................................... 21.0 
66 ....................................................................... 20.2 
67 ....................................................................... 19.4 
68 ....................................................................... 18.6 
69 ....................................................................... 17.8 
70 ....................................................................... 17.0 
71 ....................................................................... 16.3 
72 ....................................................................... 15.5 
73 ....................................................................... 14.8 
74 ....................................................................... 14.1 
75 ....................................................................... 13.4 
76 ....................................................................... 12.7 
77 ....................................................................... 12.1 
78 ....................................................................... 11.4 
79 ....................................................................... 10.8 
80 ....................................................................... 10.2 
81 ....................................................................... 9.7 
82 ....................................................................... 9.1 
83 ....................................................................... 8.6 
84 ....................................................................... 8.1 
85 ....................................................................... 7.6 
86 ....................................................................... 7.1 
87 ....................................................................... 6.7 
88 ....................................................................... 6.3 
89 ....................................................................... 5.9 
90 ....................................................................... 5.5 
91 ....................................................................... 5.2 
92 ....................................................................... 4.9 
93 ....................................................................... 4.6 
94 ....................................................................... 4.3 
95 ....................................................................... 4.1 
96 ....................................................................... 3.8 
97 ....................................................................... 3.6 
98 ....................................................................... 3.4 
99 ....................................................................... 3.1 
100 ..................................................................... 2.9 
101 ..................................................................... 2.7 
102 ..................................................................... 2.5 
103 ..................................................................... 2.3 
104 ..................................................................... 2.1 
105 ..................................................................... 1.9 
106 ..................................................................... 1.7 
107 ..................................................................... 1.5 
108 ..................................................................... 1.4 
109 ..................................................................... 1.2 
110 ..................................................................... 1.1 
111+ ................................................................... 1.0 

Q–2. What is the applicable distribu-
tion period for an individual account 
for purposes of determining required 
minimum distributions during an em-
ployee’s lifetime under section 
401(a)(9)? 

A–2. Table for determining distribution 
period. The following table, referred to 
as the Uniform Lifetime Table, is used 
for determining the distribution period 
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for lifetime distributions to an em-
ployee in situations in which the em-
ployee’s spouse is either not the sole 
designated beneficiary or is the sole 
designated beneficiary but is not more 
than 10 years younger than the em-
ployee. 

UNIFORM LIFETIME TABLE 

Age of employee Distribution 
period 

70 ................................................................... 27.4 
71 ................................................................... 26.5 
72 ................................................................... 25.6 
73 ................................................................... 24.7 
74 ................................................................... 23.8 
75 ................................................................... 22.9 
76 ................................................................... 22.0 
77 ................................................................... 21.2 
78 ................................................................... 20.3 
79 ................................................................... 19.5 
80 ................................................................... 18.7 
81 ................................................................... 17.9 
82 ................................................................... 17.1 
83 ................................................................... 16.3 
84 ................................................................... 15.5 
85 ................................................................... 14.8 
86 ................................................................... 14.1 
87 ................................................................... 13.4 
88 ................................................................... 12.7 
89 ................................................................... 12.0 
90 ................................................................... 11.4 
91 ................................................................... 10.8 
92 ................................................................... 10.2 
93 ................................................................... 9.6 
94 ................................................................... 9.1 

UNIFORM LIFETIME TABLE—Continued 

Age of employee Distribution 
period 

95 ................................................................... 8.6 
96 ................................................................... 8.1 
97 ................................................................... 7.6 
98 ................................................................... 7.1 
99 ................................................................... 6.7 
100 ................................................................. 6.3 
101 ................................................................. 5.9 
102 ................................................................. 5.5 
103 ................................................................. 5.2 
104 ................................................................. 4.9 
105 ................................................................. 4.5 
106 ................................................................. 4.2 
107 ................................................................. 3.9 
108 ................................................................. 3.7 
109 ................................................................. 3.4 
110 ................................................................. 3.1 
111 ................................................................. 2.9 
112 ................................................................. 2.6 
113 ................................................................. 2.4 
114 ................................................................. 2.1 
115+ ............................................................... 1.9 

Q–3. What is the joint life and last 
survivor expectancy of an individual 
and beneficiary for purposes of deter-
mining required minimum distribu-
tions under section 401(a)(9)? 

A–3. The following table, referred to 
as the Joint and Last Survivor Table, 
is used for determining the joint and 
last survivor life expectancy of two in-
dividuals: 

JOINT AND LAST SURVIVOR TABLE 

Ages 0 1 2 3 4 5 6 7 8 9 

0 ............................................ 90.0 89.5 89.0 88.6 88.2 87.8 87.4 87.1 86.8 86.5 
1 ............................................ 89.5 89.0 88.5 88.1 87.6 87.2 86.8 86.5 86.1 85.8 
2 ............................................ 89.0 88.5 88.0 87.5 87.1 86.6 86.2 85.8 85.5 85.1 
3 ............................................ 88.6 88.1 87.5 87.0 86.5 86.1 85.6 85.2 84.8 84.5 
4 ............................................ 88.2 87.6 87.1 86.5 86.0 85.5 85.1 84.6 84.2 83.8 
5 ............................................ 87.8 87.2 86.6 86.1 85.5 85.0 84.5 84.1 83.6 83.2 
6 ............................................ 87.4 86.8 86.2 85.6 85.1 84.5 84.0 83.5 83.1 82.6 
7 ............................................ 87.1 86.5 85.8 85.2 84.6 84.1 83.5 83.0 82.5 82.1 
8 ............................................ 86.8 86.1 85.5 84.8 84.2 83.6 83.1 82.5 82.0 81.6 
9 ............................................ 86.5 85.8 85.1 84.5 83.8 83.2 82.6 82.1 81.6 81.0 
10 .......................................... 86.2 85.5 84.8 84.1 83.5 82.8 82.2 81.6 81.1 80.6 
11 .......................................... 85.9 85.2 84.5 83.8 83.1 82.5 81.8 81.2 80.7 80.1 
12 .......................................... 85.7 84.9 84.2 83.5 82.8 82.1 81.5 80.8 80.2 79.7 
13 .......................................... 85.4 84.7 84.0 83.2 82.5 81.8 81.1 80.5 79.9 79.2 
14 .......................................... 85.2 84.5 83.7 83.0 82.2 81.5 80.8 80.1 79.5 78.9 
15 .......................................... 85.0 84.3 83.5 82.7 82.0 81.2 80.5 79.8 79.1 78.5 
16 .......................................... 84.9 84.1 83.3 82.5 81.7 81.0 80.2 79.5 78.8 78.1 
17 .......................................... 84.7 83.9 83.1 82.3 81.5 80.7 80.0 79.2 78.5 77.8 
18 .......................................... 84.5 83.7 82.9 82.1 81.3 80.5 79.7 79.0 78.2 77.5 
19 .......................................... 84.4 83.6 82.7 81.9 81.1 80.3 79.5 78.7 78.0 77.3 
20 .......................................... 84.3 83.4 82.6 81.8 80.9 80.1 79.3 78.5 77.7 77.0 
21 .......................................... 84.1 83.3 82.4 81.6 80.8 79.9 79.1 78.3 77.5 76.8 
22 .......................................... 84.0 83.2 82.3 81.5 80.6 79.8 78.9 78.1 77.3 76.5 
23 .......................................... 83.9 83.1 82.2 81.3 80.5 79.6 78.8 77.9 77.1 76.3 
24 .......................................... 83.8 83.0 82.1 81.2 80.3 79.5 78.6 77.8 76.9 76.1 
25 .......................................... 83.7 82.9 82.0 81.1 80.2 79.3 78.5 77.6 76.8 75.9 
26 .......................................... 83.6 82.8 81.9 81.0 80.1 79.2 78.3 77.5 76.6 75.8 
27 .......................................... 83.6 82.7 81.8 80.9 80.0 79.1 78.2 77.4 76.5 75.6 
28 .......................................... 83.5 82.6 81.7 80.8 79.9 79.0 78.1 77.2 76.4 75.5 
29 .......................................... 83.4 82.6 81.6 80.7 79.8 78.9 78.0 77.1 76.2 75.4 
30 .......................................... 83.4 82.5 81.6 80.7 79.7 78.8 77.9 77.0 76.1 75.2 
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JOINT AND LAST SURVIVOR TABLE—Continued 

Ages 0 1 2 3 4 5 6 7 8 9 

31 .......................................... 83.3 82.4 81.5 80.6 79.7 78.8 77.8 76.9 76.0 75.1 
32 .......................................... 83.3 82.4 81.5 80.5 79.6 78.7 77.8 76.8 75.9 75.0 
33 .......................................... 83.2 82.3 81.4 80.5 79.5 78.6 77.7 76.8 75.9 74.9 
34 .......................................... 83.2 82.3 81.3 80.4 79.5 78.5 77.6 76.7 75.8 74.9 
35 .......................................... 83.1 82.2 81.3 80.4 79.4 78.5 77.6 76.6 75.7 74.8 
36 .......................................... 83.1 82.2 81.3 80.3 79.4 78.4 77.5 76.6 75.6 74.7 
37 .......................................... 83.0 82.2 81.2 80.3 79.3 78.4 77.4 76.5 75.6 74.6 
38 .......................................... 83.0 82.1 81.2 80.2 79.3 78.3 77.4 76.4 75.5 74.6 
39 .......................................... 83.0 82.1 81.1 80.2 79.2 78.3 77.3 76.4 75.5 74.5 
40 .......................................... 82.9 82.1 81.1 80.2 79.2 78.3 77.3 76.4 75.4 74.5 
41 .......................................... 82.9 82.0 81.1 80.1 79.2 78.2 77.3 76.3 75.4 74.4 
42 .......................................... 82.9 82.0 81.1 80.1 79.1 78.2 77.2 76.3 75.3 74.4 
43 .......................................... 82.9 82.0 81.0 80.1 79.1 78.2 77.2 76.2 75.3 74.3 
44 .......................................... 82.8 81.9 81.0 80.0 79.1 78.1 77.2 76.2 75.2 74.3 
45 .......................................... 82.8 81.9 81.0 80.0 79.1 78.1 77.1 76.2 75.2 74.3 
46 .......................................... 82.8 81.9 81.0 80.0 79.0 78.1 77.1 76.1 75.2 74.2 
47 .......................................... 82.8 81.9 80.9 80.0 79.0 78.0 77.1 76.1 75.2 74.2 
48 .......................................... 82.8 81.9 80.9 80.0 79.0 78.0 77.1 76.1 75.1 74.2 
49 .......................................... 82.7 81.8 80.9 79.9 79.0 78.0 77.0 76.1 75.1 74.1 
50 .......................................... 82.7 81.8 80.9 79.9 79.0 78.0 77.0 76.0 75.1 74.1 
51 .......................................... 82.7 81.8 80.9 79.9 78.9 78.0 77.0 76.0 75.1 74.1 
52 .......................................... 82.7 81.8 80.9 79.9 78.9 78.0 77.0 76.0 75.0 74.1 
53 .......................................... 82.7 81.8 80.8 79.9 78.9 77.9 77.0 76.0 75.0 74.0 
54 .......................................... 82.7 81.8 80.8 79.9 78.9 77.9 76.9 76.0 75.0 74.0 
55 .......................................... 82.6 81.8 80.8 79.8 78.9 77.9 76.9 76.0 75.0 74.0 
56 .......................................... 82.6 81.7 80.8 79.8 78.9 77.9 76.9 75.9 75.0 74.0 
57 .......................................... 82.6 81.7 80.8 79.8 78.9 77.9 76.9 75.9 75.0 74.0 
58 .......................................... 82.6 81.7 80.8 79.8 78.8 77.9 76.9 75.9 74.9 74.0 
59 .......................................... 82.6 81.7 80.8 79.8 78.8 77.9 76.9 75.9 74.9 74.0 
60 .......................................... 82.6 81.7 80.8 79.8 78.8 77.8 76.9 75.9 74.9 73.9 
61 .......................................... 82.6 81.7 80.8 79.8 78.8 77.8 76.9 75.9 74.9 73.9 
62 .......................................... 82.6 81.7 80.7 79.8 78.8 77.8 76.9 75.9 74.9 73.9 
63 .......................................... 82.6 81.7 80.7 79.8 78.8 77.8 76.8 75.9 74.9 73.9 
64 .......................................... 82.5 81.7 80.7 79.8 78.8 77.8 76.8 75.9 74.9 73.9 
65 .......................................... 82.5 81.7 80.7 79.8 78.8 77.8 76.8 75.8 74.9 73.9 
66 .......................................... 82.5 81.7 80.7 79.7 78.8 77.8 76.8 75.8 74.9 73.9 
67 .......................................... 82.5 81.7 80.7 79.7 78.8 77.8 76.8 75.8 74.9 73.9 
68 .......................................... 82.5 81.6 80.7 79.7 78.8 77.8 76.8 75.8 74.8 73.9 
69 .......................................... 82.5 81.6 80.7 79.7 78.8 77.8 76.8 75.8 74.8 73.9 
70 .......................................... 82.5 81.6 80.7 79.7 78.8 77.8 76.8 75.8 74.8 73.9 
71 .......................................... 82.5 81.6 80.7 79.7 78.7 77.8 76.8 75.8 74.8 73.8 
72 .......................................... 82.5 81.6 80.7 79.7 78.7 77.8 76.8 75.8 74.8 73.8 
73 .......................................... 82.5 81.6 80.7 79.7 78.7 77.8 76.8 75.8 74.8 73.8 
74 .......................................... 82.5 81.6 80.7 79.7 78.7 77.8 76.8 75.8 74.8 73.8 
75 .......................................... 82.5 81.6 80.7 79.7 78.7 77.8 76.8 75.8 74.8 73.8 
76 .......................................... 82.5 81.6 80.7 79.7 78.7 77.8 76.8 75.8 74.8 73.8 
77 .......................................... 82.5 81.6 80.7 79.7 78.7 77.7 76.8 75.8 74.8 73.8 
78 .......................................... 82.5 81.6 80.7 79.7 78.7 77.7 76.8 75.8 74.8 73.8 
79 .......................................... 82.5 81.6 80.7 79.7 78.7 77.7 76.8 75.8 74.8 73.8 
80 .......................................... 82.5 81.6 80.7 79.7 78.7 77.7 76.8 75.8 74.8 73.8 
81 .......................................... 82.4 81.6 80.7 79.7 78.7 77.7 76.8 75.8 74.8 73.8 
82 .......................................... 82.4 81.6 80.7 79.7 78.7 77.7 76.8 75.8 74.8 73.8 
83 .......................................... 82.4 81.6 80.7 79.7 78.7 77.7 76.8 75.8 74.8 73.8 
84 .......................................... 82.4 81.6 80.7 79.7 78.7 77.7 76.8 75.8 74.8 73.8 
85 .......................................... 82.4 81.6 80.6 79.7 78.7 77.7 76.8 75.8 74.8 73.8 
86 .......................................... 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
87 .......................................... 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
88 .......................................... 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
89 .......................................... 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
90 .......................................... 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
91 .......................................... 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
92 .......................................... 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
93 .......................................... 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
94 .......................................... 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
95 .......................................... 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
96 .......................................... 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
97 .......................................... 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
98 .......................................... 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
99 .......................................... 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
100 ........................................ 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
101 ........................................ 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
102 ........................................ 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
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26 CFR Ch. I (4–1–15 Edition) § 1.401(a)(9)–9 

JOINT AND LAST SURVIVOR TABLE—Continued 

Ages 0 1 2 3 4 5 6 7 8 9 

103 ........................................ 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
104 ........................................ 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
105 ........................................ 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
106 ........................................ 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
107 ........................................ 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
108 ........................................ 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
109 ........................................ 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
110 ........................................ 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
111 ........................................ 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
112 ........................................ 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
113 ........................................ 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
114 ........................................ 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
115+ ...................................... 82.4 81.6 80.6 79.7 78.7 77.7 76.7 75.8 74.8 73.8 
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Internal Revenue Service, Treasury § 1.401(a)(9)–9 
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Ages 110 111 112 113 114 115+ 

110 .................................................................... 1.5 1.4 1.3 1.2 1.1 1.1 
111 .................................................................... 1.4 1.2 1.1 1.1 1.0 1.0 
112 .................................................................... 1.3 1.1 1.0 1.0 1.0 1.0 
113 .................................................................... 1.2 1.1 1.0 1.0 1.0 1.0 
114 .................................................................... 1.1 1.0 1.0 1.0 1.0 1.0 
115+ .................................................................. 1.1 1.0 1.0 1.0 1.0 1.0 

Q–4. May the tables under this sec-
tion be changed? 

A–4. The Single Life Table, Uniform 
Lifetime Table and Joint and Last Sur-
vivor Table provided in A–1 through A– 
3 of this section may be changed by the 
Commissioner in revenue rulings, no-
tices, and other guidance published in 
the Internal Revenue Bulletin. See 
§ 601.601(d)(2)(ii)(b) of this chapter. 

[T.D. 8987, 67 FR 18994, Apr. 17, 2002; 67 FR 
36676, May 24, 2002] 

§ 1.401(a)(17)–1 Limitation on annual 
compensation. 

(a) Compensation limit requirement—(1) 
In general. In order to be a qualified 
plan, a plan must satisfy section 
401(a)(17). Section 401(a)(17) provides an 
annual compensation limit for each 
employee under a qualified plan. This 
limit applies to a qualified plan in two 
ways. First, a plan may not base allo-
cations, in the case of a defined con-
tribution plan, or benefit accruals, in 
the case of a defined benefit plan, on 
compensation in excess of the annual 
compensation limit. Second, the 
amount of an employee’s annual com-
pensation that may be taken into ac-
count in applying certain specified 
nondiscrimination rules under the In-
ternal Revenue Code is subject to the 
annual compensation limit. These two 
limitations are set forth in paragraphs 
(b) and (c) of this section, respectively. 
Paragraph (d) of this section provides 
the effective dates of section 401(a)(17), 
the amendments made by section 13212 
of the Omnibus Budget Reconciliation 
Act of 1993 (OBRA ’93), and this section. 
Paragraph (e) of this section provides 
rules for determining post-effective- 
date accrued benefits under the fresh- 
start rules. 

(2) Annual compensation limit for plan 
years beginning before January 1, 1994. 
For purposes of this section, for plan 
years beginning prior to the OBRA ’93 
effective date, annual compensation 

limit means $200,000, adjusted as pro-
vided by the Commissioner. The 
amount of the annual compensation 
limit is adjusted at the same time and 
in the same manner as under section 
415(d). The base period for the annual 
adjustment is the calendar quarter 
ending December 31, 1988, and the first 
adjustment is effective on January 1, 
1990. Any increase in the annual com-
pensation limit is effective as of Janu-
ary 1 of a calendar year and applies to 
any plan year beginning in that cal-
endar year. In any plan year beginning 
prior to the OBRA ’93 effective date, if 
compensation for any plan year begin-
ning prior to the statutory effective 
date is used for determining alloca-
tions or benefit accruals, or when ap-
plying any nondiscrimination rule, 
then the annual compensation limit for 
the first plan year beginning on or 
after the statutory effective date (gen-
erally $200,000) must be applied to com-
pensation for that prior plan year. 

(3) Annual compensation limit for plan 
years beginning on or after January 1, 
1994—(i) In general. For purposes of this 
section, for plan years beginning on or 
after the OBRA ’93 effective date, an-
nual compensation limit means 
$150,000, adjusted as provided by the 
Commissioner. The adjusted dollar 
amount of the annual compensation 
limit is determined by adjusting the 
$150,000 amount for changes in the cost 
of living as provided in paragraph 
(a)(3)(ii) of this section and rounding 
this adjusted dollar amount as pro-
vided in paragraph (a)(3)(iii) of this sec-
tion. Any increase in the annual com-
pensation limit is effective as of Janu-
ary 1 of a calendar year and applies to 
any plan year beginning in that cal-
endar year. For example, if a plan has 
a plan year beginning July 1, 1994, and 
ending June 30, 1995, the annual com-
pensation limit in effect on January 1, 
1994 ($150,000), applies to the plan for 
the entire plan year. 
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(ii) Cost of living adjustment. The 
$150,000 amount is adjusted for changes 
in the cost of living by the Commis-
sioner at the same time and in the 
same manner as under section 415(d). 
The base period for the annual adjust-
ment is the calendar quarter ending 
December 31, 1993. 

(iii) Rounding of adjusted compensation 
limit. After the $150,000, adjusted in ac-
cordance with paragraph (a)(3)(ii) of 
this section, exceeds the annual com-
pensation limit for the prior calendar 
year by $10,000 or more, the annual 
compensation limit will be increased 
by the amount of such excess, rounded 
down to the next lowest multiple of 
$10,000. 

(4) Additional guidance. The Commis-
sioner may, in revenue rulings and pro-
cedures, notices, and other guidance, 
published in the Internal Revenue Bul-
letin (see § 601.601(d)(2)(ii)(b) of this 
chapter), provide any additional guid-
ance that may be necessary or appro-
priate concerning the annual limits on 
compensation under section 401(a)(17). 

(b) Plan limit on compensation—(1) 
General rule. A plan does not satisfy 
section 401(a)(17) unless it provides 
that the compensation taken into ac-
count for any employee in determining 
plan allocations or benefit accruals for 
any plan year is limited to the annual 
compensation limit. For purposes of 
this rule, allocations and benefit accru-
als under a plan include all benefits 
provided under the plan, including an-
cillary benefits. 

(2) Plan-year-by-plan-year requirement. 
For purposes of this paragraph (b), the 
limit in effect for the current plan year 
applies only to the compensation for 
that year that is taken into account in 
determining plan allocations or benefit 
accruals for the year. The compensa-
tion for any prior plan year taken into 
account in determining an employee’s 
allocations or benefit accruals for the 
current plan year is subject to the ap-
plicable annual compensation limit in 
effect for that prior year. Thus, in-
creases in the annual compensation 
limit apply only to compensation 
taken into account for the plan year in 
which the increase is effective. In addi-
tion, if compensation for any plan year 
beginning prior to the OBRA ’93 effec-
tive date is used for determining allo-

cations or benefit accruals in a plan 
year beginning on or after the OBRA 
’93 effective date, then the annual com-
pensation limit for that prior year is 
the annual compensation limit in ef-
fect for the first plan year beginning on 
or after the OBRA ’93 effective date 
(generally $150,000). 

(3) Application of limit to a plan year— 
(i) In general. For purposes of applying 
this paragraph (b), the annual com-
pensation limit is applied to the com-
pensation for the plan year on which 
allocations or benefit accruals are 
based. 

(ii) Compensation for the plan year. If 
a plan determines compensation used 
in determining allocations or benefit 
accruals for a plan year based on com-
pensation for the plan year, then the 
annual compensation limit that applies 
to the compensation for the plan year 
is the limit in effect for the calendar 
year in which the plan year begins. Al-
ternatively, if a plan determines com-
pensation used in determining alloca-
tions or benefit accruals for the plan 
year on the basis of compensation for a 
12-consecutive-month period, or peri-
ods, ending no later than the last day 
of the plan year, then the annual com-
pensation limit applies to compensa-
tion for each of those periods based on 
the annual compensation limit in ef-
fect for the respective calendar year in 
which each 12-month period begins. 

(iii) Compensation for a period of less 
than 12-months—(A) Proration required. 
If compensation for a period of less 
than 12 months is used for a plan year, 
then the otherwise applicable annual 
compensation limit is reduced in the 
same proportion as the reduction in 
the 12-month period. For example, if a 
defined benefit plan provides that the 
accrual for each month in a plan year 
is separately determined based on the 
compensation for that month and the 
plan year accrual is the sum of the ac-
cruals for all months, then the annual 
compensation limit for each month is 
1⁄12th of the annual compensation limit 
for the plan year. In addition, if the pe-
riod for determining compensation 
used in calculating an employee’s allo-
cation or accrual for a plan year is a 
short plan year (i.e., shorter than 12 
months), the annual compensation 
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limit is an amount equal to the other-
wise applicable annual compensation 
limit multiplied by a fraction, the nu-
merator of which is the number of 
months in the short plan year, and the 
denominator of which is 12. 

(B) No proration required for participa-
tion for less than a full plan year. Not-
withstanding paragraph (b)(3)(iii)(A) of 
this section, a plan is not treated as 
using compensation for less than 12 
months for a plan year merely because 
the plan formula provides that the al-
location or accrual for each employee 
is based on compensation for the por-
tion of the plan year during which the 
employee is a participant in the plan. 
In addition, no proration is required 
merely because an employee is covered 
under a plan for less than a full plan 
year, provided that allocations or ben-
efit accruals are otherwise determined 
using compensation for a period of at 
least 12 months. Finally, notwith-
standing paragraph (b)(3)(iii)(A) of this 
section, no proration is required mere-
ly because the amount of elective con-
tributions (within the meaning of 
§ 1.401(k)–6, matching contributions 
(within the meaning of § 1.401(m)–5, or 
employee contributions (within the 
meaning of § 1.401(m)–5 that is contrib-
uted for each pay period during a plan 
year is determined separately using 
compensation for that pay period. 

(4) Limits on multiple employer and 
multiemployer plans. For purposes of 
this paragraph (b), in the case of a plan 
described in section 413(c) or 414(f) (a 
plan maintained by more than one em-
ployer), the annual compensation limit 
applies separately with respect to the 
compensation of an employee from 
each employer maintaining the plan 
instead of applying to the employee’s 
total compensation from all employers 
maintaining the plan. 

(5) Family aggregation. [Reserved] 
(6) Examples. The following examples 

illustrate the rules in this paragraph 
(b). 

Example 1. Plan X is a defined benefit plan 
with a calendar year plan year and bases 
benefits on the average of an employee’s 
high 3 consecutive years’ compensation. The 
OBRA ’93 effective date for Plan X is Janu-
ary 1, 1994. Employee A’s high 3 consecutive 
years’ compensation prior to the application 
of the annual compensation limits is $160,000 
(1994), $155,000 (1993), and $135,000 (1992). To 

satisfy this paragraph (b), Plan X cannot 
base plan benefits for Employee A in 1994 on 
compensation in excess of $145,000 (the aver-
age of $150,000 (A’s 1994 compensation capped 
by the annual compensation limit), $150,000 
(A’s 1993 compensation capped by the $150,000 
annual compensation limit applicable to all 
years before 1994), and $135,000 (A’s 1992 com-
pensation capped by the $150,000 annual com-
pensation limit applicable to all years before 
1994)). For purposes of determining the 1994 
accrual, each year (1994, 1993, and 1992), not 
the average of the 3 years, is subject to the 
1994 annual compensation limit of $150,000. 

Example 2. Assume the same facts as Exam-
ple 1, except that Employee A’s high 3 con-
secutive years’ compensation prior to the ap-
plication of the limits is $185,000 (1997), 
$175,000 (1996), and $165,000 (1995). Assume 
that the annual compensation limit is first 
adjusted to $160,000 for plan years beginning 
on or after January 1, 1997. Plan X cannot 
base plan benefits for Employee A in 1997 on 
compensation in excess of $153,333 (the aver-
age of $160,000 (A’s 1997 compensation capped 
by the 1997 limit), $150,000 (A’s 1996 com-
pensation capped by the 1996 limit), and 
$150,000 (A’s 1995 compensation capped by the 
1995 limit)). 

Example 3. Plan Y is a defined benefit plan 
that bases benefits on an employee’s high 
consecutive 36 months of compensation end-
ing within the plan year. Employee B’s high 
36 months are the period September 1995 to 
August 1998, in which Employee B earned 
$50,000 in each month. Assume that the an-
nual compensation limit is first adjusted to 
$160,000 for plan years beginning on or after 
January 1, 1997. The annual compensation 
limit is $150,000, $150,000, and $160,000 in 1995, 
1996, and 1997, respectively. To satisfy this 
paragraph (b), Plan Y cannot base Employee 
B’s plan benefits for the 1998 plan year on 
compensation in excess of $153,333. This 
amount is determined by applying the appli-
cable annual compensation limit to com-
pensation for each of the three 12-consecu-
tive-month periods. The September 1995 to 
August 1996 period is capped by the annual 
compensation limit of $150,000 for 1995; the 
September 1996 to August 1997 period is 
capped by the annual compensation limit of 
$150,000 for 1996; and the September 1997 to 
August 1998 period is capped by the annual 
compensation limit of $160,000 for 1997. The 
average of these capped amounts is the an-
nual compensation limit applicable in deter-
mining benefits for the 1998 year. 

Example 4. (a) Employer P is a partnership. 
Employer P maintains Plan Z, a profit-shar-
ing plan that provides for an annual alloca-
tion of employer contributions of 15 percent 
of plan year compensation for employees 
other than self-employed individuals, and 
13.0435 percent of plan year compensation for 
self-employed individuals. The plan year of 
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Plan Z is the calendar year. The OBRA ’93 ef-
fective date for Plan Z is January 1, 1994. In 
order to satisfy section 401(a)(17), as amend-
ed by OBRA ’93, the plan provides that, be-
ginning with the 1994 plan year, the plan 
year compensation used in determining the 
allocation of employer contributions for 
each employee may not exceed the annual 
limit in effect for the plan year under OBRA 
’93. Plan Z defines compensation for self-em-
ployed individuals (employees within the 
meaning of section 401(c)(1)) as the self-em-
ployed individual’s net profit from self-em-
ployment attributable to Employer P minus 
the amount of the self-employed individual’s 
deduction under section 164(f) for one-half of 
self-employment taxes. Plan Z defines com-
pensation for all other employees as wages 
within the meaning of section 3401(a). Em-
ployee C and Employee D are partners of 
Employer P and thus are self-employed indi-
viduals. Neither Employee C nor Employee D 
owns an interest in any other business or is 
a common-law employee in any business. For 
the 1994 calendar year, Employee C has net 
profit from self-employment of $80,000, and 
Employee D has net profit from self-employ-
ment of $175,000. The deduction for Employee 
C under section 164(f) for one-half of self-em-
ployment taxes is $4,828. The deduction for 
Employee D under section 164(f) for one-half 
of self-employment taxes is $6,101 

(b) The plan year compensation under the 
plan formula for Employee C is $75,172 
($80,000 minus $4,828). The allocation of em-
ployer contributions under the plan alloca-
tion formula for 1994 for Employee C is $9,805 
($75,172 (Employee C’s plan year compensa-
tion for 1994) multiplied by 13.0435%). The 
plan year compensation under the plan for-
mula before application of the annual limit 
under section 401(a)(17) for Employee D is 
$168,899 ($175,000 minus $6101). After applica-
tion of the annual limit, the plan year com-
pensation for the 1994 plan year for Em-
ployee D is $150,000 (the annual limit for 
1994). Therefore, the allocation of employer 
contributions under the plan allocation for-
mula for 1994 for Employee D is $19,565 
($150,000 (Employee D’s plan year compensa-
tion after application of the annual limit for 
1994) multiplied by 13.0435%). 

Example 5. The facts are the same as in Ex-
ample 4, except that Plan Z provides that 
plan year compensation for self-employed in-
dividuals is defined as earned income within 
the meaning of section 401(c)(2) attributable 
to Employer P. In addition, Plan Z provides 
for an annual allocation of employer con-
tributions of 15 percent of plan year com-
pensation for all employees in the plan, in-
cluding self-employed individuals, such as 
Employees C and D. The net profit from self- 
employment for Employee C and the net 
profit from self-employment for Employee D 
are the same as provided in Example 4. How-
ever, the earned income of Employee C de-

termined in accordance with section 401(c)(2) 
is $65,367 ($80,000 minus $4,828 minus $9,805). 
The earned income of Employee D deter-
mined in accordance with section 401(c)(2) is 
$146,869 ($175,000 minus $6,101 minus $22,030). 
Therefore, the allocation of employer con-
tributions under the plan allocation formula 
for 1994 for Employee C is $9,805 ($65,367 (Em-
ployee C’s plan year compensation for 1994) 
multiplied by 15%). Employee D’s earned in-
come for 1994 does not exceed the 1994 annual 
limit of $150,000. Therefore, the allocation of 
employer contributions under the plan allo-
cation formula for 1994 for Employee D is 
$22,030 ($146,869 (Employee D’s plan year 
compensation for 1994) multiplied by 15%). 

(c) Limit on compensation for non-
discrimination rules—(1) General rule. 
The annual compensation limit applies 
for purposes of applying the non-
discrimination rules under sections 
401(a)(4), 401(a)(5), 401(l), 401(k)(3), 
401(m)(2), 403(b)(12), 404(a)(2) and 
410(b)(2). The annual compensation 
limit also applies in determining 
whether an alternative method of de-
termining compensation impermissibly 
discriminates under section 414(s)(3). 
Thus, for example, the annual com-
pensation limit applies when deter-
mining a self-employed individual’s 
total earned income that is used to de-
termine the equivalent alternative 
compensation amount under § 1.414(s)– 
1(g)(1). This paragraph (c) provides 
rules for applying the annual com-
pensation limit for these purposes. For 
purposes of this paragraph (c), com-
pensation means the compensation 
used in applying the applicable non-
discrimination rule. 

(2) Plan-year-by-plan-year requirement. 
For purposes of this paragraph (c), 
when applying an applicable non-
discrimination rule for a plan year, the 
compensation for each plan year taken 
into account is limited to the applica-
ble annual compensation limit in effect 
for that year, and an employee’s com-
pensation for that plan year in excess 
of the limit is disregarded. Thus, if the 
nondiscrimination provision is applied 
on the basis of compensation deter-
mined over a period of more than one 
year (for example, average annual com-
pensation), the annual compensation 
limit in effect for each of the plan 
years that is taken into account in de-
termining the average applies to the 
respective plan year’s compensation. In 
addition, if compensation for any plan 
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year beginning prior to the OBRA ’93 
effective date is used when applying 
any nondiscrimination rule in a plan 
year beginning on or after the OBRA 
’93 effective date, then the annual com-
pensation limit for that prior year is 
the annual compensation limit for the 
first plan year beginning on or after 
the OBRA ’93 effective date (generally 
$150,000). 

(3) Plan-by-plan limit. For purposes of 
this paragraph (c), the annual com-
pensation limit applies separately to 
each plan (or group of plans treated as 
a single plan) of an employer for pur-
poses of the applicable nondiscrimina-
tion requirement. For this purpose, the 
plans included in the testing group 
taken into account in determining 
whether the average benefit percentage 
test of § 1.410(b)–5 is satisfied are gen-
erally treated as a single plan. 

(4) Application of limit to a plan year. 
The rules provided in paragraph (b)(3) 
of this section regarding the applica-
tion of the limit to a plan year apply 
for purposes of this paragraph (c). 

(5) Limits on multiple employer and 
multiemployer plans. The rule provided 
in paragraph (b)(4) of this section re-
garding the application of the limit to 
multiple employer and multiemployer 
plans applies for purposes of this para-
graph (c). 

(d) Effective date—(1) Statutory effec-
tive date—(i) General rule. Except as 
otherwise provided in this paragraph 
(d), section 401(a)(17) applies to a plan 
as of the first plan year beginning on 
or after January 1, 1989. For purposes 
of this section, statutory effective date 
generally means the first day of the 
first plan year that section 401(a)(17) is 
applicable to a plan. In the case of gov-
ernmental plans, statutory effective 
date means the first day of the first 
plan year for which the plan is not 
deemed to satisfy section 401(a)(17) by 
reason of paragraph (d)(4) of this sec-
tion. 

(ii) Exception for collectively bargained 
plans. In the case of a plan maintained 
pursuant to one or more collective bar-
gaining agreements between employee 
representatives and one or more em-
ployers ratified before March 1, 1986, 
section 401(a)(17) applies to allocations 
and benefit accruals for plan years be-
ginning on or after the earlier of— 

(A) January 1, 1991; or 
(B) The later of January 1, 1989, or 

the date on which the last of the col-
lective bargaining agreements termi-
nates (determined without regard to 
any extension or renegotiation of any 
agreement occurring after February 28, 
1986). For purposes of this paragraph 
(d)(1)(ii), the rules of § 1.410(b)–10(a)(2) 
apply for purposes of determining 
whether a plan is maintained pursuant 
to one or more collective bargaining 
agreements, and any extension or re-
negotiation of a collective bargaining 
agreement, which extension or renego-
tiation is ratified after February 28, 
1986, is to be disregarded in deter-
mining the date on which the agree-
ment terminates. 

(2) OBRA ’93 effective date—(i) In gen-
eral. For purposes of this section, 
OBRA ’93 effective date means the first 
day of the first plan year beginning on 
or after January 1, 1994, except as pro-
vided in this paragraph (d)(2). 

(ii) Exception for collectively bargained 
plans—(A) In general. In the case of a 
plan maintained pursuant to one or 
more collective bargaining agreements 
between employee representatives and 
1 or more employers ratified before Au-
gust 10, 1993, OBRA ’93 effective date 
means the first day of the first plan 
year beginning on or after the earlier 
of— 

(1) The latest of— 
(i) January 1, 1994; 
(ii) The date on which the last of such 

collective bargaining agreements ter-
minates (without regard to any exten-
sion, amendment, or, modification of 
such agreements on or after August 10, 
1993); or 

(iii) In the case of a plan maintained 
pursuant to collective bargaining 
under the Railway Labor Act, the date 
of execution of an extension or replace-
ment of the last of such collective bar-
gaining agreements in effect on August 
10, 1993; or 

(2) January 1, 1997. 
(B) Determination of whether plan is 

collectively bargained. For purposes of 
this paragraph (d)(2)(ii), the rules of 
§ 1.410(b)–10(a)(2) apply for purposes of 
determining whether a plan is main-
tained pursuant to one or more collec-
tive bargaining agreements, except 
that August 10, 1993, is substituted for 
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March 1, 1986, as the date before which 
the collective bargaining agreements 
must be ratified. 

(3) Regulatory effective date. This 
§ 1.401(a)(17)–1 applies to plan years be-
ginning on or after the OBRA ’93 effec-
tive date. However, in the case of a 
plan maintained by an organization 
that is exempt from income taxation 
under section 501(a), including plans 
subject to section 403(b)(12)(A)(i) (non-
elective plans), this § 1.401(a)(17)–1 ap-
plies to plan years beginning on or 
after January 1, 1996. For plan years 
beginning before the effective date of 
these regulations and on or after the 
statutory effective date, a plan must be 
operated in accordance with a reason-
able, good faith interpretation of sec-
tion 401(a)(17), taking into account, if 
applicable, the OBRA ’93 reduction to 
the annual compensation limit under 
section 401(a)(17). 

(4) Special rules for governmental 
plans—(i) Deemed satisfaction by govern-
mental plans. In the case of govern-
mental plans described in section 
414(d), including plans subject to sec-
tion 403(b)(12)(A)(i) (nonelective plans), 
section 401(a)(17) is considered satisfied 
for plan years beginning before the 
later of January 1, 1996, or 90 days after 
the opening of the first legislative ses-
sion beginning on or after January 1, 
1996, of the governing body with au-
thority to amend the plan, if that body 
does not meet continuously. For pur-
poses of this paragraph (d)(4), the term 
governing body with authority to 
amend the plan means the legislature, 
board, commission, council, or other 
governing body with authority to 
amend the plan. 

(ii) Transition rule for governmental 
plans—(A) In general. In the case of an 
eligible participant in a governmental 
plan (within the meaning of section 
414(d)), the annual compensation limit 
under this section shall not apply to 
the extent that the application of the 
limitation would reduce the amount of 
compensation that is allowed to be 
taken into account under the plan 
below the amount that was allowed to 
be taken into account under the plan 
as in effect on July 1, 1993. Thus, for ex-
ample, if a plan as in effect on July 1, 
1993, determined benefits without any 
reference to a limit on compensation, 

then the annual compensation limit in 
effect under this section will not apply 
to any eligible participant in any fu-
ture year. 

(B) Eligible participant. For purposes 
of this paragraph (d)(4)(ii), an eligible 
participant is an individual who first 
became a participant in the plan prior 
to the first day of the first plan year 
beginning after the earlier of— 

(1) The last day of the plan year by 
which a plan amendment to reflect the 
amendments made by section 13212 of 
OBRA ’93 is both adopted and effective; 
or 

(2) December 31, 1995. 
(C) Plan must be amended to incor-

porate limits. This paragraph (d)(4)(ii) 
shall not apply to any eligible partici-
pant in a plan unless the plan is 
amended so that the plan incorporates 
by reference the annual compensation 
limit under section 401(a)(17), effective 
with respect to noneligible participants 
for plan years beginning after Decem-
ber 31, 1995 (or earlier, if the plan 
amendment so provides). 

(5) Benefits earned prior to effective 
date—(i) In general. Allocations under a 
defined contribution plan or benefits 
accrued under a defined benefit plan 
for plan years beginning before the 
statutory effective date are not subject 
to the annual compensation limit. Al-
locations under a defined contribution 
plan or benefits accrued under a de-
fined benefit plan for plan years begin-
ning on or after the statutory effective 
date, but before the OBRA ’93 effective 
date, are subject to the annual com-
pensation limit under paragraph (a)(2) 
of this section. However, these alloca-
tions or accruals are not subject to the 
OBRA ’93 reduction to the annual com-
pensation limit described in paragraph 
(a)(3) of this section. 

(ii) Allocation for a plan year. The al-
locations for a plan year include 
amounts described in § 1.401(a)(4)– 
2(c)(ii) or § 1.401(m)–1(f)(6) plus the 
earnings, expenses, gains, and losses 
attributable to those amounts. 

(iii) Benefits accrued for years before 
the effective date. The benefits accrued 
for plan years prior to a specified date 
by any employee are the employee’s 
benefits accrued under the plan, deter-
mined as if those benefits had been fro-
zen (as defined in § 1.401(a)(4)–13(c)(3)(i)) 
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as of the day immediately preceding 
such specified date. Thus, for example, 
benefits accrued for those plan years 
generally do not include any benefits 
accrued under an amendment increas-
ing prior benefits that is adopted after 
the date on which the employee’s bene-
fits under the plan must be treated as 
frozen. 

(e) Determination of post-effective-date 
accrued benefits—(1) In general. The plan 
formula that is used to determine the 
amount of allocations or benefit accru-
als for plan years beginning on or after 
the dates described in paragraph (d)(1) 
or (2) must comply with section 
401(a)(17) as in effect on such date. This 
paragraph (e) provides rules for apply-
ing section 401(a)(17) in the case of sec-
tion 401(a)(17) employees who accrue 
additional benefits under a defined ben-
efit plan in a plan year beginning on or 
after the relevant effective date. Para-
graph (e)(2) of this section contains 
definitions used in applying these 
rules. Paragraphs (e)(3) and (e)(4) of 
this section explain the application of 
the fresh-start rules in § 1.401(a)(4)–13 to 
the determination of the accrued bene-
fits of section 401(a)(17) employees. 

(2) Definitions. For purposes of this 
paragraph (e), the following definitions 
apply: 

(i) Section 401(a)(17) employee. An em-
ployee is a section 401(a)(17) employee 
as of a date, on or after the statutory 
effective date, if the employee’s cur-
rent accrued benefit as of that date is 
based on compensation for a year prior 
to the statutory effective date that ex-
ceeded the annual compensation limit 
for the first plan year beginning on or 
after the statutory effective date. In 
addition, an employee is a section 
401(a)(17) employee as of a date, on or 
after the OBRA ’93 effective date, if the 
employee’s current accrued benefit as 
of that date is based on compensation 
for a year prior to the OBRA ’93 effec-
tive date that exceeded the annual 
compensation limit for the first plan 
year beginning on or after the OBRA 
’93 effective date. For this purpose, a 
current accrued benefit is not treated 
as based on compensation that exceed-
ed the relevant annual compensation 
limit, if a plan makes a fresh start 
using the formula with wear-away de-
scribed in § 1.401(a)(4)–13(c)(4)(ii), and 

the employee’s accrued benefit deter-
mined under § 1.401(a)(4)–13(c)(4)(ii)(B), 
taking into account the annual com-
pensation limit, exceeds the employ-
ee’s frozen accrued benefit (or, if appli-
cable, the employee’s adjusted accrued 
benefit) as of the fresh-start date. 

(ii) Section 401(a)(17) fresh-start date. 
Section 401(a)(17) fresh-start date 
means a fresh-start date as defined in 
§ 1.401(a)(4)–12 not earlier than the last 
day of the last plan year beginning be-
fore the statutory effective date, and 
not later than the last day of the last 
plan year beginning before the effec-
tive date of these regulations. 

(iii) OBRA ’93 fresh-start date. OBRA 
’93 fresh-start date means a fresh-start 
date as defined in § 1.401(a)(4)–12 not 
earlier than the last day of the last 
plan year beginning before the OBRA 
’93 effective date, and not later than 
the last day of the last plan year begin-
ning before the effective date of these 
regulations. 

(iv) Section 401(a)(17) frozen accrued 
benefit. Section 401(a)(17) frozen ac-
crued benefit means the accrued ben-
efit for any section 401(a)(17) employee 
frozen (as defined in § 1.401(a)(4)– 
13(c)(3)(i)) as of the last day of the last 
plan year beginning before the statu-
tory effective date. 

(v) OBRA ’93 frozen accrued benefit. 
OBRA ’93 frozen accrued benefit means 
the accrued benefit for any section 
401(a)(17) employee frozen (as defined in 
§ 1.401(a)(4)–13(c)(3)(i)) as of the OBRA 
’93 fresh-start date. 

(3) Application of fresh-start rules—(i) 
General rule. In order to satisfy section 
401(a)(17), a defined benefit plan must 
determine the accrued benefit of each 
section 401(a)(17) employee by applying 
the fresh-start rules in § 1.401(a)(4)– 
13(c). The fresh-start rules must be ap-
plied using a section 401(a)(17) fresh- 
start date and using the plan benefit 
formula, after amendment to comply 
with section 401(a)(17) and this section, 
as the formula applicable to benefit ac-
cruals in the current plan year. In ad-
dition, the fresh-start rules must be ap-
plied to determine the accrued benefit 
of each section 401(a)(17) employee 
using an OBRA ’93 fresh-start date and 
using the plan benefit formula, after 
amendment to comply with the reduc-
tion in the section 401(a)(17) annual 
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compensation limit described in para-
graph (a)(3) of this section, as the for-
mula applicable to benefit accruals in 
the current plan year. 

(ii) Consistency rules in § 1.401(a)(4)– 
13(c) and (d)—(A) General rule. In apply-
ing the fresh-start rules of § 1.401(a)(4)– 
13(c) and (d), the group of section 
401(a)(17) employees is a fresh-start 
group. See § 1.401(a)(4)–13(c)(5)(ii)(A). 
Thus, the consistency rules of those 
sections govern, unless otherwise pro-
vided. For example, if the plan is using 
a fresh-start date applicable to all em-
ployees and is not adjusting frozen ac-
crued benefits under § 1.401(a)(4)–13(d) 
for employees who are not section 
401(a)(17) employees, then the frozen 
accrued benefits for section 401(a)(17) 
employees may not be adjusted under 
§ 1.401(a)(4)–13(d) or this paragraph (e). 

(B) Determination of adjusted accrued 
benefit. If the fresh-start rules of 
§ 1.401(a)(4)–13(c) and (d) are applied to 
determine the benefits of all employees 
after a fresh-start date, the plan will 
not fail to satisfy the consistency re-
quirement of § 1.401(a)(4)–13(c)(5)(i) 
merely because the plan makes the ad-
justment described in § 1.401(a)(4)–13(d) 
to the frozen accrued benefits of em-
ployees who are not section 401(a)(17) 
employees, but does not make the ad-
justment to the frozen accrued benefits 
of section 401(a)(17) employees. In addi-
tion, the plan does not fail to satisfy 
the consistency requirement of 
§ 1.401(a)(4)–13(c)(5)(i) merely because 
the plan makes the adjustment de-
scribed in § 1.401(a)(4)–13(d) for section 
401(a)(17) employees on the basis of the 
compensation formula that was used to 
determine the frozen accrued benefit 
(as required under paragraph (e)(4)(iii) 
of this section) but makes the adjust-
ment for employees who are not sec-
tion 401(a)(17) employees on the basis of 
any other method provided in 
§ 1.401(a)(4)–13(d)(8). 

(4) Permitted adjustments to frozen ac-
crued benefit of section 401(a)(17) employ-
ees—(i) General rule. Except as other-
wise provided in paragraphs (e)(4)(ii) 
and (iii) of this section, the rules in 
§ 1.401(a)(4)–13(c)(3) (permitting certain 
adjustments to frozen accrued benefits) 
apply to section 401(a)(17) frozen ac-
crued benefits or OBRA ’93 frozen ac-
crued benefits. 

(ii) Optional forms of benefit. After ei-
ther the section 401(a)(17) fresh-start 
date or the OBRA ’93 fresh-start date, a 
plan may be amended either to provide 
a new optional form of benefit or to 
make an optional form of benefit avail-
able with respect to the section 
401(a)(17) frozen accrued benefit or the 
OBRA ’93 frozen accrued benefit, pro-
vided that the optional form of benefit 
is not subsidized. Whether an optional 
form is subsidized may be determined 
using any reasonable actuarial assump-
tions. 

(iii) Adjusting section 401(a)(17) ac-
crued benefits—(A) In general. If the 
plan adjusts accrued benefits for em-
ployees under the rules of § 1.401(a)(4)– 
13(d) as of a fresh-start date, the ad-
justed accrued benefit (within the 
meaning of section § 1.401(a)(4)–13(d)) 
for each section 401(a)(17) employee 
must be determined after the fresh- 
start date by reference to the plan’s 
compensation formula that was actu-
ally used to determine the frozen ac-
crued benefit as of the fresh-start date. 
For this purpose, the plan’s compensa-
tion formula incorporates the plan’s 
underlying compensation definition 
and compensation averaging period. In 
making the adjustment, the denomi-
nator of the adjustment fraction de-
scribed in § 1.401(a)(4)–13(d)(8)(i) is the 
employee’s compensation as of the 
fresh-start date using the plan’s com-
pensation formula as of that date and, 
in the case of an OBRA ’93 fresh-start 
date, reflecting the annual compensa-
tion limits that applied as of the fresh- 
start date. The numerator of the ad-
justment fraction is the employee’s up-
dated compensation (i.e., compensation 
for the current plan year within the 
meaning of § 1.401(a)(4)–13(d)(8)), deter-
mined after applying the annual com-
pensation limits to each year’s com-
pensation that is used in the plan’s 
compensation formula as of the fresh- 
start date. Similarly, in applying the 
alternative rule in § 1.401(a)(4)– 
13(d)(8)(v), the updated compensation 
that is substituted must be determined 
after applying the annual compensa-
tion limits to each year’s compensa-
tion that is used in the plan’s com-
pensation formula. Thus, no adjust-
ment will be permitted unless the up-
dated compensation (determined after 
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applying the annual compensation 
limit) exceeds the compensation that 
was used to determine the employee’s 
frozen accrued benefit. 

(B) Multiple fresh starts. If a plan 
makes more than one fresh start with 
respect to a section 401(a)(17) em-
ployee, the employee’s frozen accrued 
benefit as of the latest fresh-start date 
will either be determined by applying 
the current benefit formula to the em-
ployee’s total years of service as of 
that fresh-start date or will consist of 
the sum of the employee’s frozen ac-
crued benefit (or adjusted accrued ben-
efit (as defined in § 1.401(a)(4)– 
13(d)(8)(i))) as of the previous fresh- 
start date plus additional frozen accru-
als since the previous fresh start. If the 
frozen accrued benefit consists of such 
a sum, in making the adjustments de-
scribed in paragraph (e)(4)(iii)(A) of 
this section, separate adjustments 
must be made to that previously frozen 
accrued benefit (or adjusted accrued 
benefit) and the additional frozen ac-
cruals to the extent that the frozen ac-
crued benefit and the additional accru-
als have been determined using dif-
ferent compensation formulas or dif-
ferent compensation limits (i.e., the 
section 401(a)(17) limit before and after 
the reduction in limit described in 
paragraph (a)(3) of this section). In this 
case, if the plan is applying the adjust-
ment fraction of § 1.401(a)(4)–13(d)(8)(i), 
the denominator of the separate ad-
justment fraction for adjusting each 
portion of the frozen accrued benefit 
must reflect the actual compensation 
formula, and, if applicable, compensa-
tion limit, originally used for deter-
mining that portion. For example, the 
frozen accrued benefit of a section 
401(a)(17) employee as of the OBRA ’93 
fresh-start date may be based on the 
sum of the section 401(a)(17) frozen ac-
crued benefit (determined without any 
annual compensation limit) plus ben-
efit accruals in the years between the 
statutory effective date and the OBRA 
’93 effective date (based on compensa-
tion that was subject to the annual 
compensation limits for those years). 
In this example, in adjusting the sec-
tion 401(a)(17) frozen accrued benefit, 
the denominator of the adjustment 
fraction does not reflect any annual 
compensation limit. Similarly, in ad-

justing the frozen accruals for years 
between the statutory effective date 
and the OBRA ’93 effective date, the de-
nominator of the adjustment fraction 
reflects the level of the annual com-
pensation limit in effect for those 
years. 

(5) Examples. The following examples 
illustrate the rules in this paragraph 
(e). 

Example 1. (a) Employer X maintains Plan 
Y, a calendar year defined benefit plan pro-
viding an annual benefit for each year of 
service equal to 2 percent of compensation 
averaged over an employee’s high 3 consecu-
tive calendar years’ compensation. Section 
401(a)(17) applies to Plan Y in 1989. As of the 
close of the last plan year beginning before 
January 1, 1989 (i.e., the 1988 plan year), Em-
ployee A, with 5 years of service, had accrued 
a benefit of $25,000 which equals 10 percent (2 
percent multiplied by 5 years of service) of 
average compensation of $250,000. Employer 
X decides to comply with the provisions of 
this section for plan years before the effec-
tive date of this section. Employer X decides 
to make the amendment effective for plan 
years beginning on or after January 1, 1989, 
and uses December 31, 1988 as the section 
401(a)(17) fresh-start date. Plan Y, as amend-
ed, provides that, in determining an employ-
ee’s benefit, compensation taken into ac-
count is limited in accordance with the pro-
visions of this section to the annual com-
pensation limit under section 401(a)(17), and 
that, for section 401(a)(17) employees, the 
employee’s accrued benefit is the greater of 

(i) The employee’s benefit under the plan’s 
benefit formula (after the plan formula is 
amended to comply with section 401(a)(17)) 
as applied to the employee’s total years of 
service; and 

(ii) The employee’s accrued benefit as of 
December 31, 1988, determined as though the 
employee terminated employment on that 
date without regard to any plan amendments 
after that date. 

Employer X decides not to amend Plan Y 
to provide for the adjustments permitted 
under § 1.401(a)(4)–13(d) to the accrued benefit 
of section 401(a)(17) employees as of Decem-
ber 31, 1988. 

(b) Under Plan Y, Employee A’s accrued 
benefit at the end of 1989 is $25,000, which is 
the greater of Employee A’s accrued benefit 
as of the last day of the 1988 plan year 
($25,000), and $24,000, which is Employee A’s 
benefit based on the plan’s benefit formula 
applied to Employee A’s total years of serv-
ice ($200,000 multiplied by (2 percent multi-
plied by 6 years of service)). The formula of 
Plan Y applicable to section 401(a)(17) em-
ployees for calculating their accrued benefits 
for years after the section 401(a)(17) fresh- 
start date is the formula in § 1.401(a)– 
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13(c)(4)(ii) (formula with wear-away). The 
fresh-start formula is applied using a benefit 
formula for the 1989 plan year that satisfies 
section 401(a)(17) and this section, and the 
December 31, 1988 fresh-start date used for 
the plan is a section 401(a)(17) fresh-start 
date within the meaning of paragraph 
(e)(2)(ii) of this section. Thus, Plan Y, as 
amended, satisfies paragraph (e)(3)(i) of this 
section for plan years commencing prior to 
the OBRA ’93 effective date. 

Example 2. Assume the same facts as in Ex-
ample 1, except that the plan formula pro-
vides that effective January 1, 1989, for sec-
tion 401(a)(17) employees, an employee’s ben-
efit will equal the sum of the employee’s ac-
crued benefit as of December 31, 1988 (deter-
mined as though the employee terminated 
employment on that date and without regard 
to any amendments after that date), and 2 
percent of compensation averaged over an 
employee’s high 3 consecutive years’ com-
pensation times years of service taking into 
account only years of service after December 
31, 1988. Thus, under Plan Y’s formula, Em-
ployee A’s accrued benefit as of December 31, 
1989 is $29,000, which is equal to the sum of 
$25,000 (Employee A’s accrued benefit as of 
December 31, 1988) plus $4,000 ($200,000 multi-
plied by (2 percent multiplied by 1 year of 
service)). The formula of Plan Y applicable 
to section 401(a)(17) employees for calcu-
lating their accrued benefits for years after 
the section 401(a)(17) fresh-start date is the 
formula in § 1.401(a)–13(c)(4)(i) (formula with-
out wear-away). The fresh-start formula is 
applied using a benefit formula for the 1989 
plan year that satisfies section 401(a)(17) and 
this section, and the December 31, 1988 fresh- 
start date used for the plan is a section 
401(a)(17) fresh-start date within the meaning 
of paragraph (e)(2)(ii) of this section. Thus, 
Plan Y, as amended, satisfies paragraph 
(e)(3)(i) of this section for plan years com-
mencing prior to the OBRA ’93 effective date. 

Example 3. (a) Assume the same facts as in 
Example 1, except that the plan formula pro-
vides that effective January 1, 1989, an em-
ployee’s benefit equals the greater of the 
plan formulas in Example 1 and Example 2. 
The formula of Plan Y applicable to section 
401(a)(17) employees for calculating their ac-
crued benefits for years after the section 
401(a)(17) fresh-start date is the formula in 
§ 1.401(a)–13(c)(4)(iii) (formula with extended 
wear-away). The fresh-start formula is ap-
plied using a benefit formula for the 1989 
plan year that satisfies section 401(a)(17) and 
this section, and the December 31, 1988 fresh- 
start date used for the plan is a section 
401(a)(17) fresh-start date within the meaning 
of paragraph (e)(2)(ii) of this section. Thus, 
Plan Y, as amended, satisfies paragraph 
(e)(3)(i) of this section for plan years com-
mencing prior to the OBRA ’93 effective date. 

(b) Assume that for each of the years 1991– 
93 Employee A’s annual compensation under 

the plan compensation formula, disregarding 
the amendment to comply with section 
401(a)(17) is $300,000. The annual compensa-
tion limit is adjusted to $222,220, $228,860, and 
$235,840 for plan years beginning January 1, 
1991, 1992, and 1993, respectively. Because 
Employer X has decided to amend Plan Y to 
comply with the provisions of this section ef-
fective for plan years beginning on or after 
January 1, 1989, and has used December 31, 
1988 as the section 401(a)(17) fresh-start date, 
the compensation that may be taken into ac-
count for plan benefits in 1993 cannot exceed 
$228,973 (the average of $222,220, $228,860, and 
$235,840). Therefore, as of December 31, 1993, 
the benefit determined under the fresh-start 
formula with wear-away would be $45,795 
($228,973 multiplied by (2 percent multiplied 
by 10 years of service)). The benefit deter-
mined under the fresh-start formula without 
wear-away would be $47,897, which is equal to 
$25,000 (Employee A’s section 401(a)(17) frozen 
accrued benefit) plus $22,897 ($228,973 multi-
plied by (2 percent multiplied by 5 years of 
service)). Because Employee A’s accrued ben-
efit is being determined using the fresh-start 
formula with extended wear-away, Employee 
A’s accrued benefit as of December 31, 1993, is 
equal to $47,897, the greater of the two 
amounts. 

Example 4. (a) Assume the same facts as in 
Example 3, except that Plan Y satisfies 
§ 1.401(a)(4)–13(d)(3) through (d)(7) and that 
the amendment to Plan Y effective for plan 
years beginning after December 31, 1988, also 
provided for adjustments to the section 
401(a)(17) frozen accrued benefit in accord-
ance with § 1.401(a)(4)-13(d) using the fraction 
described in § 1.401(a)(4)-13(d)(8)(i). 

(b) As of December 31, 1993, the numerator 
of Employee A’s compensation fraction is 
$228,973 (the average of Employee A’s annual 
compensation for 1991, 1992, and 1993, as lim-
ited by the respective annual limit for each 
of those years). The denominator of Em-
ployee A’s compensation fraction determined 
in accordance with paragraph (e)(4)(iii) of 
this section is $250,000 (the average of Em-
ployee A’s high 3 consecutive calendar year 
compensation as of December 31, 1988, deter-
mined without regard to section 401(a)(17)). 
Therefore, Employee A’s compensation frac-
tion is $228,973/$250,000. Because the com-
pensation adjustment fraction is less than 1, 
Employee A’s section 401(a)(17) frozen ac-
crued benefit is not adjusted. Therefore, Em-
ployee A’s accrued benefit as of December 31, 
1993, would still be $47,897, which is equal to 
$25,000 (Employee A’s section 401(a)(17) frozen 
accrued benefit) plus $22,897 ($228,973 multi-
plied by (2 percent multiplied by 5 years of 
service). 

Example 5. (a) Assume the same facts as in 
Example 3, except that as of January 1, 1994, 
Plan Y is amended to provide that benefits 
will be determined based on compensation of 
$150,000 (the limit in effect under section 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00282 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



271 

Internal Revenue Service, Treasury § 1.401(a)(26)–0 

401(a)(17) for plan years beginning on or after 
the OBRA ’93 effective date) and that for sec-
tion 401(a)(17) employees, each employee’s 
accrued benefit will be determined under 
§ 1.401(a)(4)–13(c)(4)(i) (formula without wear- 
away) using December 31, 1993 as the OBRA 
’93 fresh-start date. 

(b) Assume that for each of the years 1996– 
98 Employee A’s annual compensation under 
the plan compensation definition, dis-
regarding the amendment to comply with 
section 401(a)(17), is $400,000. Assume that the 
annual compensation limit is first adjusted 
to $160,000 for plan years beginning on or 
after January 1, 1997, and is not adjusted for 
the plan year beginning on or after January 
1, 1998. The compensation that may be taken 
into account for the 1998 plan year cannot 
exceed $156,667 (the average of $150,000 for 
1996, $160,000 for 1997, and $160,000 for 1998). 

(c) Therefore, at the end of December 31, 
1998, Employee A’s accrued benefit is $63,564, 
which is equal to $47,897 (Employee A’s 
OBRA ’93 frozen accrued benefit) plus $15,667 
($156,667 multiplied by (2 percent multiplied 
by 5 years of service)). 

Example 6. (a) Assume the same facts as in 
Example 5, except that, for the fresh-start 
group (in this case the section 401(a)(17) em-
ployees), the amendments to Plan Y provide 
for adjustments to the section 401(a)(17) fro-
zen accrued benefit and the OBRA ’93 frozen 
accrued benefit in accordance with 
§ 1.401(a)(4)–13(d) using the fraction described 
in § 1.401(a)(4)–13(d)(8)(i). 

(b) Employee A’s frozen accrued benefit as 
of December 31, 1993, is adjusted as of Decem-
ber 31, 1998, as follows: 

(1) Employee A’s frozen accrued benefit as 
of December 31, 1993, is the sum of Employee 
A’s section 401(a)(17) frozen accrued benefit 
($25,000) and Employee A’s frozen accruals 
for the years 1989–93 ($22,897). 

(2) The numerator of Employee A’s adjust-
ment fraction is $156,667 (the average of 
$150,000, $160,000, and $160,000). The denomi-
nator of Employee A’s adjustment fraction 
with respect to Employee A’s section 
401(a)(17) frozen accrued benefit is $250,000, 
and the denominator of Employee A’s adjust-
ment fraction with respect to the rest of Em-
ployee A’s frozen accrued benefit is $228,973 
(the average of Employee A’s annual com-
pensation for 1991, 1992, and 1993, as limited 
by the respective annual limit for each of 
those years). 

(3) Employee A’s section 401(a)(17) frozen 
accrued benefit as adjusted through Decem-
ber 31, 1998, remains $25,000. The compensa-
tion adjustment fraction determined in ac-
cordance with paragraph (e)(4)(iii) of this 
section is less than one ($156,667 divided by 
$250,000). 

(4) Employee A’s frozen accruals for the 
years 1989–93, as adjusted through December 
31, 1998, remain $22,897 because the adjust-

ment fraction is less than one ($156,667 di-
vided by $228,973). 

(5) Employee A’s adjusted accrued benefit 
as of December 31, 1998, equals $47,897 (the 
sum of the $25,000 and $22,897 amounts from 
paragraphs (b)(3) and (b)(4), respectively, of 
this Example). 

(c) Employee A’s section 401(a)(17) frozen 
accrued benefit will not be adjusted for com-
pensation increases until the numerator of 
the fraction used to adjust that frozen ac-
crued benefit exceeds the denominator of 
$250,000 used in determining those accruals. 

Similarly, the portion of Employee A’s 
OBRA ’93 frozen accrued benefit attributable 
to the frozen accruals for the years 1989–1993 
will not be adjusted for compensation in-
creases until the numerator of the fraction 
used to adjust those frozen accruals exceeds 
the denominator of $228,973 used in deter-
mining those accruals. 

[T.D. 8547, 59 FR 32905, June 27, 1994, as 
amended by T.D. 9169, 69 FR 78153, Dec. 29, 
2004] 

EDITORIAL NOTE: By T.D. 9169, 69 FR 78153, 
Dec. 29, 2004, the Internal Revenue Service 
published a document in the FEDERAL REG-
ISTER, attempting to amend paragraph 
(d)(5)(ii) of § 1.401–(a)(17)–1 by removing 
‘‘1.401(m)–(f)(6)’’ and inserting ‘‘1.401(m)– 
1(a)(3)’’. However, because of inaccurate lan-
guage, this amendment could not be incor-
porated. 

§ 1.401(a)(26)–0 Table of contents. 
This section contains a listing of the 

headings of §§ 1.401 (a)(26)–1 through 
1.401(a)(26)–9. 

§ 1.401(a)(26)–1 Minimum participation 
requirements 

(a) General rule. 
(b) Exceptions to section 401(a)(26). 
(1) Plans that do not benefit any highly 

compensated employees. 
(2) Multiemployer plans. 
(i) In general. 
(ii) Multiemployer plans covering non-

collectively bargained employees. 
(A) In general. 
(B) Special testing rule. 
(3) Certain underfunded defined benefit 

plans. 
(i) In general. 
(ii) Eligible plans. 
(iii) Actuarial certification. 
(iv) Cessation of all benefit accruals. 
(4) Section 401(k) plan maintained by em-

ployers that include certain governmental or 
tax-exempt entities. 

(5) Certain acquisitions or dispositions. 
(i) General rule. 
(ii) Special rule for transactions that occur 

in the plan year prior to the first plan year 
to which section 401(a)(26) applies. 
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(iii) Definition of ‘‘acquisition’’ or ‘‘dis-
position’’. 

(c) Additional rules. 

§ 1.401(a)(26)–2 Minimum participation rule 

(a) General rule. 
(b) Frozen plans. 
(c) Plan. 
(d) Disaggregation of certain plans. 
(1) Mandatory disaggregation. 
(i) ESOPs and non-ESOPs. 
(ii) Plans maintained by more than one 

employer. 
(A) Multiple employer plans. 
(B) Multiemployer plans. 
(iii) Defined benefit plans with other ar-

rangements. 
(A) In general. 
(B) Examples. 
(iv) Plans benefiting employees of qualified 

separate lines of business. 
(2) Permissive disaggregation. 
(i) Plans benefiting collectively bargained 

employees. 
(ii) Plans benefiting otherwise excludable 

employees. 

§ 1.401(a)(26)–3 Rules applicable to a defined 
benefit plan’s prior benefit structure 

(a) General rule. 
(b) Prior benefit structure. 
(c) Testing a prior benefit structure. 
(1) General rule. 
(2) Meaningful benefits. 
(d) Multiemployer plan rule. 

§ 1.401(a)(26)–4 Testing former employees 

(a) Scope. 
(b) Minimum participation rule for former 

employees. 
(c) Special rule. 
(d) Excludable former employees. 
(1) General rule. 
(2) Exception. 

§ 1.401(a)(26)–5 Employees who benefit under a 
plan 

(a) Employees benefiting under a plan. 
(1) In general. 
(2) Sequential or concurrent benefit offset 

arrangements. 
(i) In general. 
(ii) Offset by sequential or grandfathered 

benefits. 
(iii) Concurrent benefit offset arrange-

ments. 
(A) General rule. 
(B) Special rules for certain section 414(n) 

employer-recipients. 
(b) Former employees benefiting under a 

plan. 

§ 1.401(a)(26)–6 Excludable employees 

(a) In general. 
(b) Excludable employees. 
(1) Minimum age and service exclusions. 

(i) In general. 
(ii) Plans benefiting otherwise excludable 

employees. 
(iii) Examples. 
(2) Certain air pilots. 
(3) Certain nonresident aliens. 
(i) In general. 
(ii) Special treaty rule. 
(4) Employees covered pursuant to a collec-

tive bargaining agreement. 
(5) Employees not covered pursuant to a 

collective bargaining agreement. 
(6) Examples. 
(7) Certain terminating employees. 
(i) In general. 
(ii) Hours of service. 
(8) Employees of qualified separate lines of 

business. 
(c) Former employees. 
(1) In general. 
(2) Employees terminated before a speci-

fied date. 
(3) Previously excludable employees. 
(4) Vested accrued benefits eligible for 

mandatory distribution. 
(d) Certain police or firefighters. 

§ 1.401(a)(26)–7 Testing methods 

(a) Testing on each day of the plan year. 
(b) Simplified testing method. 
(c) Retroactive correction. 

§ 1.401(a)(26)–8 Definitions 

Collective bargaining agreement. 
Collectively bargained employee. 
Covered by a collective bargaining agree-

ment. 
Defined benefit plan. 
Defined contribution plan. 
Employee. 
Employer. 
ESOP. 
Former employee. 
Highly compensated employee. 
Highly compensated former employee. 
Multiemployer plan. 
Noncollectively bargained employee. 
Nonhighly compensated employee. 
Nonhighly compensated former employee. 
Plan. 
Plan year. 
Professional employee. 
Section 401(k) plan. 
Section 401(m) plan. 

§ 1.401(a)(26)–9 Effective dates and transition 
rules 

(a) In general. 
(b) Transition rules. 
(1) Governmental plans and certain section 

403(b) annuities. 
(2) Early retirement ‘‘window-period’’ ben-

efits. 
(3) Employees who do not benefit because 

of a minimum-period-of-service requirement 
or a last-day requirement. 
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(4) Certain plan terminations. 
(i) In general. 
(ii) Exception. 
(5) ESOPs and non-ESOPs. 
(c) Waiver of excise tax on reversions. 
(1) In general. 
(2) Termination date. 
(3) Failure to satisfy section 401(a)(26). 
(d) Special rule for collective bargaining 

agreements. 

[T.D. 8375, 56 FR 63413, Dec. 4, 1991] 

§ 1.401(a)(26)–1 Minimum participation 
requirements. 

(a) General rule. A plan is a qualified 
plan for a plan year only if the plan 
satisfies section 401(a)(26) for the plan 
year. A plan that satisfies any of the 
exceptions described in paragraph (b) 
of this section passes section 401(a)(26) 
automatically for the plan year. A plan 
that does not satisfy one of the excep-
tions in paragraph (b) of this section 
must satisfy § 1.401(a)(26)–2(a). In addi-
tion, a defined benefit plan must sat-
isfy § 1.401(a)(26)–3 with respect to its 
prior benefit structure. Finally, a de-
fined benefit plan that benefits former 
employees (for example, a defined ben-
efit plan that is amended to provide an 
ad hoc cost-of-living adjustment to 
former employees) must separately 
satisfy § 1.401(a)(26)–4 with respect to 
its former employees. 

(b) Exceptions to section 401(a)(26)—(1) 
Plans that do not benefit any highly com-
pensated employees. A plan, other than a 
frozen defined benefit plan as defined 
in § 1.401(a)(26)–2(b), satisfies section 
401(a)(26) for a plan year if the plan is 
not a top-heavy plan under section 416 
and the plan meets the following re-
quirements: 

(i) The plan benefits no highly com-
pensated employee or highly com-
pensated former employee of the em-
ployer; and 

(ii) The plan is not aggregated with 
any other plan of the employer to en-
able the other plan to satisfy section 
401(a)(4) or 410(b). The plan may, how-
ever, be aggregated with the employ-
er’s other plans for purposes of the av-
erage benefit percentage test in section 
410(b)(2)(A)(ii). 

(2) Multiemployer plans—(i) In genera1. 
The portion of a multiemployer plan 
that benefits only employees included 
in a unit of employees covered by a col-
lective bargaining agreement may be 

treated as a separate plan that satisfies 
section 401(a)(26) for a plan year. 

(ii) Multiemployer plans covering non-
collectively bargained employees—(A) In 
general. The rule provided in paragraph 
(b)(2)(i) does not apply to the portion of 
a multiemployer plan that benefits em-
ployees who are not included in any 
collective bargaining unit covered by a 
collective bargaining agreement. Thus, 
the portion of the plan benefiting these 
employees must separately satisfy sec-
tion 401(a)(26). 

(B) Special testing rule. A multiem-
ployer plan that benefits employees 
who are not included in any collective 
bargaining unit covered by a collective 
bargaining agreement satisfies section 
401(a)(26) if the plan benefits 50 employ-
ees. For purposes of this special testing 
rule, employees who are included in a 
unit of employees covered by a collec-
tive bargaining agreement may be in-
cluded in determining whether the plan 
benefits 50 employees. 

(3) Certain underfunded defined benefit 
plans—(i) In general. A defined benefit 
plan is deemed to satisfy section 
401(a)(26) for a plan year if all of the 
conditions of paragraphs (b)(3)(ii) 
through (b)(3)(iv) of this section are 
satisfied with respect to the plan for 
the plan year. 

(ii) Eligible plans. This condition is 
satisfied for a plan year only if the 
plan is subject to title IV of the Em-
ployee Retirement Income Security 
Act of 1974 (ERISA) for the plan year 
or, if the plan is not a title IV plan 
under ERISA, it is not a top-heavy 
plan within the meaning of section 416. 
This condition does not apply for plan 
years beginning before January 1, 1992. 

(iii) Actuarial certification. This condi-
tion is satisfied for a plan year only if 
the employer’s timely filed actuarial 
report, as required by section 6059, evi-
dences that the plan does not have suf-
ficient assets to satisfy all liabilities 
under the plan (determined in accord-
ance with section 401(a)(2)). 

(iv) Cessation of all benefit accruals. 
This condition is satisfied for a plan 
year only if, for the plan year, no em-
ployee or former employee is bene-
fiting within the meaning of 
§ 1.401(a)(26)–5(a) or (b). For this pur-
pose, an employee is not treated as 
benefiting solely by reason of being a 
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non-key employee receiving minimum 
benefit accruals required by section 
416. 

(4) Section 401(k) plan maintained by 
employers that include certain govern-
mental or tax-exempt entities. Section 
401(k)(4)(B) prevents certain State and 
local governments and tax-exempt or-
ganizations from maintaining a quali-
fied cash or deferred arrangement. A 
plan (or portion of a plan) that is ei-
ther a section 401(k) plan or a section 
401(m) plan that is provided under the 
same general arrangement as a section 
401(k) plan may be treated as a sepa-
rate plan that satisfies section 
401(a)(26) for a plan year if the fol-
lowing requirements are satisfied: 

(i) The section 401(k) plan is main-
tained by an employer who has employ-
ees precluded from being eligible em-
ployees under the arrangement by rea-
son of section 401(k)(4)(B), and 

(ii) More than 95 percent of the em-
ployees of the employer who are not 
precluded from being eligible employ-
ees under a section 401(k) plan by rea-
son of section 401(k)(4)(B) benefit under 
the section 401(k) plan. 

(5) Certain acquisitions or dispositions— 
(i) General rule. Rules similar to the 
rules prescribed under section 
410(b)(6)(C) apply under section 
401(a)(26). Pursuant to these rules, the 
requirements of section 401(a)(26) are 
treated as satisfied for certain plans of 
an employer involved in an acquisition 
or disposition (transaction) for the 
transition period. The transition period 
begins on the date of the transaction 
and ends on the last day of the first 
plan year beginning after the date of 
the transaction. 

(ii) Special rule for transactions that 
occur in the plan year prior to the first 
plan year to which section 401(a)(26) ap-
plies. Where there has been a trans-
action described in section 410(b)(6)(C) 
in the plan year prior to the first plan 
year in which section 401(a)(26) applies 
to a plan, the plan satisfies section 
401(a)(26) for the transition period if 
the plan benefited 50 employees or 40 
percent of the employees of the em-
ployer immediately prior to the trans-
action. 

(iii) Definition of ‘‘acquisition’’ and 
‘‘disposition.’’ For purposes of this para-
graph (b)(5), the terms ‘‘acquisition’’ 

and ‘‘disposition’’ refer to an asset or 
stock acquisition, merger, or other 
similar transaction involving a change 
in employer of the employees of a trade 
or business. 

(c) Additional rules. The Commis-
sioner may, in revenue rulings, notices, 
and other guidance of general applica-
bility, provide any additional rules 
that may be necessary or appropriate 
in applying the minimum participation 
requirements of section 401(a)(26). 

[T.D. 8375, 56 FR 63413, Dec. 4, 1991, as amend-
ed by T.D. 8487, 58 FR 46838, Sept. 3, 1993] 

§ 1.401(a)(26)–2 Minimum participation 
rule. 

(a) General rule. A plan satisfies this 
paragraph (a) for a plan year only if 
the plan benefits at least the lesser of— 

(1) 50 employees of the employer, or 
(2) 40 percent of the employees of the 

employer. 
(b) Frozen plans. A plan under which 

no employee or former employee bene-
fits (within the meaning of 
§ 1.401(a)(26)–5 (a) or (b)), is a frozen 
plan for purposes of this section and 
satisfies paragraph (a) of this section 
automatically. Thus, a frozen defined 
contribution plan satisfies section 
401(a)(26) automatically and a frozen 
defined benefit plan satisfies section 
401(a)(26) for a plan year by satisfying 
the prior benefit structure require-
ments in § 1.401(a)(26)–3. For purposes of 
the rule in this paragraph (b), a defined 
benefit plan that provides only the 
minimum benefits for non-key employ-
ees required by section 416 is a frozen 
defined benefit plan. 

(c) Plan. ‘‘Plan’’ means a plan within 
the meaning of § 1.401(b)–7 (a) and (b), 
after the application of the mandatory 
disaggregation rules of paragraph (d)(1) 
of this section and, if applicable, the 
permissive disaggregation rules of 
paragraph (d)(2) of this section. 

(d) Disaggregation of certain plans—(1) 
Mandatory disaggregation—(i) ESOPs 
and non-ESOPs. The portion of a plan 
that is an ESOP and the portion of the 
plan that is not an ESOP are treated as 
separate plans for purposes of section 
401(a)(26), except as otherwise per-
mitted under § 54.4975–11(e) of this 
Chapter. 

(ii) Plans maintained by more than one 
employer—(A) Multiple employer plans. If 
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a plan benefits employees of more than 
one employer and those employees are 
not included in a unit of employees 
covered by one or more collective bar-
gaining agreements, the plan is a mul-
tiple employer plan. A multiple em-
ployer plan is treated as separate 
plans, each of which is maintained by a 
separate employer and must separately 
satisfy section 401(a)(26) by reference 
only to that employer’s employees. 

(B) Multiemployer plans. The portion 
of a multiemployer plan that benefits 
employees who are included in one or 
more units of employees covered by 
one or more collective bargaining 
agreements and the portion of that 
plan that benefits employees who are 
not included in a unit of employees 
covered pursuant to any collective bar-
gaining agreement are treated as sepa-
rate plans. The portion of a multiem-
ployer plan that benefits employees 
who are not included in a unit of em-
ployees covered by a collective bar-
gaining agreement is a multiple em-
ployer plan as described in paragraph 
(d)(1)(ii)(A) of this section. This para-
graph (d)(1)(ii)(B) does not apply to the 
extent that the special testing rule in 
§ 1.401(a)(26)–1(b)(2)(ii) applies. Also, 
this paragraph (d)(1)(B)(2) does not 
apply for purposes of prior benefit 
structure testing under § 1.401 (a)(26)–3. 

(iii) Defined benefit plans with other 
arrangements—(A) In general. A defined 
benefit plan is treated as comprising 
separate plans if, under the facts and 
circumstances, there is an arrange-
ment (either under or outside the plan) 
that has the effect of providing any 
employee with a greater interest in a 
portion of the assets of a plan in a way 
that has the effect of creating separate 
accounts. Separate plans are not cre-
ated, however, merely because a part-
nership agreement provides for alloca-
tion among partners, in proportion to 
their partnership interests, of either 
the cost of funding the plan or surplus 
assets upon plan termination. 

(B) Examples. The following examples 
illustrate certain situations in which 
other arrangements relating to a de-
fined benefit plan are or are not treat-
ed as creating separate plans: 

Example 1. Employer A maintains a defined 
benefit plan under which each highly com-
pensated employee can direct the investment 

of the portion of the plan’s assets that rep-
resents the accumulated contributions with 
respect to that employee’s plan benefits. In 
addition, by agreement outside the plan, if 
the product of the employee’s investment di-
rection exceeds the value needed to fund that 
employee’s benefits, Employer A agrees to 
make a special payment to the participant. 
In this case, each separate portion of the 
pool of assets over which an employee has in-
vestment authority is a separate plan for the 
employee. 

Example 2. Employer B is a partnership 
that maintains a defined benefit plan. The 
partnership agreement provides that, upon 
termination of the plan, a special allocation 
of any excess plan assets after reversion is 
made to the partnership on the basis of part-
nership share. This arrangement does not 
create separate plans with respect to the 
partners. 

(iv) Plans benefiting employees of quali-
fied separate lines of business. If an em-
ployer is treated as operating qualified 
separate lines of business for purposes 
of section 401(a)(26) in accordance with 
§ 1.414(r)–1(b), the portion of a plan that 
benefits employees of one qualified sep-
arate line of business is treated as a 
separate plan from the portions of the 
same plan that benefit employees of 
the other qualified separate lines of 
business of the employer. See 
§§ 1.414(r)–1(c)(3) and 1.414(r)–9 (separate 
application of section 401(a)(26) to the 
employees of a qualified separate line 
of business). The rule in this paragraph 
(d)(6) does not apply to a plan that is 
tested under the special rule for em-
ployer-wide plans in § 1.414(r)–1(c)(3)(ii) 
for a plan year. 

(2) Permissive disaggregation—(i) Plans 
benefiting collectively bargained employ-
ees. For purposes of section 401(a)(26), 
an employer may treat the portion of a 
plan that benefits employees who are 
included in a unit of employees covered 
by a collective bargaining agreement 
as a plan separate from the portion of 
a plan that benefits employees who are 
not included in such a collective bar-
gaining unit. This paragraph (d)(2)(i) 
applies separately to each collective 
bargaining agreement. Thus, for exam-
ple, the portion of a plan that benefits 
employees included in a unit of em-
ployees covered by one collective bar-
gaining agreement may be treated as a 
plan that is separate from the portion 
of the plan that benefits employees in-
cluded in a unit of employees covered 
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by another collective bargaining agree-
ment. 

(ii) Plans benefiting otherwise exclud-
able employees. If an employer applies 
section 401(a)(26) separately to the por-
tion of a plan that benefits only em-
ployees who satisfy age and service 
conditions under the plan that are 
lower than the greatest minimum age 
and service conditions permissible 
under section 410(a), the plan is treated 
as comprising separate plans, one bene-
fiting the employees who have not sat-
isfied the lower minimum age and serv-
ice but not the greatest minimum age 
and service conditions permitted under 
section 410(a) and one benefiting em-
ployees who have satisfied the greatest 
minimum age and service conditions 
permitted under section 410(a). See 
§ 1.401(a)(26)–6(b)(1)(ii) for rules con-
cerning testing of otherwise excludable 
employees. 

[T.D. 8375, 56 FR 63414, Dec. 4, 1991] 

§ 1.401(a)(26)–3 Rules applicable to a 
defined benefit plan’s prior benefit 
structure. 

(a) General rule. A defined benefit 
plan that does not meet one of the ex-
ceptions in § 1.401(a)(26)–1(b) must sat-
isfy paragraph (c) of this section with 
respect to its prior benefit structure. 
Defined contribution plans are not sub-
ject to this section. 

(b) Prior benefit structure. Each de-
fined benefit plan has only one prior 
benefit structure, and all accrued bene-
fits under the plan as of the beginning 
of a plan year (including benefits rolled 
over or transferred to the plan) are in-
cluded in the prior benefit structure for 
the year. 

(c) Testing a prior benefit structure—(1) 
General rule. A plan’s prior benefit 
structure satisfies this paragraph if the 
plan provides meaningful benefits to a 
group of employees that includes the 
lesser of 50 employees or 40 percent of 
the employer’s employees. Thus, a plan 
satisfies the requirements of this para-
graph (c) if at least 50 employees or 40 
percent of the employer’s employees 
currently accrue meaningful benefits 
under the plan. Alternatively, a plan 
satisfies this paragraph if at least 50 
employees and former employees or 40 
percent of the employer’s employees 

and former employees have meaningful 
accrued benefits under the plan. 

(2) Meaningful benefits. Whether a 
plan is providing meaningful benefits, 
or whether individuals have meaning-
ful accrued benefits under a plan, is de-
termined on the basis of all the facts 
and circumstances. The relevant fac-
tors in making this determination in-
clude, but are not limited to, the fol-
lowing: the level of current benefit ac-
cruals; the comparative rate of accru-
als under the current benefit formula 
compared to prior rates of accrual 
under the plan; the projected accrued 
benefits under the current benefit for-
mula compared to accrued benefits as 
of the close of the immediately pre-
ceding plan year; the length of time 
the current benefit formula has been in 
effect; the number of employees with 
accrued benefits under the plan; and 
the length of time the plan has been in 
effect. A rule for determining whether 
an offset plan provides meaningful ben-
efits is provided in § 1.401(a)(26)–5(a)(2). 
A plan does not satisfy this paragraph 
(c) if it exists primarily to preserve ac-
crued benefits for a small group of em-
ployees and thereby functions more as 
an individual plan for the small group 
of employees or for the employer. 

(d) Multiemployer plan rule. A multi-
employer plan is deemed to satisfy the 
prior benefit structure rule in para-
graph (c)(1) of this section for a plan 
year if the multiemployer plan pro-
vides meaningful benefits to at least 50 
employees for a plan year, or 50 em-
ployees have meaningful accrued bene-
fits under the plan. For purposes of 
this paragraph, all employees bene-
fiting under the multiemployer plan 
may be considered, whether or not 
these employees are included in a unit 
of employees covered pursuant to any 
collective bargaining agreement. 

[T.D. 8375, 56 FR 63415, Dec. 4, 1991] 

§ 1.401(a)(26)–4 Testing former employ-
ees. 

(a) Scope. This section applies to any 
defined benefit plan that benefits 
former employees in a plan year within 
the meaning of § 1.401(a)(26)–5(b) and 
does not meet one of the exceptions in 
§ 1.401(a)(26)–1(b). 

(b) Minimum participation rule for 
former employees. Except as set forth in 
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paragraph (c) of this section, a plan 
that is subject to this section must 
benefit at least the lesser of: 

(1) 50 former employees of the em-
ployer, or 

(2) 40 percent of the former employ-
ees of the employer. 

(c) Special rule. A plan satisfies the 
minimum participation rule in para-
graph (b) of this section if the plan ben-
efits at least five former employees, 
and if either: 

(1) More than 95 percent of all former 
employees with vested accrued benefits 
under the plan benefit under the plan 
for the plan year, or 

(2) At least 60 percent of the former 
employees who benefit under the plan 
for the plan year are nonhighly com-
pensated former employees. 

(d) Excludable former employees—(1) 
General rule. Whether a former em-
ployee is an excludable former em-
ployee for purposes of this section is 
determined under § 1.401(a)(26)–6(c). 

(2) Exception. Solely for purposes of 
paragraph (c) of this section, the rule 
in § 1.401(a)(26)–6(c)(4) (regarding vested 
accrued benefits eligible for mandatory 
distribution) does not apply to any 
former employee having a vested ac-
crued benefit. Thus, a former employee 
who has a vested accrued benefit is not 
an excludable former employee merely 
because that vested accrued benefit 
does not exceed the cash-out limit in 
effect under § 1.411(a)–11(c)(3)(ii). 

[T.D. 8375, 56 FR 63416, Dec. 4, 1991, as amend-
ed by T.D. 8794, 63 FR 70338, Dec. 21, 1998; 
T.D. 8891, 65 FR 44682, July 19, 2000] 

§ 1.401(a)(26)–5 Employees who benefit 
under a plan. 

(a) Employees benefiting under a plan— 
(1) In general. Except as provided in 
paragraph (a)(2) of this section, an em-
ployee is treated as benefiting under a 
plan for a plan year if and only if, for 
that plan year, the employee would be 
treated as benefiting under the provi-
sions of § 1.410(b)–3(a), without regard 
to § 1.410(b)–3(a)(iv). 

(2) Sequential or concurrent benefit off-
set arrangements—(i) In general. An em-
ployee is treated as accruing a benefit 
under a plan that includes an offset or 
reduction of benefits that satisfies ei-
ther paragraph (a)(2)(ii) or (a)(2)(iii) of 
this section if either the employee ac-

crues a benefit under the plan for the 
year, or the employee would have ac-
crued a benefit if the offset or reduc-
tion portion of the benefit formula 
were disregarded. In addition, an em-
ployee is treated as accruing a mean-
ingful benefit for purposes of prior ben-
efit structure testing under 
§ 1.401(a)(26)–3 if the employee would 
have accrued a meaningful benefit if 
the offset or reduction portion of the 
benefit formula were disregarded. 

(ii) Offset by sequential or grand-
fathered benefits. An offset or reduction 
of benefits under a defined benefit plan 
satisfies this paragraph (a)(2) if the 
benefit formula provides that an em-
ployee will not accrue additional bene-
fits under the current portion of the 
benefit formula until the employee has 
accrued, under such portion, a benefit 
in excess of such employee’s benefit 
under one or more formulas in effect 
for prior years that are based wholly 
on prior years of service. The prior ben-
efit may have accrued under the same 
or a separate plan, may be provided 
under the same or a separate plan and 
may relate to service with the same or 
previous employers. Benefits will not 
fail to be treated as based wholly on 
prior years if they are based, directly 
or indirectly, on compensation earned 
after such prior years (including com-
pensation earned in the current year), 
if they are adjusted to reflect increases 
in the section 415 limitations, or if 
they are increased to provide an ad hoc 
cost of living adjustment designed to 
adjust, in whole or in part, for infla-
tion. Furthermore, benefits do not fail 
to be treated as based wholly on prior 
years merely because the benefits (e.g., 
early retirement benefits) are subject 
to an age or years-of-service condition 
and, in applying the condition or condi-
tions, the current and prior years are 
taken into account. 

(iii) Concurrent benefit offset arrange-
ments—(A) General rule. An offset or re-
duction of benefits under a defined ben-
efit plan satisfies the requirements of 
this paragraph (a)(2)(iii) if the benefit 
formula provides a benefit that is off-
set or reduced by contributions or ben-
efits under another plan that is main-
tained by the same employer and the 
following additional requirements are 
met: 
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(1) The contributions or benefits 
under a plan that are used to offset or 
reduce the benefits under the positive 
portion of the fomu1a being tested ac-
crued under such other plan; 

(2) The employees who benefit under 
the formula being tested also benefit 
under the other plan on a reasonable 
and uniform basis; and 

(3) The contributions or benefits 
under the plan that are used to offset 
or reduce the benefits under the for-
mula being tested are not used to offset 
or reduce that employee’s benefits 
under any other plan or any other for-
mula. 

(B) Special rules for certain section 
414(n) employer-recipients. The same em-
ployer requirement in the concurrent 
benefit offset rule in paragraph 
(a)(2)(iii)(A) of this section is waived 
for certain section 414(n) employer-re-
cipients. Under this exception, an em-
ployer-recipient (within the meaning of 
sections 414 (n) and (o)) may treat con-
tributions or benefits under a plan 
maintained by a leasing organization 
as contributions or benefits accrued 
under the recipient organization plan 
provided the following requirements 
are met: the employer-recipient main-
tains a plan covering leased employees 
(which employees are treated as em-
ployees of the employer-recipient with-
in the meaning of sections 414(n)(2) and 
414(o)(2)); the leased employees are also 
covered under a plan maintained by the 
leasing organization; and contributions 
or benefits under the plan maintained 
by the employer-recipient are offset or 
reduced by the contributions or bene-
fits under the leasing organization plan 
that are attributable to service with 
the recipient organization. Also, for 
purposes of the benefiting condition re-
quirement in paragraph (a)(2)(iii)(A)(2) 
of this section, the employees of the 
employer-recipient who are not leased 
from the leasing organization are not 
required to benefit under the plan of 
the leasing organization. 

(b) Former employees benefiting under a 
plan. A former employee is treated as 
benefiting for a plan year if and only if 
the former employee would be treated 
as benetiting under the rules in 
§ 1.410(b)–3(b). 

[T.D. 8375, 56 FR 63416, Dec. 4, 1991] 

§ 1.401(a)(26)–6 Excludable employees. 

(a) In general. For purposes of apply-
ing section 401(a)(26) with respect to ei-
ther employees, former employees, or 
both employees and former employees, 
as applicable, all employees other than 
excludable employees described in 
paragraph (b) of this section, all former 
employees other than excludable 
former employees described in para-
graph (c) of this section, or both, as the 
case may be, must be taken into ac-
count. Except as specifically provided 
otherwise in this section, the rules of 
this section are applied by reference 
only to the particular plan and must be 
applied on a uniform and consistent 
basis. 

(b) Excludable employees. An employee 
is an excludable employee if the em-
ployee is covered by one or more of the 
following exclusions: 

(1) Minimum age and service exclu-
sions—(i) In general. If a plan applies 
minimum age and service eligibility 
conditions permissible under section 
410(a)(1) and excludes all employees 
who do not meet those conditions from 
benefiting under the plan, tbn all em-
ployees who fail to satisfy those condi-
tions may be treated as excludable em-
ployees with respect to that plan. An 
employee is treated as meeting the age 
and service requirements on the date 
any employee with the same age and 
service would be eligible to commence 
participation in the plan, as provided 
in section 410(b)(4)(C). 

(ii) Plans benefiting otherwise exclud-
able employees. An employer may treat 
a plan benefiting otherwise excludable 
employees as two separate plans, one 
for the otherwise excludable employees 
and one for the other employees bene-
fiting under the plan. The effect of this 
rule is that employees who would be 
excludable under paragraph (b)(1) of 
this section (applied without regard to 
section 410(a)(1)(B)), but for the fact 
that the plan does not apply the great-
est permissible minimum age and serv-
ice conditions, may be treated as ex-
cludable employees with respect to the 
plan. This treatment is only available 
if each of the following conditions is 
satisfied: 

(A) The plan under which the other-
wise excludable employees benefit also 
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benefits employees who are not other-
wise excludable. 

(B) The plan under which the other-
wise excludable employees benefit sat-
isfies section 401(a)(26), both by ref-
erence only to otherwise excludable 
employees and by reference only to em-
ployees who are not otherwise exclud-
able. 

(C) The contributions or benefits pro-
vided to the otherwise excludable em-
ployees (expressed as percentages of 
compensation) are not greater than the 
contributions or benefits provided to 
the employees who are not otherwise 
excludable under the plan. 

(D) No highly compensated employee 
is included in the group of otherwise 
excludable employees for more than 
one plan year. 

(iii) Examples. The following exam-
ples illustrate some of the minimum- 
age-and-service exclusion require-
ments: 

Example 1. Employer X maintains a defined 
contribution plan, Plan X, under which em-
ployees who have not completed 1 year of 
service are not eligible to participate. Em-
ployer X has six employees. Two of the em-
ployees participate in Plan X. The other four 
employees have not completed 1 year of serv-
ice and are therefore not eligible to partici-
pate in Plan X. The four employees who have 
not completed 1 year of service are exclud-
able employees and may be disregarded for 
purposes of applying the minimum participa-
tion test. Therefore, Plan X satisfies section 
401(a)(26) because both of the two employees 
who must be considered are participants in 
Plan X. 

Example 2. Employer Y has 100 employees 
and maintains two plans, Plan 1 and Plan 2. 
Plan 1 provides that employees who have not 
completed 1 year of service are not eligible 
to participate. Plan 2 has no minimum age 
or service requirement. Twenty of Y’s em-
ployees do not meet the minimum service re-
quirement under Plan 1. Each plan satisfies 
the ratio test under section 410(b)(1)(B). In 
testing Plan 1 to determine whether it satis-
fies section 401(a)(26), the 20 employees not 
meeting the minimum age and service re-
quirement under Plan 1 are treated as ex-
cludable employees. In testing Plan 2 to de-
termine whether it satisfies section 
401(a)(26), no employees are treated as ex-
cludable employees because Plan 2 does not 
have a minimum age or service requirement. 

(2) Certain air pilots. An employee who 
is excluded from consideration under 
section 410(b)(3)(B) (relating to certain 

air pilots) may be treated as an exclud-
able employee. 

(3) Certain nonresident aliens—(i) In 
general. An employee who is excluded 
from consideration under section 
410(b)(3)(C) (relating to certain non-
resident aliens) may be treated as an 
excludable employee. 

(ii) Special treaty rule. In addition, an 
employee who is a nonresident alien 
(within the meaning of section 
7701(b)(1)(B)) and who does receive 
earned income (within the meaning of 
section 911(d)(2)) from the employer 
that constitutes income from sources 
within the United States (within the 
meaning of section 861(a)(3)) is per-
mitted to be excluded, if all of the em-
ployee’s earned income from the em-
ployer from sources within the United 
States is exempt from United States 
income tax under an applicable income 
tax convention. This paragraph 
(b)(3)(ii) applies only if all employees 
described in the preceding sentence are 
so excluded. 

(4) Employees covered pursuant to a col-
lective bargaining agreement. When test-
ing a plan benefiting only noncollec-
tively bargained employees, an em-
ployee who is excluded from consider-
ation under section 410(b)(3)(A) (exclu-
sion for employees included in a unit of 
employees covered by a collective bar-
gaining agreement) may be treated as 
an excludable employee. This rule may 
be applied separately to each collective 
bargaining agreement. See 
§ 1.401(a)(26)–8 for the definitions of the 
terms ‘‘collective bargaining agree-
ment’’, ‘‘collectively bargained em-
ployee,’’ and ‘‘covered pursuant to a 
collective bargaining agreement’’. 

(5) Employees not covered pursuant to a 
collective bargaining agreement. When 
testing a plan that benefits only em-
ployees who are included in a group of 
employees who are covered pursuant to 
a collective bargaining agreement, an 
employee who is not included in the 
group of employees who are covered by 
the collective bargaining agreement 
may be treated as an excludable em-
ployee. 

(6) Examples. The following examples 
illustrate the excludable employee 
rules that relate to employees covered 
pursuant to collective bargaining 
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agreements. For purposes of these ex-
amples assume that no other exclusion 
rules are applicable. 

Example 1. Employer W has 70 collectively 
bargained employees and 30 non-collectively 
bargained employees. Employer W maintains 
Plan W, which benefits only the 30 non-col-
lectively bargained employees. The 70 collec-
tively bargained employees may be treated 
as excludable employees and thus may be 
disregarded in applying section 401(a)(26) to 
Plan W. 

Example 2. Assume the same facts as Exam-
ple I, except that the Commissioner has de-
termined that the employee representative 
is not a bona fide employee representative 
under section 7701(a)(46) and thus there are 
no ‘‘collectively bargained employees.’’ In 
this case, all employees of W must be consid-
ered in determining whether section 
401(a)(26) is met. 

Example 3. Employer X has collectively 
bargained employees and 70 noncollectively 
bargained employees. Employer X maintains 
Plan X, which benefits only the 30 collec-
tively bargained employees. Employer X 
may treat the non-collectively bargained 
employees as excludable employees and dis-
regard them in applying section 401(a)(26) to 
the collectively bargained plan. 

Example 4. Assume the same facts as Exam-
ple 3, except that the Commissioner has de-
termined that the employee representative 
is not a bona fide employee representative 
under section 7701(a)(46) and thus there is no 
recognized collective bargaining agreement. 
In this case, Employer X may not treat the 
non-collectively bargained employees of X as 
excludable employees. 

Example 5. Assume the same facts as Exam-
ple 3, except that 3 percent of the 30 collec-
tively bargained employees are profes-
sionals. In this case, Employer X may not 
treat the non-collectively bargained employ-
ees of X as excludable employees. 

Example 6. Employer Y has 100 collectively 
bargained employees. Thirty of Y’s employ-
ees are represented by Collective Bargaining 
Unit 1 and covered under Plan 1. Seventy of 
Y’s employees are represented by Collective 
Bargaining Unit 2 and covered under Plan 2. 
For purposes of testing Plan 1, the employ-
ees of Collective Bargaining Unit 2 may be 
treated as excludable employees. Similarly, 
for purposes of testing Plan 2, the employees 
of Collective Bargaining Unit 1 may be treat-
ed as excludable employees. 

(7) Certain terminating employees—(i) 
In general. An employee may be treated 
as an excludable employee for a plan 
year with respect to a particular plan 
if— 

(A) The employee does not benefit 
under the plan for the plan year, 

(B) The employee is eligible to par-
ticipate in the plan, 

(C) The plan has a minimum period of 
service requirement or a requirement 
that an employee be employed on the 
last day of the plan year (last-day re-
quirement) in order for an employee to 
accrue a benefit or receive an alloca-
tion for the plan year, 

(D) The employee fails to accrue a 
benefit or receive an allocation under 
the plan solely because of the failure to 
satisfy the minimum period of service 
or last-day requirement, 

(E) The employee terminates employ-
ment during the plan year with no 
more than 500 hours of service, and the 
employee is not an employee as of the 
last day of the plan year (for purposes 
of this paragraph (b)(7)(i)(E), a plan 
that uses the elapsed time method of 
determining years of service may use 
either 91 consecutive calendar days or 3 
consecutive calendar months instead of 
500 hours of service, provided it uses 
the same convention for all employees 
during a plan year), and 

(F) If this paragraph (b)(7) is applied 
with respect to any employee with re-
spect to a plan for a plan year, it is ap-
plied with respect to all employees 
with respect to the plan for the plan 
year. 

(ii) Hours of service. For purposes of 
this paragraph (b)(7), the term ‘‘hour of 
service’’ has the same meaning as set 
forth in 29 CFR 2530.200b–2 under the 
general method of crediting service for 
the employee. If one of the equiva-
lencies set forth in 29 CFR 2530.200b–3 is 
used for crediting service under the 
plan, the 500-hour requirement must be 
adjusted accordingly. 

(8) Employees of qualified separate lines 
of business. If an employer is treated as 
operating qualified separate lines of 
business for purposes of section 
401(a)(26) in accordance with § 1.414(r)– 
1(b), in testing a plan that benefits em-
ployees of one qualified separate line of 
business, the employees of the other 
qualified separate lines of business of 
the employer are treated as excludable 
employees. See §§ 1.414(r)–1(c)(3) and 
1.414(r)–9 (separate application of sec-
tion 401(a)(26) to the employees of a 
qualified separate line of business). The 
rule in this paragraph (b)(8) does not 
apply to a plan that is tested under the 
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special rule for employer-wide plans in 
§ 1.414(r)–l(c)(3)(ii) for a plan year. 

(c) Former employees—(1) In general. 
For purposes of applying section 
401(a)(26) with respect to former em-
ployees, all former employees of the 
employer are taken into account, ex-
cept that the employer may treat a 
former employee described in para-
graph (c)(2) through (c)(4) of this sec-
tion as an excludable former employee. 
If any of the former employee exclu-
sion rules under paragraphs (c)(2) 
through (c)(4) of this section is applied, 
it must be applied to all former em-
ployees for the plan year on a con-
sistent basis. 

(2) Employees terminated before a speci-
fied date. The employer may treat a 
former employee as excludable if— 

(i) The former employee became a 
former employee either prior to Janu-
ary 1, 1984, or prior to the tenth cal-
endar year preceding the calendar year 
in which the current plan year begins, 
and 

(ii) The former employee became a 
former employee in a calendar year 
that precedes the earliest calendar 
year in which any former employee 
who benefits under the plan in the cur-
rent plan year became a former em-
ployee. 

(3) Previously excludable employees. 
The employer may treat a former em-
ployee as excludable if the former em-
ployee was an excludable employee (or 
would have been an excludable em-
ployee if these regulations had been in 
effect) under the rules of paragraphs (a) 
and (b) of this section during the plan 
year in which the former employee be-
came a former employee. If the em-
ployer treats a former employee as ex-
cludable pursuant to this paragraph 
(c)(3), the former employee is not 
taken into account with respect to a 
plan even if the former employee is 
benefiting under the plan. 

(4) Vested accrued benefits eligible for 
mandatory distribution. A former em-
ployee may be treated as an excludable 
former employee if the present value of 
the former employee’s vested accrued 
benefit does not exceed the cash-out 
limit in effect under § 1.411(a)– 
11(c)(3)(ii). This determination is made 
in accordance with the rules of sections 
411(a)(11) and 417(e). 

(d) Certain police or firefighters. An 
employer may apply section 401(a)(26) 
separately with respect to any classi-
fication of qualified public safety em-
ployees for whom a separate plan is 
maintained. Thus, for purposes of test-
ing a separate plan covering a class of 
qualified public safety employees, all 
employees who are not in that classi-
fication are treated as excludable em-
ployees. Also, such employees need not 
be taken into account in determining 
whether or not any other plan satisfies 
section 401(a)(26). For purposes of this 
paragraph (d), qualified public safety em-
ployee means any employee of any po-
lice department or fire department or-
ganized and operated by a State or po-
litical subdivision if the employee pro-
vides police protection, firefighting 
services, or emergency medical serv-
ices for any area within the jurisdic-
tion of a State or political subdivision. 

[T.D. 8375, 56 FR 63416, Dec. 4, 1991, as amend-
ed by T.D. 8794, 63 FR 70338, Dec. 21, 1998; 
T.D. 8891, 65 FR 44682, July 19, 2000] 

§ 1.401(a)(26)–7 Testing methods. 
(a) Testing on each day of the plan 

year. A plan satisfies section 401(a)(26) 
for a plan year only if the plan satisfies 
section 401(a)(26) on each day of the 
plan year. An employee benefits on a 
day if the employee is a participant for 
such day and the employee benefits 
under the plan for the year under the 
rules in § 1.401(a)(26)–5. 

(b) Simplified testing method. A plan is 
treated as satisfying the requirements 
of paragraph (a) of this section if it sat-
isfies section 401(a)(26) on any single 
plan day during the plan year, but only 
if that day is reasonably representative 
of the employer’s workforce and the 
plan’s coverage. A plan does not have 
to be tested on the same day each plan 
year. 

(c) Retroactive correction. If a plan 
fails to satisfy section 401(a)(26) for a 
plan year, the plan may be retro-
actively amended during the same pe-
riod and under the same conditions as 
provided for in § 1.401(a)(4)–11(g)(3) 
through (g)(5) to satisfy section 
401(a)(26). A plan merger that occurs by 
the end of the period provided in 
§ l.401(a)(4)–11(g)(3)(iv) is treated solely 
for purposes of section 401(a)(26) as if it 
were effective as of the first day of the 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00293 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



282 

26 CFR Ch. I (4–1–15 Edition) § 1.401(a)(26)–8 

plan year. The rule of this paragraph 
(c) may be illustrated by the following 
example. 

Example. Assume that an employer with 500 
employees maintains two defined contribu-
tion plans. Plan A benefits 45 employees. 
Plan B benefits 50 employees. Immediately 
before the end of the period provided for in 
§ 1.401(a)(4)–11(g)(3)(iv), the employer expands 
coverage under Plan A to benefit 20 more 
employees retroactively for the plan year. 
Thus, Plan A satisfies paragraph (a) of this 
section for the plan year. Alternatively, be-
fore the end of the period provided for in 
§ 1.401(a)(4)–11(g)(3)(iv), or later if a later pe-
riod is applicable under section 401(b), the 
employer could merge Plan A with Plan B to 
satisfy section 401(a)(26). 

[T.D. 8375, 56 FR 63418, Dec. 4, 1991] 

§ 1.401(a)(26)–8 Definitions. 

In applying this section and 
§§ 1.401(a)(26)–1 through 1.401(a)(26)–9 
the definitions in this section govern 
unless otherwise provided. 

Collective bargaining agreement. Collec-
tive bargaining agreement means an 
agreement that the Secretary of Labor 
finds to be a collective bargaining 
agreement between employee rep-
resentatives and the employer that sat-
isfies § 301.7701–17T. Employees de-
scribed in section 413(b)(8) who are em-
ployees of the union or the plan and 
are treated as employees of an em-
ployer are not employees covered pur-
suant to a collective bargaining agree-
ment for purposes of section 401(a)(26) 
unless the employees are actually cov-
ered pursuant to such an agreement. 

Collectively bargained employee. Collec-
tively bargained employee means a col-
lectively bargained employee within 
the meaning of § 1.410(b)–6(d)(2). 

Covered by a collective bargaining 
agreement. Covered by a collective bar-
gaining agreement means covered by a 
collective bargaining agreement within 
the meaning of § 1.410(b)–6(d)(2)(iii). 

Defined benefit plan. Defined benefit 
plan means a defined benefit plan with-
in the meaning of § 1.410(b)–9. 

Defined contribution plan. Defined con-
tribution plan means a defined contribu-
tion plan within the meaning of 
§ 1.410(b)–9. 

Employee. Employee means an em-
ployee, within the meaning of § 1.410(b)– 
9. 

Employer. Employer means the em-
ployer within the meaning of § 1.410(b)– 
9. 

ESOP. ESOP means an employee 
stock ownership plan within the mean-
ing of section 4975(e)(7) or a tax credit 
employee stock ownership plan within 
the meaning of section 409(a). 

Former employee. Former employee 
means a former employee within the 
meaning of § 1.410(b)–9. 

Highly compensated employee. Highly 
compensated employee means an em-
ployee who is highly compensated 
within the meaning of section 414(q). 

Highly compensated former employee. 
Highly compensated former employee 
means a former employee who is highly 
compensated within the meaning of 
section 414(q)(9). 

Multiemployer plan. Multiemployer 
plan means a multiemployer plan with-
in the meaning of section 414(f). 

Noncollectively bargained employee. 
Noncollectively bargained employee 
means an employee who is not a collec-
tively bargained employee. 

Nonhighly compensated employee. Non-
highly compensated employee means an 
employee who is not a highly com-
pensated employee. 

Nonhighly compensated former em-
ployee. Nonhighly compensated former 
employee means a former employee who 
is not a highly compensated former 
employee. 

Plan. Plan means plan as defined in 
§ 1.401(a)(26)–2(c). 

Plan year. Plan year means the plan 
year of the plan as defined in the writ-
ten plan document. In the absence of a 
specifically designated plan year, the 
plan year is deemed to be the calendar 
year. 

Professional employee. Professional em-
ployee means a professional employee 
as defined in § 1.410(b)–9. 

Section 401(k) plan. Section 401(k) plan 
means a plan consisting of elective 
contributions described in § 1.401(k)–1 
(g)(3) under a qualified cash or deferred 
arrangement described in § 1.401(k)– 
1(a)(4)(i). 

Section 401(m) plan. Section 401(m) plan 
means a plan consisting of employee 
contributions described in § 1.401(m)– 
1(f)(6) or matching contributions de-
scribed in § 1.401(m)–1(f)(12), or both. 

[T.D. 8375, 56 FR 63418, Dec. 4, 1991] 
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§ 1.401(a)(26)–9 Effective dates and 
transition rules. 

(a) In general. Except as provided in 
paragraphs (b), (c), and (d) of this sec-
tion, section 401(a)(26) and the regula-
tions thereunder apply to plan years 
beginning on or after January 1, 1989. 

(b) Transition rules—(1) Governmental 
plans and certain section 403(b) annuities. 
Section 401(a)(26) is treated as satisfied 
for plan years beginning before the 
later of January 1, 1996, or 90 days after 
the opening of the first legislative ses-
sion beginning on or after January 1, 
1996, of the governing body with au-
thority to amend the plan, if that body 
does not meet continuously, in the case 
of governmental plans described in sec-
tion 414(d), including plans subject to 
section 403(b)(12)(A)(i) (nonelective 
plans). For purposes of this paragraph 
(b)(1), the term ‘‘governing body with 
authority to amend the plan’’ means 
the legislature, board, commission, 
council, or other governing body with 
authority to amend the plan. 

(2) Early retirement ‘‘window-period’’ 
benefits. Early retirement benefits 
available under a plan only to employ-
ees who retire within a limited period 
of time, not to exceed one year, are 
treated as satisfying section 401(a)(26) 
if such benefits are provided under plan 
terms that were adopted and in effect 
on or before March 14, 1989. 

(3) Employees who do not benefit be-
cause of a minimum-period-of-service re-
quirement or a last-day requirement. For 
the first plan year beginning after De-
cember 31, 1988, and before January 1, 
1990, employees who are eligible to par-
ticipate under the plan and who fail to 
accrue a benefit solely because of the 
failure to satisfy either a minimum-pe-
riod-of-service requirement of 1000 
hours of service or less or a last-day re-
quirement may be treated as benefiting 
under the plan. 

(4) Certain plan terminations—(i) In 
general. Except as provided in para-
graph (b)(4)(ii) of this section, if a plan 
terminates after section 401(a)(26) be-
comes effective with respect to the 
plan (as determined under paragraph 
(a) of this section), the plan is not 
treated as a qualified plan upon termi-
nation unless it complies with section 
401(a)(26) and the regulations there-
under (to the extent they are applica-

ble) for all periods for which section 
401(a)(26) is effective with respect to 
the plan. 

(ii) Exception. Notwithstanding para-
graphs (a) and (b)(4)(i) of this section, a 
plan does not fail to be treated as a 
qualified plan upon termination merely 
because the plan fails to satisfy the re-
quirements of section 401(a)(26) and the 
regulations thereunder if the plan is 
terminated with a termination date on 
or before December 31, 1989, and either 
of the following conditions is satisfied: 

(A) In the case of a defined benefit 
plan, no highly compensated employee 
has an accrued benefit under the plan 
exceeding the lesser of either the ben-
efit the employee had accrued as of the 
close of the last plan year beginning 
before January 1, 1989, or the benefit 
the employee would have accrued as of 
the close of the last plan year under 
the terms of the plan in effect and ap-
plicable with respect to the employee 
on December 13, 1988. 

(B) In the case of a defined contribu-
tion plan, no highly compensated em-
ployee receives a contribution alloca-
tion for any plan year beginning after 
December 31, 1988. For this purpose, a 
contribution allocation with respect to 
an employee for a plan year beginning 
before January 1, 1989, may be treated 
as a contribution allocation for a plan 
year beginning after December 31, 1988, 
if the allocation for the prior year ex-
ceeds the allocation that the employee 
would have received for such year 
under the terms of the plan in effect 
and applicable with respect to the em-
ployee on December 13, 1988. An alloca-
tion of forfeitures to highly com-
pensated employees with respect to 
contributions made for plan years be-
ginning before January 1, 1988, does not 
cause a defined contribution plan to 
fail to satisfy the conditions of this 
paragraph (b)(4)(ii)(B). 

(5) ESOPs and non-ESOPs. Notwith-
standing paragraph (a) of this section 
and § 54.4975–11(a)(5) of this Chapter, an 
employer may treat the rule in 
§ 1.401(a)(26)–2(d)(1)(i), regarding man-
datory disaggregation of ESOPs and 
non-ESOPs as not effective for plan 
years beginning before January 1, 1990. 

(c) Waiver of excise tax on reversions— 
(1) In general. Pursuant to section 
1112(e)(3) of the Tax Reform Act of 1986 
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(TRA ’86), if certain conditions are sat-
isfied, a waiver of the excise tax under 
section 4980 applies with respect to any 
employer reversion that occurs by rea-
son of the termination or merger of a 
plan before the first year to which sec-
tion 401(a)(26) applies to the plan. In 
general, the applicable conditions are 
that the plan must have been in exist-
ence on August 16, 1986; that if section 
401(a)(26) was in effect for the plan year 
including August 16, 1986, the plan 
would have failed to satisfy the re-
quirements of section 401(a)(26) and 
would have continued to fail the re-
quirements at all times thereafter; 
that the plan satisfies the applicable 
conditions in paragraph (b)(4)(ii)(A) or 
(B) of this section; and that certain re-
quirements regarding asset or liability 
transfers and mergers and spinoffs in-
volving the plan after August 16, 1986, 
are satisfied. 

(2) Termination date. An employer re-
version with respect to a plan is eligi-
ble for the section 4980 excise tax waiv-
er only if the employer reversion oc-
curs by reason of the termination of 
the plan with a termination date prior 
to the first plan year for which section 
401(a)(26) applies to the plan. Solely for 
purposes of this waiver, the employer 
reversion is treated as satisfying this 
paragraph (c)(2) even though the plan’s 
termination date is during the first 
plan year for which section 401(a)(26) 
applies to the plan if the plan’s termi-
nation date is on or before May 31, 1989. 
If the termination date occurs in the 
first plan year for which section 
401(a)(26) applied to the plan and the 
employer receives a reversion that is 
eligible for the waiver of the section 
4980 tax, the plan is subject to the in-
terest rate restriction set forth in sec-
tion 11 12(e)(3)(B) of TRA ’86 as amend-
ed. 

(3) Failure to satisfy section 401(a)(26). 
An employer reversion with respect to 
a plan is eligible for the excise tax 
waiver only if the plan was in existence 
on August 16, 1986, and, if section 
401(a)(26) had applied to the plan for 
the plan year including such date, the 
plan would have failed to satisfy sec-
tion 401(a)(26) for the plan year and 
continuously thereafter until the 
plan’s termination or merger. For pur-
poses of this paragraph (c)(3), a plan is 

treated as though it would have failed 
to satisfy section 401(a)(26) before such 
section actually applied to the plan 
only if the plan (as defined under sec-
tion 414(1)) failed to benefit at least the 
lesser of 50 employees or 40 percent of 
the employer’s employees. In general, 
this determination is to be made on the 
basis of only the applicable statutory 
provisions, without regard to the regu-
lations under section 401(a)(26). Thus, 
for example, the prior benefit structure 
rules in § 1.401(a)(26)–3 do not apply in 
determining whether a plan would have 
failed to satisfy section 401(a)(26) for 
plan years beginning prior to the effec-
tive date of section 401(a)(26) with re-
spect to the plan. 

(d) Special rule for collective bargaining 
agreements. In the case of a plan main-
tained pursuant to one or more collec-
tive bargaining agreements (as defined 
in § 1.401(a)(26)–8(a)) that were ratified 
before March 1, 1986, section 401(a)(26) 
and the regulations thereunder shall 
not apply to plan years beginning be-
fore the earlier of— 

(1) January 1, 1991, or 
(2) The later of— 
(i) January 1, 1989, or 
(ii) The date on which the last of 

such collective bargaining agreements 
terminates. For purposes of this para-
graph (d), any extension or renegoti-
ation of any collective bargaining 
agreement that is ratified after Feb-
ruary 28, 1986, is disregarded in deter-
mining the date on which such collec-
tive bargaining agreement terminates. 

[T.D. 8375, 56 FR 63419, Dec. 4, 1991, as amend-
ed by T.D. 8487, 58 FR 46838, Sept. 3, 1993] 

§ 1.401(a)(31)–1 Requirement to offer 
direct rollover of eligible rollover 
distributions; questions and an-
swers. 

The following questions and answers 
relate to the qualification requirement 
imposed by section 401(a)(31) of the In-
ternal Revenue Code of 1986, pertaining 
to the direct rollover option for eligi-
ble rollover distributions from pension, 
profit-sharing, and stock bonus plans. 
Section 401(a)(31) was added by section 
522(a) of the Unemployment Compensa-
tion Amendments of 1992, Public Law 
102–318, 106 Stat. 290 (UCA). For addi-
tional UCA guidance under sections 
402(c), 402(f), 403(b)(8) and (10), and 
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3405(c), see §§ 1.402(c)–2, 1.402(f)–1, and 
1.403(b)–7(b), and § 31.3405(c)–1 of this 
chapter, respectively. 

LIST OF QUESTIONS 

Q–1: What are the direct rollover require-
ments under section 401(a)(31)? 

Q–2: Does section 401(a)(31) require that a 
qualified plan permit a direct rollover to be 
made to a qualified trust that is not part of 
a defined contribution plan? 

Q–3: What is a direct rollover that satisfies 
section 401(a)(31), and how is it accom-
plished? 

Q–4: Is providing a distributee with a check 
for delivery to an eligible retirement plan a 
reasonable means of accomplishing a direct 
rollover? 

Q–5: Is an eligible rollover distribution 
that is paid to an eligible retirement plan in 
a direct rollover currently includible in 
gross income or subject to 20-percent with-
holding? 

Q–6: What procedures may a plan adminis-
trator prescribe for electing a direct roll-
over, and what information may the plan ad-
ministrator require a distributee to provide 
when electing a direct rollover? 

Q–7: May the plan administrator treat a 
distributee as having made an election under 
a default procedure where the distributee 
does not affirmatively elect to make or not 
make a direct rollover within a certain time 
period? 

Q–8: May the plan administrator establish 
a deadline after which the distributee may 
not revoke an election to make or not make 
a direct rollover? 

Q–9: Must the plan administrator permit a 
distributee to elect to have a portion of an 
eligible rollover distribution paid to an eligi-
ble retirement plan in a direct rollover and 
to have the remainder of that distribution 
paid to the distributee? 

Q–10: Must the plan administrator allow a 
distributee to divide an eligible rollover dis-
tribution into two or more separate distribu-
tions to be paid in direct rollovers to two or 
more eligible retirement plans? 

Q–11: Will a plan satisfy section 401(a)(31) if 
the plan administrator does not permit a dis-
tributee to elect a direct rollover if his or 
her eligible rollover distributions during a 
year are reasonably expected to total less 
than $200? 

Q–12: Is a plan administrator permitted to 
treat a distributee’s election to make or not 
make a direct rollover with respect to one 
payment in a series of periodic payments as 
applying to all subsequent payments in the 
series? 

Q–13: Is the eligible retirement plan des-
ignated by a distributee to receive a direct 
rollover distribution required to accept the 
distribution? 

Q–14. If a plan accepts an invalid rollover 
contribution, whether or not as a direct roll-
over, how will the contribution be treated 
for purposes of applying the qualification re-
quirements of section 401(a) or 403(a) to the 
plan? 

Q–15: For purposes of applying the plan 
qualification requirements of section 401(a), 
is an eligible rollover distribution that is 
paid to an eligible retirement plan in a di-
rect rollover a distribution and rollover or is 
it a transfer of assets and liabilities? 

Q–16: Must a direct rollover option be pro-
vided for an eligible rollover distribution 
that is in the form of a plan loan offset 
amount? 

Q–17: Must a direct rollover option be pro-
vided for an eligible rollover distribution 
from a qualified plan distributed annuity 
contract? 

Q–18: What assumptions may a plan admin-
istrator make regarding whether a benefit is 
an eligible rollover distribution? 

Q–19: When must a qualified plan be 
amended to comply with section 401(a)(31)? 

QUESTIONS AND ANSWERS 

Q–1: What are the direct rollover re-
quirements under section 401(a)(31)? 

A–1: (a) General rule. To satisfy sec-
tion 401(a)(31), added by UCA, a plan 
must provide that if the distributee of 
any eligible rollover distribution elects 
to have the distribution paid directly 
to an eligible retirement plan, and 
specifies the eligible retirement plan to 
which the distribution is to be paid, 
then the distribution will be paid to 
that eligible retirement plan in a di-
rect rollover described in Q&A–3 of this 
section. Thus, the plan must give the 
distributee the option of having his or 
her distribution paid in a direct roll-
over to an eligible retirement plan 
specified by the distributee. For pur-
poses of section 401(a)(31) and this sec-
tion, eligible rollover distribution has 
the meaning set forth in section 
402(c)(4) and § 1.402(c)–2, Q&A–3 through 
Q&A–10 and Q&A–14, except as other-
wise provided in Q&A–2 of this section, 
eligible retirement plan has the mean-
ing set forth in section 402(c)(8)(B) and 
§ 1.402(c)–2, Q&A–2. 

(b) Related Internal Revenue Code pro-
visions—(1) Mandatory withholding. If a 
distributee of an eligible rollover dis-
tribution does not elect to have the eli-
gible rollover distribution paid directly 
from the plan to an eligible retirement 
plan in a direct rollover under section 
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401(a)(31), the eligible rollover distribu-
tion is subject to 20-percent income tax 
withholding under section 3405(c). See 
§ 31.3405(c)–1 of this chapter for guid-
ance concerning the withholding re-
quirements applicable to eligible roll-
over distributions. 

(2) Notice requirement. Section 402(f) 
requires the plan administrator of a 
qualified plan to provide, within a rea-
sonable period of time before making 
an eligible rollover distribution, a 
written explanation to the distributee 
of the distributee’s right to elect a di-
rect rollover and the withholding con-
sequences of not making that election. 
The explanation also is required to pro-
vide certain other relevant information 
relating to the taxation of distribu-
tions. See § 1.402(f)–1 for guidance con-
cerning the written explanation re-
quired under section 402(f). 

(3) Section 403(b) annuities. Section 
403(b)(10) provides that requirements 
similar to those imposed by section 
401(a)(31) apply to annuities described 
in section 403(b). See § 1.403(b)–7(b) for 
guidance concerning the direct rollover 
requirements for distributions from an-
nuities described in section 403(b). 

(c) Effective date—(1) Statutory effec-
tive date. Section 401(a)(31) applies to 
eligible rollover distributions made on 
or after January 1, 1993. 

(2) Regulatory effective date. This sec-
tion applies to eligible rollover dis-
tributions made on or after October 19, 
1995. For eligible rollover distributions 
made on or after January 1, 1993 and 
before October 19, 1995, § 1.401(a)(31)–1T 
(as it appeared in the April 1, 1995 edi-
tion of 26 CFR part 1), applies. How-
ever, for any distribution made on or 
after January 1, 1993 but before October 
19, 1995, a plan may satisfy section 
401(a)(31) by substituting any or all 
provisions of this section for the cor-
responding provisions of § 1.401(a)(31)– 
1T, if any. 

Q–2: Does section 401(a)(31) require 
that a qualified plan permit a direct 
rollover to be made to a qualified trust 
that is not part of a defined contribu-
tion plan? 

A–2: No. Section 401(a)(31)(D) limits 
the types of qualified trusts that are 
treated as eligible retirement plans to 
defined contribution plans that accept 
eligible rollover distributions. There-

fore, although a plan is permitted, at a 
participant’s election, to make a direct 
rollover to any type of eligible retire-
ment plan, as defined in section 
402(c)(8)(B) (including a defined benefit 
plan), a plan will not fail to satisfy sec-
tion 401(a)(31) solely because the plan 
will not permit a direct rollover to a 
qualified trust that is part of a defined 
benefit plan. In contrast, if a dis-
tributee elects a direct rollover of an 
eligible rollover distribution to an an-
nuity plan described in section 403(a), 
that distribution must be paid to the 
annuity plan, even if the recipient an-
nuity plan is a defined benefit plan. 

Q–3: What is a direct rollover that 
satisfies section 401(a)(31), and how is it 
accomplished? 

A–3: A direct rollover that satisfies 
section 401(a)(31) is an eligible rollover 
distribution that is paid directly to an 
eligible retirement plan for the benefit 
of the distributee. A direct rollover 
may be accomplished by any reason-
able means of direct payment to an eli-
gible retirement plan. Reasonable 
means of direct payment include, for 
example, a wire transfer or the mailing 
of a check to the eligible retirement 
plan. If payment is made by check, the 
check must be negotiable only by the 
trustee of the eligible retirement plan. 
If the payment is made by wire trans-
fer, the wire transfer must be directed 
only to the trustee of the eligible re-
tirement plan. In the case of an eligible 
retirement plan that does not have a 
trustee (such as a custodial individual 
retirement account or an individual re-
tirement annuity), the custodian of the 
plan or issuer of the contract under the 
plan, as appropriate, should be sub-
stituted for the trustee for purposes of 
this Q&A–3, and Q&A–4 of this section. 

Q–4: Is providing a distributee with a 
check for delivery to an eligible retire-
ment plan a reasonable means of ac-
complishing a direct rollover? 

A–4: Providing the distributee with a 
check and instructing the distributee 
to deliver the check to the eligible re-
tirement plan is a reasonable means of 
direct payment, provided that the 
check is made payable as follows: 
[Name of the trustee] as trustee of 
[name of the eligible retirement plan]. 
For example, if the name of the eligible 
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retirement plan is ‘‘Individual Retire-
ment Account of John Q. Smith,’’ and 
the name of the trustee is ‘‘ABC 
Bank,’’ the payee line of a check would 
read ‘‘ABC Bank as trustee of Indi-
vidual Retirement Account of John Q. 
Smith.’’ Unless the name of the dis-
tributee is included in the name of the 
eligible retirement plan, the check also 
must indicate that it is for the benefit 
of the distributee. If the eligible retire-
ment plan is not an individual retire-
ment account or an individual retire-
ment annuity, the payee line of the 
check need not identify the trustee by 
name. For example, the payee line of a 
check for the benefit of distributee 
Jane Doe might read, ‘‘Trustee of XYZ 
Corporation Savings Plan FBO Jane 
Doe.’’ 

Q–5: Is an eligible rollover distribu-
tion that is paid to an eligible retire-
ment plan in a direct rollover cur-
rently includible in gross income or 
subject to 20-percent withholding? 

A–5: No. An eligible rollover distribu-
tion that is paid to an eligible retire-
ment plan in a direct rollover is not 
currently includible in the 
distributee’s gross income under sec-
tion 402(c) and is exempt from the 20- 
percent withholding imposed under sec-
tion 3405(c)(2). However, when any por-
tion of the eligible rollover distribu-
tion is subsequently distributed from 
the eligible retirement plan, that por-
tion will be includible in gross income 
to the extent required under section 
402, 403, or 408. 

Q–6: What procedures may a plan ad-
ministrator prescribe for electing a di-
rect rollover, and what information 
may the plan administrator require a 
distributee to provide when electing a 
direct rollover? 

A–6: (a) Permissible procedures. Except 
as otherwise provided in paragraph (b) 
of this Q&A–6, the plan administrator 
may prescribe any procedure for a dis-
tributee to elect a direct rollover under 
section 401(a)(31), provided that the 
procedure is reasonable. The procedure 
may include any reasonable require-
ment for information or documenta-
tion from the distributee in addition to 
the items of adequate information 
specified in § 31.3405(c)–1(b), Q&A–7 of 
this chapter. For example, it would be 
reasonable for the plan administrator 

to require that the distributee provide 
a statement from the designated re-
cipient plan that the plan will accept 
the direct rollover for the benefit of 
the distributee and that the recipient 
plan is, or is intended to be, an indi-
vidual retirement account, an indi-
vidual retirement annuity, a qualified 
annuity plan described in section 
403(a), or a qualified trust described in 
section 401(a), as applicable. In the case 
of a designated recipient plan that is a 
qualified trust, it also would be reason-
able for the plan administrator to re-
quire a statement that the qualified 
trust is not excepted from the defini-
tion of an eligible retirement plan by 
section 401(a)(31)(D) (i.e., is not a de-
fined benefit plan). 

(b) Impermissible procedures. A plan 
will fail to satisfy section 401(a)(31) if 
the plan administrator prescribes any 
unreasonable procedure, or requires in-
formation or documentation, that ef-
fectively eliminates or substantially 
impairs the distributee’s ability to 
elect a direct rollover. For example, it 
would effectively eliminate or substan-
tially impair the distributee’s ability 
to elect a direct rollover if the recipi-
ent plan required the distributee to ob-
tain an opinion of counsel stating that 
the eligible retirement plan receiving 
the rollover is a qualified plan or indi-
vidual retirement account. Similarly, 
it would effectively eliminate or sub-
stantially impair the distributee’s abil-
ity to elect a direct rollover if the dis-
tributing plan required a letter from 
the recipient eligible retirement plan 
stating that, upon request by the dis-
tributing plan, the recipient plan will 
automatically return any direct roll-
over amount that the distributing plan 
advises the recipient plan was paid in-
correctly. It would also effectively 
eliminate or substantially impair the 
distributee’s ability to elect a direct 
rollover if the distributing plan re-
quired, as a condition for making a di-
rect rollover, a letter from the recipi-
ent eligible retirement plan indem-
nifying the distributing plan for any li-
ability arising from the distribution. 

Q–7: May the plan administrator 
treat a distributee as having made an 
election under a default procedure 
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where the distributee does not affirma-
tively elect to make or not make a di-
rect rollover within a certain time pe-
riod? 

A–7: Yes, the plan administrator may 
establish a default procedure whereby 
any distributee who fails to make an 
affirmative election is treated as hav-
ing either made or not made a direct 
rollover election. However, the plan ad-
ministrator may not make a distribu-
tion under any default procedure un-
less the distributee has received an ex-
planation of the default procedure and 
an explanation of the direct rollover 
option as required under section 402(f) 
and § 1.402(f)–1, Q&A–1 and unless the 
timing requirements described in 
§ 1.402(f)–1, Q&A–2 and Q&A–3 have been 
satisfied with respect to the expla-
nations of both the default procedure 
and the direct rollover option. 

Q–8: May the plan administrator es-
tablish a deadline after which the dis-
tributee may not revoke an election to 
make or not make a direct rollover? 

A–8: Yes, but the plan administrator 
is not permitted to prescribe any dead-
line or time period with respect to rev-
ocation of a direct rollover election 
that is more restrictive for the dis-
tributee than that which otherwise ap-
plies under the plan to revocation of 
the form of distribution elected by the 
distributee. 

Q–9: Must the plan administrator per-
mit a distributee to elect to have a por-
tion of an eligible rollover distribution 
paid to an eligible retirement plan in a 
direct rollover and to have the remain-
der of that distribution paid to the dis-
tributee? 

A–9: Yes, the plan administrator 
must permit a distributee to elect to 
have a portion of an eligible rollover 
distribution paid to an eligible retire-
ment plan in a direct rollover and to 
have the remainder paid to the dis-
tributee. However, the plan adminis-
trator is permitted to require that, if 
the distributee elects to have only a 
portion of an eligible rollover distribu-
tion paid to an eligible retirement plan 
in a direct rollover, that portion be 
equal to at least a specified minimum 
amount, provided the specified min-
imum amount is less than or equal to 
$500 or any greater amount as pre-
scribed by the Commissioner in rev-

enue rulings, notices, and other guid-
ance published in the Internal Revenue 
Bulletin. See § 601.601(d)(2)(ii)(b) of this 
chapter. If the entire amount of the eli-
gible rollover distribution is less than 
or equal to the specified minimum 
amount, the plan administrator need 
not allow the distributee to divide the 
distribution. 

Q–10: Must the plan administrator 
allow a distributee to divide an eligible 
rollover distribution into two or more 
separate distributions to be paid in di-
rect rollovers to two or more eligible 
retirement plans? 

A–10: No. The plan administrator is 
not required (but is permitted) to allow 
the distributee to divide an eligible 
rollover distribution into separate dis-
tributions to be paid to two or more el-
igible retirement plans in direct roll-
overs. Thus, the plan administrator 
may require that the distributee select 
a single eligible retirement plan to 
which the eligible rollover distribution 
(or portion thereof) will be distributed 
in a direct rollover. 

Q–11: Will a plan satisfy section 
401(a)(31) if the plan administrator does 
not permit a distributee to elect a di-
rect rollover if his or her eligible roll-
over distributions during a year are 
reasonably expected to total less than 
$200? 

A–11: Yes. A plan will satisfy section 
401(a)(31) even though the plan admin-
istrator does not permit any dis-
tributee to elect a direct rollover with 
respect to eligible rollover distribu-
tions during a year that are reasonably 
expected to total less than $200 or any 
lower minimum amount specified by 
the plan administrator. The rules de-
scribed in § 31.3405(c)–1, Q&A–14 of this 
chapter (relating to whether with-
holding under section 3405(c) is re-
quired for an eligible rollover distribu-
tion that is less than $200) also apply 
for purposes of determining whether a 
direct rollover election under section 
401(a)(31) must be provided for an eligi-
ble rollover distribution that is less 
than $200 or the lower specified 
amount. 

Q–12: Is a plan administrator per-
mitted to treat a distributee’s election 
to make or not make a direct rollover 
with respect to one payment in a series 
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of periodic payments as applying to all 
subsequent payments in the series? 

A–12: (a) Yes. A plan administrator is 
permitted to treat a distributee’s elec-
tion to make or not make a direct roll-
over with respect to one payment in a 
series of periodic payments as applying 
to all subsequent payments in the se-
ries, provided that: 

(1) The employee is permitted at any 
time to change, with respect to subse-
quent payments, a previous election to 
make or not make a direct rollover; 
and 

(2) The written explanation provided 
under section 402(f) explains that the 
election to make or not make a direct 
rollover will apply to all future pay-
ments unless the employee subse-
quently changes the election. 

(b) See § 1.402(f)–1, Q&A–3 for further 
guidance concerning the rules for pro-
viding section 402(f) notices when eligi-
ble rollover distributions are made in a 
series of periodic payments. 

Q–13: Is the eligible retirement plan 
designated by a distributee to receive a 
direct rollover distribution required to 
accept the distribution? 

A–13: No. Although section 401(a)(31) 
requires qualified plans to provide 
distributees the option to make a di-
rect rollover of their eligible rollover 
distributions to an eligible retirement 
plan, it imposes no requirement that 
any eligible retirement plan accept 
rollovers. Thus, a plan can refuse to ac-
cept rollovers. Alternatively, a plan 
can limit the circumstances under 
which it will accept rollovers. For ex-
ample, a plan can limit the types of 
plans from which it will accept a roll-
over or limit the types of assets it will 
accept in a rollover (such as accepting 
only cash or its equivalent). 

Q–14. If a plan accepts an invalid roll-
over contribution, whether or not as a 
direct rollover, how will the contribu-
tion be treated for purposes of applying 
the qualification requirements of sec-
tion 401(a) or 403(a) to the plan? 

A–14. (a) Acceptance of invalid rollover 
contribution. If a plan accepts an in-
valid rollover contribution, the con-
tribution will be treated, for purposes 
of applying the qualification require-
ments of section 401(a) or 403(a) to the 
receiving plan, as if it were a valid roll-
over contribution, if the following two 

conditions are satisfied. First, when ac-
cepting the amount from the employee 
as a rollover contribution, the plan ad-
ministrator of the receiving plan rea-
sonably concludes that the contribu-
tion is a valid rollover contribution. 
While evidence that the distributing 
plan is the subject of a determination 
letter from the Commissioner indi-
cating that the distributing plan is 
qualified would be useful to the receiv-
ing plan administrator in reasonably 
concluding that the contribution is a 
valid rollover contribution, it is not 
necessary for the distributing plan to 
have such a determination letter in 
order for the receiving plan adminis-
trator to reach that conclusion. Sec-
ond, if the plan administrator of the re-
ceiving plan later determines that the 
contribution was an invalid rollover 
contribution, the amount of the invalid 
rollover contribution, plus any earn-
ings attributable thereto, is distributed 
to the employee within a reasonable 
time after such determination. 

(b) Definitions. For purposes of this 
Q&A–14: 

(1) An invalid rollover contribution is 
an amount that is accepted by a plan 
as a rollover within the meaning of 
§ 1.402(c)–2, Q&A–1 (or as a rollover con-
tribution within the meaning of sec-
tion 408(d)(3)(A)(ii)) but that is not an 
eligible rollover distribution from a 
qualified plan (or an amount described 
in section 408(d)(3)(A)(ii)) or that does 
not satisfy the other requirements of 
section 401(a)(31), 402(c), or 408(d)(3) for 
treatment as a rollover or a rollover 
contribution. 

(2) A valid rollover contribution is a 
contribution that is accepted by a plan 
as a rollover within the meaning of 
§ 1.402(c)–2, Q&A–1 or as a rollover con-
tribution within the meaning of sec-
tion 408(d)(3) and that satisfies the re-
quirements of section 401(a)(31), 402(c), 
or 408(d)(3) for treatment as a rollover 
or a rollover contribution. 

(c) Examples. The provisions of para-
graph (a) of this Q&A–14 are illustrated 
by the following examples: 

Example 1. (i) Employer X maintains for its 
employees Plan M, a profit sharing plan 
qualified under section 401(a). Plan M pro-
vides that any employee of Employer X may 
make a rollover contribution to Plan M. Em-
ployee A is an employee of Employer X, will 
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not have attained age 701⁄2 by the end of the 
year, and has a vested account balance in 
Plan O (a plan maintained by Employee A’s 
prior employer). Employee A elects a single 
sum distribution from Plan O and elects that 
it be paid to Plan M in a direct rollover. 

(ii) Employee A provides the plan adminis-
trator of Plan M with a letter from the plan 
administrator of Plan O stating that Plan O 
has received a determination letter from the 
Commissioner indicating that Plan O is 
qualified. 

(iii) Based upon such a letter, absent facts 
to the contrary, a plan administrator may 
reasonably conclude that Plan O is qualified 
and that the amount paid as a direct rollover 
is an eligible rollover distribution. 

Example 2. (i) The facts are the same as Ex-
ample 1, except that, instead of the letter 
provided in paragraph (ii) of Example 1, Em-
ployee A provides the plan administrator of 
Plan M with a letter from the plan adminis-
trator of Plan O representing that Plan O 
satisfies the requirements of section 401(a) 
(or representing that Plan O is intended to 
satisfy the requirements of section 401(a) and 
that the administrator of Plan O is not 
aware of any Plan O provision or operation 
that would result in the disqualification of 
Plan O). 

(ii) Based upon such a letter, absent facts 
to the contrary, a plan administrator may 
reasonably conclude that Plan O is qualified 
and that the amount paid as a direct rollover 
is an eligible rollover distribution. 

Example 3. (i) Same facts as Example 1, ex-
cept that Employee A elects to receive the 
distribution from Plan O and wishes to make 
a rollover contribution described in section 
402 rather than a direct rollover. 

(ii) When making the rollover contribu-
tion, Employee A certifies that, to the best 
of Employee A’s knowledge, Employee A is 
entitled to the distribution as an employee 
and not as a beneficiary, the distribution 
from Plan O to be contributed to Plan M is 
not one of a series of periodic payments, the 
distribution from Plan O was received by 
Employee A not more than 60 days before the 
date of the rollover contribution, and the en-
tire amount of the rollover contribution 
would be includible in gross income if it were 
not being rolled over. 

(iii) As support for these certifications, 
Employee A provides the plan administrator 
of Plan M with two statements from Plan O. 
The first is a letter from the plan adminis-
trator of Plan O, as described in Example 1, 
stating that Plan O has received a deter-
mination letter from the Commissioner indi-
cating that Plan O is qualified. The second is 
the distribution statement that accompanied 
the distribution check. The distribution 
statement indicates that the distribution is 
being made by Plan O to Employee A, indi-
cates the gross amount of the distribution, 
and indicates the amount withheld as Fed-

eral income tax. The amount withheld as 
Federal income tax is 20 percent of the gross 
amount of the distribution. Employee A con-
tributes to Plan M an amount not greater 
than the gross amount of the distribution 
stated in the letter from Plan O and the con-
tribution is made within 60 days of the date 
of the distribution statement from Plan O. 

(iv) Based on the certifications and docu-
mentation provided by Employee A, absent 
facts to the contrary, a plan administrator 
may reasonably conclude that Plan O is 
qualified and that the distribution otherwise 
satisfies the requirements of section 402(c) 
for treatment as a rollover contribution. 

Example 4. (i) The facts are the same as in 
Example 3, except that, rather than contrib-
uting the distribution from Plan O to Plan 
M, Employee A contributes the distribution 
from Plan O to IRA P, an individual retire-
ment account described in section 408(a). 
After the contribution of the distribution 
from Plan O to IRA P, but before the year in 
which Employee A attains age 701⁄2, Em-
ployee A requests a distribution from IRA P 
and decides to contribute it to Plan M as a 
rollover contribution. To make the rollover 
contribution, Employee A endorses the 
check received from IRA P as payable to 
Plan M. 

(ii) In addition to providing the certifi-
cations described in Example 3 with respect 
to the distribution from Plan O, Employee A 
certifies that, to the best of Employee A’s 
knowledge, the contribution to IRA P was 
not made more than 60 days after the date 
Employee A received the distribution from 
Plan O, no amount other than the distribu-
tion from Plan O has been contributed to 
IRA P, and the distribution from IRA P was 
received not more than 60 days earlier than 
the rollover contribution to Plan M. 

(iii) As support for these certifications, in 
addition to the two statements from Plan O 
described in Example 3, Employee A provides 
copies of statements from IRA P. The state-
ments indicate that the account is identified 
as an IRA, the account was established with-
in 60 days of the date of the letter from Plan 
O informing Employee A that an amount had 
been distributed, and the opening balance in 
the IRA does not exceed the amount of the 
distribution described in the letter from 
Plan O. There is no indication in the state-
ments that any additional contributions 
have been made to IRA P since the account 
was opened. The date on the check from IRA 
P is less than 60 days before the date that 
Employee A makes the contribution to Plan 
M. 

(iv) Based on the certifications and docu-
mentation provided by Employee A, absent 
facts to the contrary, a plan administrator 
may reasonably conclude that Plan O is 
qualified and that the contribution by Em-
ployee A is a rollover contribution described 
in section 408(d)(3)(A)(ii) that satisfies the 
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other requirements of section 408(d)(3) for 
treatment as a rollover contribution. 

Q–15: For purposes of applying the 
plan qualification requirements of sec-
tion 401(a), is an eligible rollover dis-
tribution that is paid to an eligible re-
tirement plan in a direct rollover a dis-
tribution and rollover or is it a trans-
fer of assets and liabilities? 

A–15: For purposes of applying the 
plan qualification requirements of sec-
tion 401(a), a direct rollover is a dis-
tribution and rollover of the eligible 
rollover distribution and not a transfer 
of assets and liabilities. For example, if 
the consent requirements under section 
411(a)(11) or sections 401(a)(11) and 
417(a)(2) apply to the distribution, they 
must be satisfied before the eligible 
rollover distribution may be distrib-
uted in a direct rollover. Similarly, the 
direct rollover is not a transfer of as-
sets and liabilities that must satisfy 
the requirements of section 414(l). Fi-
nally, a direct rollover is not a transfer 
of benefits for purposes of applying the 
requirements under section 411(d)(6), as 
described in § 1.411(d)–4, Q&A–3. There-
fore, for example, the eligible retire-
ment plan is not required to provide, 
with respect to amounts paid to it in a 
direct rollover, the same optional 
forms of benefits that were provided 
under the plan that made the direct 
rollover. The direct rollover require-
ments of section 401(a)(31) do not affect 
the ability of a qualified plan to make 
an elective or nonelective transfer of 
assets and liabilities to another quali-
fied plan in accordance with applicable 
law (such as section 414(l)). 

Q–16: Must a direct rollover option be 
provided for an eligible rollover dis-
tribution that is in the form of a plan 
loan offset amount? 

A–16: A plan will not fail to satisfy 
section 401(a)(31) merely because the 
plan does not permit a distributee to 
elect a direct rollover of an eligible 
rollover distribution in the form of a 
plan loan offset amount. Section 
1.402(c)–2(b), Q&A–9 defines a plan loan 
offset amount, in general, as a distribu-
tion that occurs when, under the terms 
governing a plan loan, the participant’s 
accrued benefit is reduced (offset) in 
order to repay the loan. A plan admin-
istrator is permitted to allow a direct 
rollover of a participant note for a plan 

loan to a qualified trust described in 
section 401(a) or a qualified annuity 
plan described in section 403(a). See 
§ 1.402(c)–2, Q&A–9 for examples illus-
trating the rules for plan loan offset 
amounts that are set forth in this 
Q&A–16. See § 31.3405(c)–1, Q&A–11 of 
this chapter for guidance concerning 
special withholding rules that apply to 
a distribution in the form of a plan 
loan offset amount. 

Q–17: Must a direct rollover option be 
provided for an eligible rollover dis-
tribution from a qualified plan distrib-
uted annuity contract? 

A–17: Yes. If any amount to be dis-
tributed under a qualified plan distrib-
uted annuity contract is an eligible 
rollover distribution (in accordance 
with § 1.402(c)–2), Q&A–10 the annuity 
contract must satisfy section 401(a)(31) 
in the same manner as a qualified plan 
under section 401(a). Section 1.402(c)–2, 
Q&A–10 defines a qualified plan distrib-
uted annuity contract as an annuity 
contract purchased for a participant, 
and distributed to the participant, by a 
qualified plan. In the case of a qualified 
plan distributed annuity contract, the 
payor under the contract is treated as 
the plan administrator. See § 31.3405(c)– 
1, Q&A–13 of this chapter concerning 
the application of mandatory 20-per-
cent withholding requirements to dis-
tributions from a qualified plan dis-
tributed annuity contract. 

Q–18: What assumptions may a plan 
administrator make regarding whether 
a benefit is an eligible rollover dis-
tribution? 

A–18: (a) General rule. For purposes of 
section 401(a)(31), a plan administrator 
may make the assumptions described 
in paragraphs (b) and (c) of this Q&A– 
18 in determining the amount of a dis-
tribution that is an eligible rollover 
distribution for which a direct rollover 
option must be provided. Section 
31.3405(c)–1, Q&A–10 of this chapter pro-
vides assumptions for purposes of com-
plying with section 3405(c). See 
§ 1.402(c)–2, Q&A–15 concerning the ef-
fect of these assumptions for purposes 
of section 402(c). 

(b) $5,000 death benefit. A plan admin-
istrator is permitted to assume that a 
distribution from the plan that quali-
fies for the $5,000 death benefit exclu-
sion under section 101(b) is the only 
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death benefit being paid with respect 
to a deceased employee that qualifies 
for that exclusion. Thus, to the extent 
that such a distribution would be ex-
cludible from gross income based on 
this assumption, the plan adminis-
trator is permitted to assume that it is 
not an eligible rollover distribution. 

(c) Determination of designated bene-
ficiary. For the purpose of determining 
the amount of the minimum distribu-
tion required to satisfy section 
401(a)(9)(A) for any calendar year, the 
plan administrator is permitted to as-
sume that there is no designated bene-
ficiary. 

Q–19: When must a qualified plan be 
amended to comply with section 
401(a)(31)? 

A–19: Even though section 401(a)(31) 
applies to distributions from qualified 
plans made on or after January 1, 1993, 
a qualified plan is not required to be 
amended before the last day by which 
amendments must be made to comply 
with the Tax Reform Act of 1986 and re-
lated provisions, as permitted in other 
administrative guidance of general ap-
plicability, provided that: 

(a) In the interim period between 
January 1, 1993, and the date on which 
the plan is amended, the plan is oper-
ated in accordance with the require-
ments of section 401(a)(31); and 

(b) The amendment applies retro-
actively to January 1, 1993. 

[T.D. 8619, 60 FR 49204, Sept. 22, 1995, as 
amended by T.D. 8880, 65 FR 21314, Apr. 21, 
2000; 65 FR 34534, May 30, 2000; T.D. 9340, 72 
FR 41159, July 26, 2007] 

§ 1.401(a)(35)–1 Diversification require-
ments for certain defined contribu-
tion plans. 

(a) General rule—(1) Diversification re-
quirements. Section 401(a)(35) imposes 
diversification requirements on appli-
cable defined contribution plans. A 
trust that is part of an applicable de-
fined contribution plan is not a quali-
fied trust under section 401(a) unless 
the plan— 

(i) Satisfies the diversification elec-
tion requirements for elective deferrals 
and employee contributions set forth 
in paragraph (b) of this section; 

(ii) Satisfies the diversification elec-
tion requirements for employer non-

elective contributions set forth in 
paragraph (c) of this section; 

(iii) Satisfies the investment option 
requirement set forth in paragraph (d) 
of this section; and 

(iv) Does not apply any restrictions 
or conditions on investments in em-
ployer securities that violate the re-
quirements of paragraph (e) of this sec-
tion. 

(2) Definitions, effective dates, and 
transition rules. The definitions of ap-
plicable defined contribution plan, em-
ployer security, parent corporation, 
and publicly traded are set forth in 
paragraph (f) of this section. Applica-
bility dates and transition rules are set 
forth in paragraph (g) of this section. 

(b) Diversification requirements for elec-
tive deferrals and employee contributions 
invested in employer securities—(1) Gen-
eral rule. With respect to any individual 
described in paragraph (b)(2) of this 
section, if any portion of the individ-
ual’s account under an applicable de-
fined contribution plan attributable to 
elective deferrals (as described in sec-
tion 402(g)(3)(A)), employee contribu-
tions, or rollover contributions is in-
vested in employer securities, then the 
plan satisfies the requirements of this 
paragraph (b) if the individual may 
elect to divest those employer securi-
ties and reinvest an equivalent amount 
in other investment options. The plan 
may limit the time for divestment and 
reinvestment to periodic, reasonable 
opportunities occurring no less fre-
quently than quarterly. 

(2) Applicable individual with respect to 
elective deferrals and employee contribu-
tions. An individual is described in this 
paragraph (b)(2) if the individual is— 

(i) A participant; 
(ii) An alternate payee who has an 

account under the plan; or 
(iii) A beneficiary of a deceased par-

ticipant. 
(c) Diversification requirements for em-

ployer nonelective contributions invested 
in employer securities—(1) General rule. 
With respect to any individual de-
scribed in paragraph (c)(2) of this sec-
tion, if a portion of the individual’s ac-
count under an applicable defined con-
tribution plan attributable to employer 
nonelective contributions is invested 
in employer securities, then the plan 
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satisfies the requirements of this para-
graph (c) if the individual may elect to 
divest those employer securities and 
reinvest an equivalent amount in other 
investment options. The plan may 
limit the time for divestment and rein-
vestment to periodic, reasonable oppor-
tunities occurring no less frequently 
than quarterly. 

(2) Applicable individual with respect to 
employer nonelective contributions. An 
individual is described in this para-
graph (c)(2) if the individual is— 

(i) A participant who has completed 
at least three years of service; 

(ii) An alternate payee who has an 
account under the plan with respect to 
a participant who has completed at 
least three years of service; or 

(iii) A beneficiary of a deceased par-
ticipant. 

(3) Completion of three years of service. 
For purposes of paragraph (c)(2) of this 
section, a participant completes three 
years of service on the last day of the 
vesting computation period provided 
for under the plan that constitutes the 
completion of the third year of service 
under section 411(a)(5). However, for a 
plan that uses the elapsed time method 
of crediting service for vesting pur-
poses (or a plan that provides for im-
mediate vesting without using a vest-
ing computation period or the elapsed 
time method of determining vesting), a 
participant completes three years of 
service on the day immediately pre-
ceding the third anniversary of the par-
ticipant’s date of hire. 

(d) Investment options. An applicable 
defined contribution plan must offer 
not less than three investment options, 
other than employer securities, to 
which an individual who has the right 
to divest under paragraph (b)(1) or 
(c)(1) of this section may direct the 
proceeds from the divestment of em-
ployer securities. Each of the three in-
vestment options must be diversified 
and have materially different risk and 
return characteristics. For this pur-
pose, investment options that con-
stitute a broad range of investment al-
ternatives within the meaning of De-
partment of Labor Regulation section 
2550.404c–1(b)(3) are treated as being di-
versified and having materially dif-
ferent risk and return characteristics. 

(e) Restrictions or conditions on invest-
ments in employer securities—(1) Imper-
missible restrictions or conditions—(i) 
General rule. Except as provided in 
paragraph (e)(2) of this section, an ap-
plicable defined contribution plan vio-
lates the requirements of this para-
graph (e) if the plan imposes restric-
tions or conditions with respect to the 
investment of employer securities that 
are not imposed on the investment of 
other assets of the plan. A restriction 
or condition with respect to employer 
securities means— 

(A) A restriction on an individual’s 
right to divest an investment in em-
ployer securities that is not imposed 
on an investment that is not employer 
securities; or 

(B) A benefit that is conditioned on 
investment in employer securities. 

(ii) Indirect restrictions or conditions— 
(A) Except as provided in paragraph 
(e)(3) of this section, a plan violates the 
requirements of this paragraph (e) if 
the plan imposes a restriction or condi-
tion described in paragraph (e)(1)(i)(A) 
or (B) of this section either directly or 
indirectly. 

(B) A plan imposes an indirect re-
striction on an individual’s right to di-
vest an investment in employer securi-
ties if, for example, the plan provides 
that a participant who divests his or 
her account balance with respect to the 
investment in employer securities is 
not permitted for a period of time 
thereafter to reinvest in employer se-
curities. 

(C) A plan does not impose an indi-
rect restriction or condition merely be-
cause there are tax consequences that 
result from an individual’s divestment 
of an investment in employer securi-
ties. Thus, the loss of the special treat-
ment for net unrealized appreciation 
provided under section 402(e)(4) with re-
spect to employer securities is dis-
regarded. Similarly, a plan does not 
impose an impermissible restriction or 
condition merely because it provides 
that an individual may not reinvest di-
vested amounts in the same employer 
securities account but is permitted to 
invest such divested amounts in an-
other employer securities account 
where the only relevant difference be-
tween the separate accounts is the sec-
tion 402(e)(4) cost (or other basis) of the 
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trust in the shares held in each ac-
count. (See § 1.402(a)–1(b) for rules re-
garding section 402(e)(4).) 

(2) Permitted restrictions or conditions— 
(i) In general. An applicable defined 
contribution plan does not violate the 
requirements of this paragraph (e) 
merely because it imposes a restriction 
or a condition set forth in paragraph 
(e)(2)(ii) or (e)(2)(iii) of this section. 

(ii) Securities laws. A plan is per-
mitted to impose a restriction or con-
dition on the divestiture of employer 
securities that is either required in 
order to ensure compliance with appli-
cable securities laws or is reasonably 
designed to ensure compliance with ap-
plicable securities laws. For example, 
it is permissible for a plan to limit di-
vestiture rights for participants who 
are subject to section 16(b) of the Secu-
rities Exchange Act of 1934 (15 U.S.C. 
78f) to a reasonable period (such as 3 to 
12 days) following publication of the 
employer’s quarterly earnings state-
ments because it is reasonably de-
signed to ensure compliance with Rule 
10b–5 of the Securities and Exchange 
Commission. 

(iii) Deferred application of the diver-
sification requirements—(A) Becoming an 
applicable defined contribution plan. An 
applicable defined contribution plan is 
permitted to restrict the application of 
the diversification requirements of sec-
tion 401(a)(35) and this section for up to 
90 days after the plan becomes an ap-
plicable defined contribution plan (for 
example, a plan becoming an applicable 
defined contribution plan because the 
employer securities held under the plan 
become publicly traded). 

(B) Loss of exception for indirect invest-
ments. In the case where an investment 
fund described in paragraph (f)(3)(ii)(A) 
of this section no longer meets the re-
quirement in paragraph (f)(3)(ii)(B) of 
this section that the investment must 
be independent of the employer (in-
cluding the situation where the fund no 
longer meets the percentage limitation 
rule in paragraph (f)(3)(ii)(C) of this 
section), the plan does not fail to sat-
isfy the diversification requirements of 
section 401(a)(35) and this section mere-
ly because it does not offer those rights 
with respect to that investment fund 
for up to 90 days after the investment 

fund ceases to meet those require-
ments. 

(3) Permitted indirect restrictions or 
conditions—(i) In general. An applicable 
defined contribution plan does not vio-
late the requirements of this paragraph 
(e) merely because it imposes an indi-
rect restriction or condition set forth 
in this paragraph (e)(3). 

(ii) Limitation on investment in em-
ployer securities. A plan is permitted to 
limit the extent to which an individ-
ual’s account balance can be invested 
in employer securities, provided the 
limitation applies without regard to a 
prior exercise of rights to divest em-
ployer securities. For example, a plan 
does not impose a restriction that vio-
lates this paragraph (e) merely because 
the plan prohibits a participant from 
investing additional amounts in em-
ployer securities if more than 10 per-
cent of that participant’s account bal-
ance is invested in employer securities. 

(iii) Trading frequency. A plan is per-
mitted to impose reasonable restric-
tions on the timing and number of in-
vestment elections that an individual 
can make to invest in employer securi-
ties, provided that the restrictions are 
designed to limit short-term trading in 
the employer securities. For example, 
a plan could provide that a participant 
may not elect to invest in employer se-
curities if the employee has elected to 
divest employer securities within a 
short period of time, such as seven 
days, prior to the election to invest in 
employer securities. 

(iv) Fees. The plan has not provided 
an indirect benefit that is conditioned 
on investment in employer securities 
merely because the plan imposes fees 
on other investment options that are 
not imposed on the investment in em-
ployer securities. In addition, the plan 
has not provided a restriction on the 
right to divest an investment in em-
ployer securities merely because the 
plan imposes a reasonable fee for the 
divestment of employer securities. 

(v) Stable value or similar fund. A plan 
is permitted to allow transfers to be 
made into or out of a stable value or 
similar fund more frequently than a 
fund invested in employer securities 
for purposes of paragraph (e)(1)(ii) of 
this section. Thus, a plan that includes 
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a broad range of investment alter-
natives as described in paragraph (d) of 
this section, including a stable value or 
similar fund, does not impose an imper-
missible restriction under paragraph 
(e)(1)(ii) of this section merely because 
it permits transfers into or out of that 
fund more frequently than other funds 
under the plan, provided that the plan 
would otherwise satisfy this paragraph 
(e) (taking into account any restric-
tions or conditions imposed with re-
spect to the other investment options 
under the plan). For purposes of this 
section, a stable value fund or similar 
fund means an investment product or 
fund designed to preserve or guarantee 
principal and provide a reasonable rate 
of return, while providing liquidity for 
benefit distributions or transfers to 
other investment alternatives (such as 
a product or fund described in Depart-
ment of Labor Regulation § 2550.404c– 
5(e)(4)(iv)(A) or (v)(A)). 

(vi) Transfers out of a qualified default 
investment alternative (QDIA). A plan is 
permitted to provide for transfers out 
of a QDIA within the meaning of De-
partment of Labor Regulation section 
2550.404c–5(e) more frequently than a 
fund invested in employer securities. 

(vii) Frozen funds—(A) General rule. A 
plan is permitted to prohibit any fur-
ther investment in employer securities. 
Thus, a plan is not treated as imposing 
an indirect restriction merely because 
it provides that an employee that di-
vests an investment in employer secu-
rities is not permitted to reinvest in 
employer securities, but only if the 
plan does not permit additional con-
tributions or other investments to be 
invested in employer securities. For 
this purpose, a plan does not provide 
for further investment in employer se-
curities merely because dividends paid 
on employer securities under the plan 
are reinvested in employer securities. 

(B) Transitional relief for certain lever-
aged employee stock ownership plans 
(ESOPs). An employer stock fund does 
not fail to be a frozen fund under this 
paragraph (e)(3)(vii) merely because of 
the allocation of employer securities 
that are released as matching contribu-
tions from the plan’s suspense account 
that holds employer securities acquired 
with an exempt loan under section 
4975(d)(3). This paragraph (e)(3)(vii)(B) 

only applies to employer securities 
that were acquired in a plan year be-
ginning before January 1, 2007, with the 
proceeds of an exempt loan within the 
meaning of section 4975(d)(3) which is 
not refinanced after the end of the last 
plan year beginning before January 1, 
2007. 

(4) Delegation of authority to Commis-
sioner. The Commissioner may provide 
for additional permitted restrictions or 
conditions or permitted indirect re-
strictions or conditions in revenue rul-
ings, notices, or other guidance pub-
lished in the Internal Revenue Bul-
letin. 

(f) Definitions—(1) Application of defi-
nitions. This paragraph (f) contains 
definitions that are applicable for pur-
poses of this section. 

(2) Applicable defined contribution 
plan—(i) General rule. Except as pro-
vided in this paragraph (f)(2), an appli-
cable defined contribution plan means 
any defined contribution plan which 
holds employer securities that are pub-
licly traded. See paragraph (f)(2)(iv) of 
this section for a special rule that 
treats certain plans that hold employer 
securities that are not publicly traded 
as applicable defined contribution 
plans and paragraph (f)(3)(ii) of this 
section for a special rule that treats 
certain plans as not holding publicly 
traded employer securities for purposes 
of this section. 

(ii) Exception for certain ESOPs. An 
employee stock ownership plan 
(ESOP), as defined in section 4975(e)(7), 
is not an applicable defined contribu-
tion plan if the plan is a separate plan 
for purposes of section 414(l) with re-
spect to any other defined benefit plan 
or defined contribution plan main-
tained by the same employer or em-
ployers and holds no contributions (or 
earnings thereunder) that are (or were 
ever) subject to section 401(k) or 
401(m). Thus, an ESOP is an applicable 
defined contribution plan if the ESOP 
is a portion of a larger plan (whether or 
not that larger plan includes contribu-
tions that are subject to section 401(k) 
or 401(m)). For purposes of this para-
graph (f)(2)(ii), a plan is not considered 
to hold amounts ever subject to section 
401(k) or 401(m) merely because the 
plan holds amounts attributable to 
rollover amounts in a separate account 
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that were previously subject to section 
401(k) or 401(m). 

(iii) Exception for one-participant 
plans. A one-participant plan, as de-
fined in section 401(a)(35)(E)(iv), is not 
an applicable defined contribution 
plan. 

(iv) Certain defined contribution plans 
treated as holding publicly traded em-
ployer securities—(A) General rule. A de-
fined contribution plan holding em-
ployer securities that are not publicly 
traded is treated as an applicable de-
fined contribution plan if any employer 
maintaining the plan or any member of 
a controlled group of corporations that 
includes such employer has issued a 
class of stock which is publicly traded. 
For purposes of this paragraph 
(f)(2)(iv), a controlled group of corpora-
tions has the meaning given such term 
by section 1563(a), except that ‘‘50 per-
cent’’ is substituted for ‘‘80 percent’’ 
each place it appears. 

(B) Exception for certain plans. Para-
graph (f)(2)(iv)(A) of this section does 
not apply to a plan if— 

(1) No employer maintaining the plan 
(or a parent corporation with respect 
to such employer) has issued stock 
that is publicly traded; and 

(2) No employer maintaining the plan 
(or parent corporation with respect to 
such employer) has issued any special 
class of stock which grants to the hold-
er or issuer particular rights, or bears 
particular risks for the holder or 
issuer, with respect to any employer 
maintaining the plan (or any member 
of a controlled group of corporations 
that includes such employer) which has 
issued any stock that is publicly trad-
ed. 

(3) Employer security—(i) General rule. 
Employer security has the meaning 
given such term by section 407(d)(1) of 
the Employee Retirement Income Se-
curity Act of 1974, as amended 
(ERISA). 

(ii) Certain defined contribution plans 
or investment funds not treated as holding 
employer securities—(A) Exception for 
certain indirect investments. Subject to 
paragraphs (f)(3)(ii)(B) and (C) of this 
section, a plan (and an investment op-
tion described in paragraph (d) of this 
section) is not treated as holding em-
ployer securities for purposes of this 
section to the extent the employer se-

curities are held indirectly as part of a 
broader fund that is— 

(1) A regulated investment company 
described in section 851(a); 

(2) A common or collective trust fund 
or pooled investment fund maintained 
by a bank or trust company supervised 
by a State or a Federal agency; 

(3) A pooled investment fund of an in-
surance company that is qualified to do 
business in a State; 

(4) An investment fund managed by 
an investment manager within the 
meaning of section 3(38) of ERISA for a 
multiemployer plan; or 

(5) Any other investment fund des-
ignated by the Commissioner in rev-
enue rulings, notices, or other guidance 
published in the Internal Revenue Bul-
letin. 

(B) Investment must be independent. 
The exception set forth in paragraph 
(f)(3)(ii)(A) of this section applies only 
if the investment in the employer secu-
rities is held in a fund under which— 

(1) There are stated investment ob-
jectives of the fund; and 

(2) The investment is independent of 
the employer (or employers) and any 
affiliate thereof. 

(C) Percentage limitation rule. For pur-
poses of paragraph (f)(3)(ii)(B)(2) of this 
section, an investment in employer se-
curities in a fund is not considered to 
be independent of the employer (or em-
ployers) and any affiliate thereof if the 
aggregate value of the employer securi-
ties held in the fund is in excess of 10 
percent of the total value of all of the 
fund’s investments for the plan year. 
The determination of whether the 
value of employer securities exceeds 10 
percent of the total value of the fund’s 
investments for the plan year is made 
as of the end of the preceding plan 
year. The determination can be based 
on the information in the latest disclo-
sure of the fund’s portfolio holdings 
that was filed with the Securities and 
Exchange Commission (SEC) in that 
preceding plan year. 

(4) Parent corporation. Parent cor-
poration has the meaning given such 
term by section 424(e). 

(5) Publicly traded—(i) In general. A 
security is publicly traded if it is read-
ily tradable on an established securi-
ties market. 
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(ii) Readily tradable on an established 
securities market. For purposes of this 
paragraph (f)(5), except as provided by 
the Commissioner in revenue rulings, 
notices, or other guidance published in 
the Internal Revenue Bulletin, a secu-
rity is readily tradable on an estab-
lished securities market if— 

(A) The security is traded on a na-
tional securities exchange that is reg-
istered under section 6 of the Securi-
ties Exchange Act of 1934 (15 U.S.C. 
78f); or 

(B) The security is traded on a for-
eign national securities exchange that 
is officially recognized, sanctioned, or 
supervised by a governmental author-
ity and the security is deemed by the 
SEC as having a ‘‘ready market’’ under 
SEC Rule 15c3–1 (17 CFR 240.15c3–1). 

(g) Applicability date and transition 
rules—(1) Statutory effective date—(i) 
General rule. Except as otherwise pro-
vided in this paragraph (g) and section 
901(c)(3)(A) and (B) of the Pension Pro-
tection Act of 2006, Public Law 109–280 
(120 Stat. 780 (2006)) (PPA ’06), section 
401(a)(35) is effective for plan years be-
ginning after December 31, 2006. 

(ii) Collectively bargained plans—(A) 
Delayed statutory effective date. In the 
case of a plan maintained pursuant to 
one or more collective bargaining 
agreements between employee rep-
resentatives and one or more employ-
ers ratified on or before August 17, 2006, 
section 401(a)(35) is effective for plan 
years beginning after the earlier of— 

(1) The later of— 
(i) December 31, 2007; or 
(ii) The date on which the last such 

collective bargaining agreement termi-
nates (determined without regard to 
any extension thereof); or 

(2) December 31, 2008. 
(B) Treatment of plans with both collec-

tively bargained and non-collectively bar-
gained employees. If a collective bar-
gaining agreement applies to some, but 
not all, of the plan participants, the 
definition of whether the plan is con-
sidered a collectively bargained plan 
for purposes of this paragraph (g)(1)(ii) 
is made in the same manner as the def-
inition of whether a plan is collectively 
bargained under section 436(f)(3). 

(2) Regulatory effective/applicability 
date. This section is effective and appli-

cable for plan years beginning on or 
after January 1, 2011. 

(3) Statutory transition rules—(i) Gen-
eral rule. Pursuant to section 
401(a)(35)(H), in the case of the portion 
of an account to which paragraph (c) of 
this section applies and that consists of 
employer securities acquired in a plan 
year beginning before January 1, 2007, 
the requirements of paragraph (c) of 
this section only apply to the applica-
ble percentage of such securities. 

(ii) Applicable percentage—(A) Phase- 
in percentage. For purposes of this para-
graph (g)(3), the applicable percentage 
is determined as follows— 

Plan year to which paragraph (c) of this 
section applies: 

The applicable 
percentage is: 

1st .............................................................. 33 
2nd ............................................................. 66 
3rd and following ....................................... 100 

(B) Special rule. For a plan for which 
the special effective date under section 
901(c)(3) of PPA ’06 applies, the applica-
ble percentage under this paragraph 
(g)(3)(ii) is determined without regard 
to the delayed effective date in section 
901(c)(3)(A) and (B) of PPA ’06. 

(iii) Nonapplication for participants age 
55 with three years of service. Paragraph 
(g)(3)(i) of this section does not apply 
to an individual who is a participant 
who attained age 55 and had completed 
at least three years of service (as de-
fined in paragraph (c)(3) of this section) 
before the first day of the first plan 
year beginning after December 31, 2005. 

(iv) Separate application by class of se-
curities. This paragraph (g)(3) applies 
separately with respect to each class of 
securities. 

[T.D. 9484, 75 FR 27931, May 19, 2010] 

§ 1.401(b)–1 Certain retroactive 
changes in plan. 

(a) General rule. Under section 401(b) 
a stock bonus, pension, profit-sharing, 
annuity, or bond purchase plan which 
does not satisfy the requirements of 
section 401(a) on any day solely as a re-
sult of a disqualifying provision (as de-
fined in paragraph (b) of this section) 
shall be considered to have satisfied 
such requirements on such date if, on 
or before the last day of the remedial 
amendment period (as determined 
under paragraphs (d), (e) and (f) of this 
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section) with respect to such disquali-
fying provision, all provisions of the 
plan which are necessary to satisfy all 
requirements of sections 401(a), 403(a), 
or 405(a) are in effect and have been 
made effective for all purposes for the 
whole of such period. Under some facts 
and circumstances, it may not be pos-
sible to amend a plan retroactively so 
that all provisions of the plan which 
are necessary to satisfy the require-
ments of section 401(a) are in fact made 
effective for the whole remedial 
amendment period. If it is not possible, 
the requirements of this section will 
not be satisfied even if the employer 
adopts a retroactive plan amendment 
which, in form, appears to satisfy such 
requirements. Section 401(b) does not 
permit a plan to be made retroactively 
effective, for qualification purposes, for 
a taxable year prior to the taxable year 
of the employer in which the plan was 
adopted by such employer. 

(b) Disqualifying provisions. For pur-
poses of this section, with respect to a 
plan described in paragraph (a) of this 
section, the term ‘‘disqualifying provi-
sion’’ means: 

(1) A provision of a new plan, the ab-
sence of a provision from a new plan, or 
an amendment to an existing plan, 
which causes such plan to fail to sat-
isfy the requirements of the Code ap-
plicable to qualification of such plan as 
of the date such plan or amendment is 
first made effective. 

(2) A plan provision which results in 
the failure of the plan to satisfy the 
qualification requirements of the Code 
by reason of a change in such require-
ments— 

(i) Effected by the Employee Retire-
ment Income Security Act of 1974 (Pub. 
L. 93–406, 88 Stat. 829), hereafter re-
ferred to as ‘‘ERISA,’’ or the Tax Eq-
uity and Fiscal Responsibility Act of 
1982 (Pub. L. 97–248, 96 Stat. 324), here-
after referred to as ‘‘TEFRA,’’ or 

(ii) Effective before the first day of 
the first plan year beginning after De-
cember 31, 1989 and that is effected by 
the Tax Reform Act of 1986 (Pub. L. 99– 
514, 100 Stat. 2085, 2489), hereafter re-
ferred to as ‘‘TRA ’86,’’ the Omnibus 
Budget Reconciliation Act of 1986, 
(Pub. L. 99–509, 100 Stat. 1874), hereafter 
referred to as ‘‘OBRA ’86,’’ or the Om-
nibus Budget Reconciliation Act of 1987 

(Pub. L. 100–203, 101 Stat. 1330), here-
after referred to as ‘‘OBRA ’87.’’ For 
purposes of this paragraph (b)(2)(ii), a 
disqualifying provision includes any 
plan provision that is integral to a 
qualification requirement changed by 
TRA ’86, OBRA ’86, or OBRA ’87 or any 
requirement treated by the Commis-
sioner, directly or indirectly, as if sec-
tion 1140 of TRA ’86 applied to it, but 
only to the extent such provision is ef-
fective before the first day of the first 
plan year beginning after December 31, 
1989. With respect to disqualifying pro-
visions described in this paragraph 
(b)(2)(ii) effective before the first day of 
the first plan year which begins after 
December 31, 1988, there must be com-
pliance with the conditions of section 
1140 of TRA ’86 (other than the require-
ment that the plan amendment be 
made on or before the last day of the 
first plan year beginning after Decem-
ber 31, 1988), including operation in ac-
cordance with the plan provision as of 
its effective date with respect to the 
plan. 

(3) A plan provision designated by the 
Commissioner, at the Commissioner’s 
discretion, as a disqualifying provision 
that either— 

(i) Results in the failure of the plan 
to satisfy the qualification require-
ments of the Internal Revenue Code by 
reason of a change in those require-
ments; or 

(ii) Is integral to a qualification re-
quirement of the Internal Revenue 
Code that has been changed. 

(c) Special rules applicable to disquali-
fying provisions—(1) Absence of plan pro-
vision. For purposes of paragraphs (b)(2) 
and (3) of this section, a disqualifying 
provision includes the absence from a 
plan of a provision required by, or, if 
applicable, integral to the applicable 
change to the qualification require-
ments of the Internal Revenue Code, if 
the plan was in effect on the date the 
change became effective with respect 
to the plan. 

(2) Method of designating disqualifying 
provisions. The Commissioner may des-
ignate a plan provision as a disquali-
fying provision pursuant to paragraph 
(b)(3) of this section only in revenue 
rulings, notices, and other guidance 
published in the Internal Revenue Bul-
letin. See § 601.601(d)(2) of this chapter. 
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(3) Authority to impose limitations. In 
the case of a provision that has been 
designated as a disqualifying provision 
by the Commissioner pursuant to para-
graph (b)(3) of this section, the Com-
missioner may impose limits and pro-
vide additional rules regarding the 
amendments that may be made with 
respect to that disqualifying provision 
during the remedial amendment pe-
riod. The Commissioner may provide 
guidance in revenue rulings, notices, 
and other guidance published in the In-
ternal Revenue Bulletin. See 
§ 601.601(d)(2) of this chapter. 

(d) Remedial amendment period. (1) The 
remedial amendment period with re-
spect to a disqualifying provision be-
gins: 

(i) In the case of a provision of, or ab-
sence of a provision from, a new plan, 
described in paragraph (b)(1) of this 
section, the date the plan is put into 
effect, 

(ii) In the case of an amendment to 
an existing plan, described in para-
graph (b)(1) of this section, the date the 
plan amendment is adopted or put into 
effect (whichever is earlier), 

(iii) In the case of a disqualifying 
provision described in paragraph (b)(2) 
of this section, the date on which the 
change effected by ERISA, TEFRA, 
TRA ’86, OBRA ’86, OBRA ’87, or a qual-
ification requirement that is treated, 
directly or indirectly, as subject to the 
conditions of section 1140 of TRA ’86 
described in paragraph (b)(2) of this 
section, became effective with respect 
to such plan or, in the case of a provi-
sion, described in paragraph (b)(2)(ii) of 
this section, that is integral to such 
qualification requirement, the first day 
on which the plan was operated in ac-
cordance with such provision, or 

(iv) In the case of a disqualifying pro-
vision described in paragraph (b)(3)(i) 
of this section, the date on which the 
change effected by an amendment to 
the Internal Revenue Code became ef-
fective with respect to the plan; or 

(v) In the case of a disqualifying pro-
vision described in paragraph (b)(3)(ii) 
of this section, the first day on which 
the plan was operated in accordance 
with such provision, as amended, un-
less another time is specified by the 
Commissioner in revenue rulings, no-
tices, and other guidance published in 

the Internal Revenue Bulletin. See 
§ 601.601(d)(2) of this chapter. 

(2) Unless further extended as pro-
vided by paragraph (e) of this section, 
the remedial amendment period ends 
with the latest of: 

(i) In the case of a plan maintained 
by one employer, the time prescribed 
by law, including extensions, for filing 
the income tax return (or partnership 
return of income) of the employer for 
the employer’s taxable year in which 
falls the latest of: 

(A) The date on which the remedial 
amendment period begins. 

(B) The date on which a plan amend-
ment described in paragraph (b)(1) of 
this section is adopted, or 

(C) The date on which a plan amend-
ment described in paragraph (b)(1) of 
this section is made effective, 

(ii) In the case of a plan maintained 
by one employer, the last day of the 
plan year within which falls the latest 
of: 

(A) The date on which the remedial 
amendment period begins, 

(B) The date on which a plan amend-
ment described in paragraph (b)(1) of 
this section is adopted, or 

(C) The date on which a plan amend-
ment described in paragraph (b)(1) of 
this section is made effective, 

(iii) In the case of a plan maintained 
by more than one employer, the last 
day of the tenth month following the 
last day of the plan year in which falls 
the latest of: 

(A) The date on which the remedial 
amendment period begins, 

(B) The date on which a plan amend-
ment described in paragraph (b)(1) of 
this section is adopted, or 

(C) The date of which a plan amend-
ment described in paragraph (b)(1) of 
this section is made effective, or 

(iv) December 31, 1976, but only in the 
case of a plan to which section 411 (re-
lating to minimum vesting standards) 
applies without regard to section 
411(e)(2), and only in the case of a re-
medial amendment period which began 
on or after September 2, 1974. 

(3) For purposes of paragraphs 
(d)(2)(i), (d)(2)(ii), and (d)(2)(iii) of this 
section, for any disqualifying provision 
described in paragraph (b)(2)(ii) of this 
section, the remedial amendment pe-
riod shall be deemed to have begun 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00311 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



300 

26 CFR Ch. I (4–1–15 Edition) § 1.401(b)–1 

with the first day of the first plan year 
which begins after December 31, 1988. 

(4) For purposes of this paragraph 
(d)(2) of this section, a master or proto-
type plan shall not be considered to be 
a plan maintained by more than one 
employer, and whether or not a plan is 
maintained by more than one em-
ployer, shall be determined without re-
gard to section 414 (b) and (c) except 
that if a plan is maintained solely by 
an affiliated group of corporations 
(within the meaning of section 1504) 
which files a consolidated income tax 
return pursuant to section 1501 for a 
taxable year within which falls the lat-
est of the dates described in paragraph 
(d)(2)(i) of this section, such plan shall 
be deemed to be maintained by one em-
ployer. 

(e) Extensions of remedial amendment 
period—(1) Opinion letter request by spon-
soring organization of master or prototype 
plan. In the case of an employer who 
has adopted a master or prototype 
plan, a remedial amendment period 
that began on or after September 2, 
1974, shall not end prior to the later of: 

(i) June 30, 1977, or 
(ii) The last day of the month that is 

six months after the month in which: 
(A) The opinion letter with respect to 

the request of the sponsoring organiza-
tion is issued by the Internal Revenue 
Service, 

(B) Such request is withdrawn, or 
(C) Such request is otherwise dis-

posed of by the Internal Revenue Serv-
ice. The rules contained in this sub-
paragraph apply only if the sponsoring 
organization of such master or proto-
type plan has, after September 2, 1974, 
and on or before December 31, 1976, 
filed a request for an opinion letter 
with respect to the initial or con-
tinuing qualification of the plan (or a 
trust which is part of the plan). The 
provisions of this paragraph (e)(1) 
apply to a master or prototype plan 
adopted to replace another plan even 
though the remedial amendment period 
applicable to the replaced plan has ex-
pired at the time of adoption of the re-
placement plan. 

(2) Notification letter request by law 
firm sponsor of district-approved plan. In 
the case of an employer who has adopt-
ed a pattern plan, a remedial amend-
ment period that began on or after Sep-

tember 2, 1974, shall not end prior to 
the later of: 

(i) June 30, 1977, or 
(ii) The last day of the month that is 

six months after the month in which: 
(A) The notification letter with re-

spect to the request of the sponsoring 
law firm is issued by the Internal Rev-
enue Service, 

(B) Such request is withdrawn, or 
(C) Such request is otherwise dis-

posed of by the Internal Revenue Serv-
ice. The rules contained in this sub-
paragraph shall apply only if the spon-
soring law firm of such pattern plan 
has, on or before December 31, 1976, 
filed a request for a notification letter 
with the Internal Revenue Service with 
respect to the initial or continuing 
qualification of the plan (or a trust 
which is part of the plan). The provi-
sions of this paragraph (e)(2) apply to a 
pattern plan adopted to replace an-
other plan even though the remedial 
amendment period applicable to the re-
placed plan has expired at the time of 
the adoption of the replacement plan. 

(3) Determination letter request by em-
ployer or plan administrator. If on or be-
fore the end of a remedial amendment 
period determined without regard to 
this paragraph (e), or in a case to 
which paragraph (e) (1) or (2) of this 
section applies, on or before the 90th 
day following the later of the dates de-
scribed in paragraph (e) (1) or (2) of this 
section, the employer or plan adminis-
trator files a request pursuant to 
§ 601.201(s) of this chapter (Statement 
of Procedural Rules) for a determina-
tion letter with respect to the initial 
or continuing qualification of the plan, 
or a trust which is part of such plan, 
such remedial amendment period shall 
be extended until the expiration of 91 
days after: 

(i) The date on which notice of the 
final determination with respect to 
such request for a determination letter 
is issued by the Internal Revenue Serv-
ice, such request is withdrawn, or such 
request is otherwise finally disposed of 
by the Internal Revenue Service, or 

(ii) If a petition is timely filed with 
the United States Tax Court for a de-
claratory judgment under section 7476 
with respect to the final determination 
(or the failure of the Internal Revenue 
Service to make a final determination) 
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in response to such request, the date on 
which the decision of the United States 
Tax Court in such proceeding becomes 
final. 

(4) Transitional rule. In the case of a 
request for a determination letter de-
scribed in and filed within the time 
prescribed in paragraph (e)(3) of this 
section with respect to which a final 
determination is issued by the Internal 
Revenue Service on or before Sep-
tember 28, 1976 the remedial amend-
ment period described in paragraph (d) 
of this section shall not end prior to 
the expiration of 150 days beginning on 
the date of such final determination by 
the Internal Revenue Service. 

(5) Disqualifying provision prior to Sep-
tember 2, 1974. If the remedial amend-
ment period with respect to a disquali-
fying provision described in paragraph 
(b)(1) of this section began prior to Sep-
tember 2, 1974, and the provisions of 
paragraphs (e)(5)(i), (ii) and (iii) of this 
section are satisfied, the remedial 
amendment period described in para-
graph (d) shall not end prior to Decem-
ber 31, 1976. This subparagraph shall 
apply only if— 

(i) A request pursuant to § 601.201 of 
this chapter for a determination letter 
with respect to the initial or con-
tinuing qualification of the plan (or a 
trust which is part of the plan) was 
filed not later than the later of: 

(A) The time prescribed by law, in-
cluding extensions, for filing the in-
come tax return (or partnership return 
of income) of the employer for the em-
ployer’s taxable year in which falls the 
date on which the remedial amendment 
period began, or 

(B) The date 6 months after the close 
of such taxable year, 

(ii) The employer, either: 
(A) While such request for a deter-

mination letter is or was under consid-
eration by the Internal Revenue Serv-
ice or, 

(B) Promptly after the date on which 
notice of the final determination with 
respect to such request for a deter-
mination letter is issued by the Inter-
nal Revenue Service, such request is 
withdrawn, or such request is other-
wise finally disposed of by the Internal 
Revenue Service, adopts or adopted ei-
ther a plan amendment retroactive to 
the date on which the remedial amend-

ment period began, or a prospective 
plan amendment, and 

(iii) The amendment described in 
paragraph (e)(5)(ii) of this section 
would have resulted in the plan’s satis-
fying the requirements of section 401(a) 
of the Code from the beginning of the 
remedial amendment period to the date 
such amendment was made if this sec-
tion had been in effect during such pe-
riod, and in the case of a prospective 
amendment, if such amendment had 
been made retroactive to such begin-
ning date. 

(f) Discretionary extensions. At his dis-
cretion, the Commissioner may extend 
the remedial amendment period or may 
allow a particular plan to be amended 
after the expiration of its remedial 
amendment period and any applicable 
extension of such period. In deter-
mining whether such an extension will 
be granted, the Commissioner shall 
consider, among other factors, whether 
substantial hardship to the employer 
would result if such an extension were 
not granted, whether such an extension 
is in the best interest of plan partici-
pants, and whether the granting of the 
extension is adverse to the interests of 
the Government. The mere absence of 
final regulations with respect to issues 
covered under the Special Reliance 
Procedure announced by the Internal 
Revenue Service in Technical Informa-
tion Release 1416 on November 5, 1975, 
and as extended by Internal Revenue 
Service News Release IR–1616 on May 
14, 1976, shall not be deemed to satisfy 
the criteria of this paragraph. With re-
gard to a particular plan, a request for 
extension of time pursuant to this 
paragraph shall be submitted prior to 
the expiration of the remedial amend-
ment period determined without regard 
to this paragraph, or within such time 
thereafter as the Internal Revenue 
Service may consider resonable under 
the circumstances. The request should 
be submitted to the appropriate Dis-
trict Director, determined under 
§ 601.201(s)(3)(xii) of this chapter (State-
ment of Procedural Rules). This sub-
paragraph applies to disqualifying pro-
visions that were adopted or became ef-
fective prior to September 2, 1974, as 
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well as disqualifying provisions adopt-
ed or made effective on or after Sep-
tember 2, 1974. 

(Secs. 401(b), 7805, Internal Revenue Code of 
1954 (88 Stat. 943, 68A Stat. 917; 26 U.S.C. 
401(b), 7805)) 

[T.D. 7437, 41 FR 42653, Sept. 28, 1976, as 
amended by T.D. 7896, 48 FR 23817, May 27, 
1983; T.D. 7997, 49 FR 50645, Dec. 31, 1984; T.D. 
8217, 53 FR 29662, Aug. 8, 1988; T.D. 8727, 62 FR 
41273, 41274, Aug. 1, 1997; T.D. 8871, 65 FR 5433, 
Feb. 4, 2000] 

§ 1.401(e)–1 Definitions relating to 
plans covering self-employed indi-
viduals. 

(a) ‘‘Keogh’’ or ‘‘H.R. 10’’ plans, in gen-
eral—(1) Introduction and organization of 
regulations. Certain self-employed indi-
viduals may be covered by a qualified 
pension, annuity, or profit-sharing 
plan. This section contains definitions 
contained in section 401(c) relating to 
plans covering self-employed individ-
uals and is applicable to employer tax-
able years beginning after December 31, 
1975, unless otherwise specified. 

The provisions of section 401(a) relat-
ing to qualification requirements 
which are generally applicable to all 
qualified plans, and other provisions 
relating to the special rules under sec-
tion 401 (b), (f), (g), (h), and (i), are also 
generally applicable to any plan cov-
ering a self-employed individual. How-
ever, in addition to such requirements 
and special rules, any plan covering a 
self-employed individual is subject to 
the rules contained in §§ 1.401 (e)–2, (e)– 
5, and (j)–1 through (j)–5. Section 
1.401(e)–2 contains general rules, 
§ 1.401(e)–5 contains a special rule lim-
iting the contribution and benefit base 
to the first $100,000 of annual com-
pensation, and § 1.401 (j)–1 through (j)–5 
contains special rules for defined ben-
efit plans. Section 1.401(e)–3 contains 
special rules which are applicable to 
plans covering self-employed individ-
uals when one or more of such individ-
uals is an owner-employee within the 
meaning of section 401(c)(3). Section 
1.401(e)–4 contains rules relating to 
contributions on behalf of owner-em-
ployees for premiums on annuity, etc., 
contracts and a transitional rule for 
certain excess contributions made on 
behalf of owner-employees for em-
ployer taxable years beginning before 

January 1, 1976. The provisions of this 
section and of §§ 1.401(e)–2 through 
1.401(e)–5 are applicable to employer 
taxable years beginning after Decem-
ber 31, 1975, unless otherwise specified. 

(2) [Reserved] 
(b) [Reserved] 

[T.D. 7636, 44 FR 47053, Aug. 10, 1979] 

§ 1.401(e)–2 General rules relating to 
plans covering self-employed indi-
viduals. 

(a) ‘‘Keogh’’ or ‘‘H.R. 10’’ plans; intro-
duction and organization of regulations. 
This section provides certain rules 
which supplement, and modify, the 
qualification requirements of section 
401(a) and the special rules provided by 
§ 1.401(b)–1 and other special rules 
under subsections (f), (g), (h), and (i) of 
section 401 in the case of a qualified 
pension, annuity, or profit-sharing plan 
which covers a self-employed indi-
vidual who is an employee within the 
meaning of section 401(c)(1). Section 
1.401(e)–1(a)(1) sets forth other provi-
sions which also supplement, and mod-
ify, these requirements and special 
rules in the case of a plan described in 
this section. The provisions of this sec-
tion apply to employer taxable years 
beginning after December 31, 1975, un-
less otherwise specified. 

(b) [Reserved] 

[T.D. 7636, 44 FR 47053, Aug. 10, 1979] 

§ 1.401(e)–3 Requirements for quali-
fication of trusts and plans bene-
fiting owner-employees. 

(a) ‘‘Keogh’’ or ‘‘H.R. 10’’ plans cov-
ering owner-employees; introduction and 
organization of regulations. This section 
prescribes the additional requirements 
which must be met for qualification of 
a trust forming part of a pension or 
profit-sharing plan, or of an annuity 
plan, which covers any self-employed 
individual who is an owner-employee as 
defined in section 401(c)(3). These addi-
tional requirements are prescribed in 
section 401(d) and are made applicable 
to such a trust by section 401(a)(10)(B) 
and to an annuity plan by section 
404(a)(2). However, to the extent that 
the provisions of §§ 1.401(e)–1 and 
1.401(e)–2 are not modified by the provi-
sions of this section such provisions 
are also applicable to a plan which cov-
ers an owner-employee. The provisions 
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of this section apply to taxable years 
beginning after December 31, 1975, un-
less otherwise specified. 

(b) [Reserved] 

[T.D. 7636, 44 FR 47053, Aug. 10, 1979] 

§ 1.401(e)–4 Contributions for pre-
miums on annuity, etc., contracts 
and transitional rule for certain ex-
cess contributions. 

(a) In general. The provisions of this 
section prescribe the rules specified in 
section 401(e) relating to certain con-
tributions made under a qualified pen-
sion, annuity, or profit-sharing plan on 
behalf of a self-employed individual 
who is an owner-employee (as defined 
in section 401(c)(3) and the regulations 
thereunder) in taxable years of the em-
ployer beginning after December 31, 
1975. In addition, such plans are also 
subject to the limitations on contribu-
tions and benefits under section 415 for 
years beginning after December 31, 
1975. However, the defined contribution 
compensation limitation described in 
section 415(c)(1)(B) will not apply to 
any contribution described in this sec-
tion provided that the requirements 
specified in section 415(c)(7) and § 1.415– 
6(h) are satisfied. Solely for the pur-
pose of applying section 4972(b) (relat-
ing to excise tax on excess contribu-
tions for self-employed individuals) to 
other contributions made by an owner- 
employee as an employee, the amount 
of any employer contribution which is 
not deductible under section 404 for the 
employer’s taxable year but which is 
described in section 401(e) and this sec-
tion shall be taken into account as a 
contribution made by such owner-em-
ployee as an employee during the tax-
able year of his employer in which such 
contribution is made. 

(b) Contributions described in section 
401(e)—(1) An employer contribution on 
behalf of an owner-employee is de-
scribed in section 401(e), if— 

(i) Under the provisions of the plan, 
the contribution is expressly required 
to be applied (either directly or 
through a trustee) to pay the pre-
miums or other consideration for one 
or more annuity, endowment, or life in-
surance contracts on the life of the 
owner-employee. 

(ii) The employer contributions so 
applied meet the requirements of sub-

paragraphs (2) through (5) of this para-
graph. 

(iii) The amount of the contribution 
exceeds the amount deductible under 
section 404 with respect to contribu-
tions made by the employer on behalf 
of the owner-employee under the plan, 
and 

(iv) The total employer contributions 
required to be applied annually to pay 
premiums on behalf of any owner-em-
ployee for contracts described in this 
paragraph do not exceed $7,500. For 
purposes of computing such $7,500 
limit, the total employer contributions 
include amounts which are allocable to 
the purchase of life, accident, health, 
or other insurance. 

(2)(i) The employer contributions 
must be paid under a plan which satis-
fies all the requirements for qualifica-
tion. Accordingly, for example, con-
tributions can be paid under the plan 
for life insurance protection only to 
the extent otherwise permitted under 
sections 401 through 404 and the regula-
tions thereunder. However, certain of 
the requirements for qualification are 
modified with respect to a plan de-
scribed in this paragraph (see section 
401(a)(10)(A)(ii) and (d)(5)). 

(ii) A plan described in this para-
graph is not disqualified merely be-
cause a contribution is made on behalf 
of an owner-employee by his employer 
during a taxable year of the employer 
for which the owner-employee has no 
earned income. On the other hand, a 
plan will fail to qualify if a contribu-
tion is made on behalf of an owner-em-
ployee which results in the discrimina-
tion prohibited by section 401(a)(4) as 
modified by section 401(a)(10)(A)(ii). 

(3) The employer contributions must 
be applied to pay premiums or other 
consideration for a contract issued on 
the life of the owner-employee. For 
purposes of this subparagraph, a con-
tract is not issued on the life of an 
owner-employee unless all the proceeds 
which are, or may become, payable 
under the contract are payable di-
rectly, or through a trustee of a trust 
described in section 401(a) and exempt 
from tax under section 501(a), to the 
owner-employee or to the beneficiary 
named in the contract or under the 
plan. For example, a nontransferable 
face-amount certificate described in 
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section 401(g) and the regulations 
thereunder is considered an annuity on 
the life of the owner-employee if the 
proceeds of such contract are payable 
only to the owner-employee or his ben-
eficiary. 

(4)(i) For any taxable year of the em-
ployer, the amount of contributions by 
the employer on behalf of the owner- 
employee which is applied to pay pre-
miums under the contracts described in 
this paragraph must not exceed the av-
erage of the amounts deductible under 
section 404 by such employer on behalf 
of such owner-employee for the most 
recent three taxable years of the em-
ployer which are described in the suc-
ceeding sentence. The three employer 
taxable years described in the pre-
ceding sentence must be years, ending 
prior to the date the latest contract 
was entered into or modified to provide 
additional, benefits, in which the 
owner-employee derived earned income 
from the trade or business with respect 
to which the plan is established. How-
ever, if such owner-employee has not 
derived earned income for at least 
three taxable years preceding such 
date, then, in determining the ‘‘aver-
age of the amounts deductible’’, only 
so many of such taxable years as such 
owner-employee was engaged in such 
trade or business and derived earned 
income therefrom are taken into ac-
count. 

(ii) For the purpose of making the 
computation described in subdivision 
(i) of this subparagraph, the taxable 
years taken into account include those 
years in which the individual derived 
earned income from the trade or busi-
ness but was not an owner-employee 
with respect to such trade or business. 
Furthermore, taxable years of the em-
ployer preceding the taxable year in 
which a qualified plan is established 
are taken into account. 

(iii) For purposes of making the com-
putations described in subdivisions (i) 
and (ii) of this subparagraph for any 
taxable year of the employer the aver-
age of the amounts deductible under 
section 404 by the employer on behalf 
of an owner-employee for the most re-
cent three relevant taxable years of the 
employer shall be determined as if sec-
tion 404, as in effect for the taxable 
year for which the computation is to be 

made, had been in effect for all three 
such years. 

(5) For any taxable year of an em-
ployer in which contributions are made 
on behalf of an individual as an owner- 
employee under more than one plan, 
the amount of contributions described 
in this section by the employer on be-
half of such an owner-employee under 
all such plans must not exceed $7,500. 

(c) Transitional rule for excess contribu-
tions—(1)(i) The rules of this paragraph 
are inapplicable to a plan which was 
not in existence for any taxable year of 
an employer which begins before Janu-
ary 1, 1976. For taxable years of an em-
ployer which begin before January 1, 
1976, the rules with respect to excess 
contributions on behalf of owner-em-
ployees set forth in section 401(d) (5) 
and (8) and in section 401(e), as these 
sections were in effect on September 1, 
1974, prior to their amendment by sec-
tion 2001(e) of the Employee Retire-
ment Income Security Act of 1974 
(hereinafter in this paragraph referred 
to as the ‘‘Act’’) (88 Stat. 954), shall 
apply except as provided by subpara-
graph (2) of this paragraph. Section 
1.401–13 generally provides the rules for 
excess contributions on behalf of 
owner-employees set forth in these sec-
tions. 

(ii) Notwithstanding the provisions of 
subdivision (i) of this subparagraph, 
the rules set forth in such subsections 
(d) (5) and (8) and (e) of section 401 with 
respect to excess contributions for such 
taxable years beginning before January 
1, 1976, apply even though the applica-
tion of those rules affects a subsequent 
taxable year. Thus, for example, if, in 
1975, a nonwillful excess contribution 
described in section 401(e)(1) (prior to 
such amendment) is made on behalf of 
an owner-employee, the plan will not 
be qualified unless the provisions re-
quired by subparagraphs (A) and (B) of 
such 401(d)(8) are contained in the plan 
and made applicable to excess con-
tributions made for such taxable years 
beginning before January 1, 1976. In 
such case, the effect of such contribu-
tion on the plan, the employer, and the 
owner-employee would be determined 
under paragraph (2) of section 401(e), as 
in effect on September 1, 1974. By rea-
son of section 401(e)(2)(F), as in effect 
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on September 1, 1974, the period for as-
sessing any deficiency by reason of the 
excess contribution will not expire 
until the expiration of the 6-month pe-
riod described in section 401(e)(2)(C), as 
in effect on September 1, 1974, even if 
the first day of such 6-month period 
falls in a taxable year beginning after 
December 31, 1975. For the rules appli-
cable to a willful excess contribution, 
which generally divide an owner-em-
ployee’s interest in a plan into two 
parts on the basis of employer taxable 
years beginning before and after De-
cember 31, 1975, see § 1.72–17A(e)(2)(v). 
In the case of a willful excess contribu-
tion, the rule specified in section 
401(e)(2)(E)(iii), as in effect on Sep-
tember 1, 1974, shall not apply to any 
taxable year of an employer beginning 
on or after January 1, 1976. Thus, for 
example, if a willful excess contribu-
tion was made to a plan on behalf of an 
owner-employee with respect to his 
employer’s taxable year beginning Jan-
uary 1, 1975, the plan would not meet, 
for purposes of section 404, the require-
ments of section 401(d) with respect to 
that owner-employee for such year, but 
the 5 taxable years following such year 
would be unaffected because those 
years begin on or after January 1, 1976. 

(2)(i) For purposes of applying the ex-
cess contribution rules with respect to 
the employer taxable years specified in 
subparagraph (1) of this paragraph for 
such an employer taxable year which 
begins after December 31, 1973, see sec-
tion 404(e) and § 1.404(e)–1A for rules in-
creasing the limitation on the amount 
of allowable employer deductions on 
behalf of owner-employees under sec-
tion 404. For purposes of applying sub-
paragraphs (A) and (B)(i) of section 
401(e)(1) prior to the amendment made 
by section 2001(e)(3) of the Act (88 Stat. 
954), the employer deduction allowable 
by section 404(e)(4) with respect to an 
owner-employee in a defined contribu-
tion plan shall be deemed not to be an 
excess contribution (see § 1.404(e)– 
1A(c)(4)). 

(ii) For purposes of applying the ex-
cess contribution rules with respect to 
the employer taxable years specified in 
subparagraph (1) of this paragraph to 
an employer’s plan which was not in 
existence on January 1, 1974, or to a 
plan in existence on January 1, 1974, 

which elects under section 1017(d) of 
the Act (88 Stat. 934), in accordance 
with regulations, to have the funding 
provisions of section 412 apply to such 
an existing plan, see section 404 (a) (1), 
(a)(6), and (a)(7), as amended by section 
1013(c)(1), (2), and (3) of the Act (88 
Stat. 922 and 923) for rules modifying 
the amount of employer deductions on 
behalf of owner-employees. 

[T.D. 7636, 44 FR 47053, Aug. 10, 1979] 

§ 1.401(e)–5 Limitation of contribution 
and benefit bases to first $100,000 of 
annual compensation in case of 
plans covering self-employed indi-
viduals. 

(a) General rules—General rule. (1) 
Under section 401(a)(17), a plan main-
tained by an employer which provided 
contributions or benefits for employees 
some or all of whom are employees 
within the meaning of section 401(c)(1) 
is a qualified plan only if the annual 
compensation of each employee taken 
into account under the plan does not 
exceed the first $100,000 of such com-
pensation. For purposes of applying 
section 401(a)(17) and the preceding sen-
tence, all plans maintained by such an 
employer with respect to the same 
trade or business shall be treated as a 
single plan. See also sections 401(d)(9) 
and (10) (relating to controlled trades 
or businesses where a plan covers an 
owner-employee who controls more 
than one trade or business); section 
404(e) (relating to special limitations 
for self-employed individuals); section 
413(b)(7) (relating to determination of 
limitations provided by section 404(a) 
in the case of certain plans maintained 
pursuant to a collective bargaining 
agreement); and section 413(c)(6) (relat-
ing to determination of limitations 
provided by section 404(a) in the case of 
certain plans maintained by more than 
one employer). 

(2) Special section 414(b), (c) rule. This 
subparagraph (2) applies to plans main-
tained by employers that are trades or 
businesses (whether or not incor-
porated) that are under common con-
trol within the meaning of section 
414(c). All such plans that are described 
in paragraph (a)(1) and § 1.401(e)–6(a) (so 
called ‘‘Subchapter S plans’’) shall be 
treated as a single plan in applying the 
limitation of paragraph (a)(1). 
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(b) Integrated plans. (1) In the case of 
a qualified plan, other than a plan de-
scribed in section 414(j), which is inte-
grated with the Social Security Act 
(chapter 21 of the Code), or with con-
tributions or benefits under chapter 2 
of the Code (relating to tax on self-em-
ployment income) or under any other 
Federal of State law, the $100,000 limi-
tation described in subparagraph (a) 
shall be determined without regard to 
any adjustments to contributions or 
benefits under the plan on account of 
such integration. See also subsections 
(a)(5), (a)(15), and (d)(6) of section 401 
and the regulations thereunder for 
other rules with respect to plans which 
are integrated. 

(2) In the case of a qualified defined 
benefit plan described in section 414(j), 
see section 401(j)(4) for a special prohi-
bition against integration. 

(c) Application of nondiscrimination re-
quirement. (1) This paragraph shall 
apply— 

(i) In the case of a plan which pro-
vides contributions or benefits for em-
ployees some or all of whom are em-
ployees within the meaning of section 
401(c)(1) and 

(ii) For a year in which the com-
pensation of any employee covered by 
the plan exceeds $100,000. In the case of 
an employee who is an employee within 
the meaning of section 401(c)(1), com-
pensation includes earned income with-
in the meaning of section 401(c)(2). 

(2) In applying section 401(a)(4) under 
the circumstances described in sub-
paragraph (1) of this paragraph, the de-
termination whether the rate of con-
tributions or benefits under the plan 
discriminates in favor of highly com-
pensated employees shall be made as if 
the compensation for the year of each 
employee described in the first sen-
tence of subparagraph (1)(ii) of this 
paragraph were $100,000, rather than 
the compensation actually received by 
him for such year. 

(d) Examples. The provisions of this 
section may be illustrated by the fol-
lowing examples: 

Example 1. A, a self-employed individual, 
has established the P Profit-Sharing Plan, 
which covers A and his two commonlaw em-
ployees, B and C. A’s taxable year and the 
plan’s plan year are both the calendar year. 
For 1976, A has earned income of $150,000, and 

B and C each receive compensation of less 
than $100,000 from A. If he wishes to con-
tribute $7,500 to the plan on his behalf for 
1976, A must also contribute to the accounts 
of B and C under the plan amounts at least 
equal to 71⁄2 percent of their respective com-
pensation for 1976. 

Example 2. D, an owner-employee within 
the meaning of section 401(c)(3), is a partici-
pant in the Q Qualified Defined Contribution 
Plan, which, in 1975, satisfies the require-
ments of section 401(d)(6) and all other inte-
gration requirements applicable to qualified 
defined contribution plans. The taxable 
years of D, the employer of D within the 
meaning of section 401(c)(4), and the plan are 
all calendar years. The plan provides for an 
integration level of $13,200 and a contribu-
tion rate of 5 percent of compensation in ex-
cess of $13,200. For 1975, D has earned income 
of $115,000. The maximum amount of earned 
income upon which D’s contribution can be 
determined is $86,800, and the contribution 
based upon this maximum amount of earned 
income is $4,340, computed as follows: 
Maximum annual compensation which may be 

taken into account .............................................. $100,000 
Less: Social Security Act integration level ............ 13,200 

Plan contribution base ........................................... $86,800 
Multiplied by: Contribution rate (percent) .............. 5 

Total ......................................................... $4,340 

(e) Years to which section applies. This 
section applies to taxable years of an 
employer beginning after December 31, 
1975. However, if employer contribu-
tions made under a plan for any em-
ployee for taxable years of an employer 
beginning after December 31, 1973, ex-
ceed the amounts permitted to be de-
ducted for that employee under section 
404(e), as in effect on September 1, 1974, 
this section applies to such taxable 
years of an employer. 

Thus, for example, a plan of a cal-
endar year employer which was adopt-
ed on January 1, 1974, would be subject 
to this section in 1974, if the employer 
made a contribution on behalf of any 
employee within the meaning of sec-
tion 401(c)(1) for such year in excess of 
the $2,500 or 10 percent earned income 
limit, whichever is applicable to that 
employee, specified in section 404(e)(1) 
as in effect prior to the amendment to 
such Code section made by section 
2001(a)(1)(A) of the Employee Retire-
ment Income Security Act of 1974 (88 
Stat. 952). The plan described in the 
proceeding sentence would also be sub-
ject to this section in 1974, if the em-
ployer made a contribution on behalf of 
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any employee within the meaning of 
section 401(c)(1) which is allowable as a 
deduction only because of the addition 
of paragraph (4) to Code section 404(e) 
made by section 2001(a)(3) of such Act 
(88 Stat. 952). 

(b) [Reserved] 

[T.D. 7636, 44 FR 47055, Aug. 10, 1979; T.D. 
7636, 60 FR 21435, May 2, 1995] 

§ 1.401(e)–6 Special rules for share-
holder-employees. 

(a) Limitation of contributions and ben-
efit bases to first $100,000 of annual com-
pensation in case of plans covering share-
holder-employees. (1) Under section 
401(a)(17), a plan which provides con-
tributions or benefits for employees, 
some or all of whom are shareholder- 
employees within the meaning of sec-
tion 1379(d), is subject to the same lim-
itation on annual compensation as a 
plan which provides such contributions 
or benefits for employees some or all of 
whom are self-employed individuals 
within the meaning of section 401(c)(1). 
Thus, a plan which provides contribu-
tions or benefits for such shareholder- 
employees is subject to the rules pro-
vided by § 1.401(e)–5, unless otherwise 
specified. See also section 1379. In the 
case of plans maintained by employers 
that are corporations described in sec-
tion 414(b) and that are described in 
this subparagraph (1), the same rule de-
scribed in § 1.401(e)–5(a)(2) shall apply. 

(2) Subparagraph (1) applies to tax-
able years of an electing small business 
corporation beginning after December 
31, 1975. However, if corporate contribu-
tions made under a plan on behalf of 
any shareholder-employee for cor-
porate taxable years beginning after 
December 31, 1973, exceed the lesser of 
the amount of contributions specified 
in section 1379(b)(1) (A) or (B), as in ef-
fect on September 1, 1974, for that 
shareholder-employee, subparagraph 
(1) applies to such corporate taxable 
years. Thus, for example if an electing 
small business corporation whose tax-
able year is the calendar year adopted 
a plan on January 1, 1974, the plan 
would be subject to the provisions of 
subparagraph (1) of this section in 1974, 
if the corporation made a contribution 
in excess of $2,500 on behalf of any 
shareholder-employee for such year. 

(b) [Reserved] 

[T.D. 7636, 44 FR 47056, Aug. 10, 1979] 

§ 1.401(f)–1 Certain custodial accounts 
and annuity contracts. 

(a) Treatment of a custodial account or 
an annuity contract as a qualified trust. 
Beginning on January 1, 1974, a custo-
dial account or an annuity contract 
may be used, in lieu of a trust, under 
any qualified pension, profitsharing, or 
stock bonus plan if the requirements of 
paragraph (b) of this section are met. A 
custodial account or an annuity con-
tract may be used under such a plan, 
whether the plan covers common-law 
employees, self-employed individuals 
who are treated as employees by reason 
of section 401(c), or both. The use of a 
custodial account or annuity contract 
as part of a plan does not preclude the 
use of a trust or another custodial ac-
count or another annuity contract as 
part of the same plan. A plan under 
which a custodial account or an annu-
ity contract is used may be considered 
in connection with other plans of the 
employer in determining whether the 
requirements of section 401 are satis-
fied. For regulations relating to the pe-
riod before January 1, 1974, see § 1.401–8. 

(b) Rules applicable to custodial ac-
counts and annuity contracts. (1) Begin-
ning on January 1, 1974, a custodial ac-
count or an annuity contract is treated 
as a qualified trust under section 401 if 
the following requirements are met: 

(i) The custodial account or annuity 
contract would, except for that fact 
that it is not a trust, constitute a 
qualified trust under section 401; and 

(ii) In the case of a custodial account, 
the custodian either is a bank or is an-
other person who demonstrates, to the 
satisfaction of the Commissioner, that 
the manner in which he will hold the 
assets will be consistent with the re-
quirements of section 401. This dem-
onstration must be made in the same 
manner as the demonstration required 
by § 1.408–2(e). 

(2) If a custodial account would, ex-
cept for the fact that it is not a trust, 
constitute a qualified trust under sec-
tion 401, it must, for example, be cre-
ated pursuant to a written agreement 
which constitutes a valid contract 
under local law. In addition, the terms 
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of the contract must make it impos-
sible, prior to the satisfaction of all li-
abilities with respect to the employees 
and their beneficiaries covered by the 
plan. For any part of the funds of the 
custodial account to be used for, or di-
verted to, purposes other than for the 
exclusive benefit of the employees or 
their beneficiaries as provided for in 
the plan (see paragraph (a) of § 1.401–2). 

(3) An annuity contract would, ex-
cept for the fact that it is not a trust, 
constitute a qualified trust under sec-
tion 401 if it is purchased by an em-
ployer for an employee under a plan 
which meets the requirements of sec-
tion 404(a)(2) and the regulations there-
under, except that the plan may be ei-
ther a pension or a profit-sharing plan. 

(c) Effect of this section. (1)(i) Any cus-
todial account or annuity contract 
which satisfies the requirements of 
paragraph (b) of this section is treated 
as a qualified trust for all purposes of 
the Internal Revenue Code of 1954. 
Such a custodial account or annuity 
contract is treated as a separate legal 
person which is exempt from the in-
come tax under section 501(a). In addi-
tion, the person holding the assets of 
such account or holding such contract 
is treated as the trustee thereof. Ac-
cordingly, such person is required to 
file the returns described in sections 
6033 and 6047 and to supply any other 
information which the trustee of a 
qualified trust is required to furnish. 

(ii) Any procedure which has the ef-
fect of merely substituting one custo-
dian for another shall not be consid-
ered as terminating or interrupting the 
legal existence of a custodial account 
which otherwise satisfies the require-
ments of paragraph (b) of this section. 

(2)(i) The beneficiary of a custodial 
account which satisfies the require-
ments of paragraph (b) of this section 
is taxed in accordance with section 402. 
In determining whether the funds of a 
custodial account are distributed or 
made available to an employee or his 
beneficiary, the rules which under sec-
tion 402(a) are applicable to trusts will 
also apply to the custodial account as 
though it were a separate legal person 
and not an agent of the employee. 

(ii) If a custodial account which has 
qualified under section 401 fails to 
qualify under such section for any tax-

able year, such custodial account will 
not thereafter be treated as a separate 
legal person, and the funds in such ac-
count shall be treated as made avail-
able within the meaning of section 
402(a)(1) to the employees for whom 
they are held. 

(3) The beneficiary of an annuity con-
tract which satisfies the requirements 
of paragraph (b) of this section is taxed 
as if he were the beneficiary of an an-
nuity contract described in section 
403(a). 

(d) Definitions. For purposes of this 
section— 

(1) The term bank means a bank as 
defined in section 408(n). 

(2) The term annuity means an annu-
ity as defined in section 401(g). Thus, 
any contract or certificate issued after 
December 31, 1962, which is transferable 
is not treated as a qualified trust under 
this section. 

(e) Other contracts. For purposes of 
this section, other than the non-trans-
ferability restriction of paragraph 
(d)(2), a contract issued by an insur-
ance company qualified to do business 
in a state shall be treated as an annu-
ity contract. For purposes of the pre-
ceding sentence, the contract does not 
include a life, health or accident, prop-
erty, casualty or liability insurance 
contract. For purposes of this para-
graph, a contract which is issued by an 
insurance company will not be consid-
ered a life insurance contract merely 
because the contract provides inci-
dental life insurance protection. The 
provisions of this paragraph are effec-
tive for taxable years beginning after 
December 31, 1975. 

(f) Cross reference. For the require-
ment that the assets of an employee 
benefit plan be placed in trust, and ex-
ceptions thereto, see section 403 of the 
Employee Retirement Income Security 
Act of 1974, 29 U.S.C. 1103, and the regu-
lations prescribed thereunder by the 
Secretary of Labor. 

(Secs. 401(f)(2), 7805, Internal Revenue Code 
of 1954 (88 Stat. 939 and 68A Stat. 917; 26 
U.S.C. 401(f)(2), 7805)) 

[43 FR 41204, Sept. 15, 1978. Redesignated and 
amended by T.D. 7748, 46 FR 1695, 1696, Jan. 
7, 1981; T.D. 8635, 60 FR 65549, Dec. 20, 1995] 
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§ 1.401(k)–0 Table of contents. 
This section contains first a list of 

section headings and then a list of the 
paragraphs in each section in 
§§ 1.401(k)–1 through 1.401(k)–6. 

LIST OF SECTIONS 

§ 1.401(k)–1 Certain cash or deferred 
arrangements. 
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§ 1.401(k)–3 Safe harbor requirements. 

§ 1.401(k)–4 SIMPLE 401(k) plan requirements. 

§ 1.401(k)–5 Special rules for mergers, 
acquisitions and similar events. [Reserved] 

§ 1.401(k)–6 Definitions. 

LIST OF PARAGRAPHS 

§ 1.401(k)–1 Certain cash or deferred 
arrangements. 

(a) General rules. 
(1) Certain plans permitted to include cash 

or deferred arrangements. 
(2) Rules applicable to cash or deferred ar-

rangements generally. 
(i) Definition of cash or deferred arrange-

ment. 
(ii) Treatment of after-tax employee con-

tributions. 
(iii) Treatment of ESOP dividend election. 
(iv) Treatment of elective contributions as 

plan assets. 
(3) Rules applicable to cash or deferred 

elections generally. 
(i) Definition of cash or deferred election. 
(ii) Automatic enrollment. 
(iii) Rules related to timing. 
(A) Requirement that amounts not be cur-

rently available. 
(B) Contribution may not precede election. 
(C) Contribution may not precede services. 
(iv) Current availability defined. 
(v) Certain one-time elections not treated 

as cash or deferred elections. 
(vi) Tax treatment of employees. 
(vii) Examples. 
(4) Rules applicable to qualified cash or de-

ferred arrangements. 
(i) Definition of qualified cash or deferred 

arrangement. 
(ii) Treatment of elective contributions as 

employer contributions. 
(iii) Tax treatment of employees. 
(iv) Application of nondiscrimination re-

quirements to plan that includes a qualified 
cash or deferred arrangement. 

(A) Exclusive means of amounts testing. 
(B) Testing benefits, rights and features. 
(C) Minimum coverage requirement. 
(5) Rules applicable to nonqualified cash or 

deferred arrangements. 

(i) Definition of nonqualified cash or de-
ferred arrangement. 

(ii) Treatment of elective contributions as 
nonelective contributions. 

(iii) Tax treatment of employees. 
(iv) Qualification of plan that includes a 

nonqualified cash or deferred arrangement. 
(A) In general. 
(B) Application of section 401(a)(4) to cer-

tain plans. 
(v) Example. 
(6) Rules applicable to cash or deferred ar-

rangements of self-employed individuals. 
(i) Application of general rules. 
(ii) Treatment of matching contributions 

made on behalf of self-employed individuals. 
(iii) Timing of self-employed individual’s 

cash or deferred election. 
(iv) Special rule for certain payments to 

self-employed individuals. 
(b) Coverage and nondiscrimination re-

quirements. 
(1) In general. 
(2) Automatic satisfaction by certain 

plans. 
(3) Anti-abuse provisions. 
(4) Aggregation and restructuring. 
(i) In general. 
(ii) Aggregation of cash or deferred ar-

rangements within a plan. 
(iii) Aggregation of plans. 
(A) In general. 
(B) Plans with inconsistent ADP testing 

methods. 
(iv) Disaggregation of plans and separate 

testing. 
(A) In general. 
(B) Restructuring prohibited. 
(v) Modifications to section 410(b) rules. 
(A) Certain disaggregation rules not appli-

cable. 
(B) Permissive aggregation of collective 

bargaining units. 
(C) Multiemployer plans. 
(vi) Examples. 
(c) Nonforfeitability requirements. 
(1) General rule. 
(2) Definition of immediately nonforfeit-

able. 
(3) Example. 
(d) Distribution limitation. 
(1) General rule. 
(2) Rules applicable to distributions upon 

severance from employment. 
(3) Rules applicable to hardship distribu-

tions. 
(i) Distribution must be on account of 

hardship. 
(ii) Limit on maximum distributable 

amount. 
(A) General rule. 
(B) Grandfathered amounts. 
(iii) Immediate and heavy financial need. 
(A) In general. 
(B) Deemed immediate and heavy financial 

need. 
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(iv) Distribution necessary to satisfy finan-
cial need. 

(A) Distribution may not exceed amount of 
need. 

(B) No alternative means available. 
(C) Employer reliance on employee rep-

resentation. 
(D) Employee need not take counter-

productive actions. 
(E) Distribution deemed necessary to sat-

isfy immediate and heavy financial need. 
(F) Definition of other plans. 
(v) Commissioner may expand standards. 
(4) Rules applicable to distributions upon 

plan termination. 
(i) No alternative defined contribution 

plan. 
(ii) Lump sum requirement for certain dis-

tributions. 
(5) Rules applicable to all distributions. 
(i) Exclusive distribution rules. 
(ii) Deemed distributions. 
(iii) ESOP dividend distributions. 
(iv) Limitations apply after transfer. 
(6) Examples. 
(e) Additional requirements for qualified 

cash or deferred arrangements. 
(1) Qualified plan requirement. 
(2) Election requirements. 
(i) Cash must be available. 
(ii) Frequency of elections. 
(3) Separate accounting requirement. 
(i) General rule. 
(ii) Satisfaction of separate accounting re-

quirement. 
(4) Limitations on cash or deferred ar-

rangements of state and local governments. 
(i) General rule. 
(ii) Rural cooperative plans and Indian 

tribal governments. 
(iii) Adoption after May 6, 1986. 
(iv) Adoption before May 7, 1986. 
(5) One-year eligibility requirement. 
(6) Other benefits not contingent upon 

elective contributions. 
(i) General rule. 
(ii) Definition of other benefits. 
(iii) Effect of certain statutory limits. 
(iv) Nonqualified deferred compensation. 
(v) Plan loans and distributions. 
(vi) Examples. 
(7) Plan provision requirement. 
(f) Special rules for designated Roth con-

tributions. 
(1) In general. 
(2) Inclusion treatment. 
(3) Separate accounting required. 
(4) Designated Roth contributions must 

satisfy rules applicable to elective contribu-
tions. 

(i) In general. 
(ii) Special rules for direct rollovers. 
(5) Rules regarding designated Roth con-

tribution elections. 
(i) Frequency of elections. 
(ii) Default elections. 
(6) Effective date. 

(g) Effective dates. 
(1) General rule. 
(2) Early implementation permitted. 
(3) Collectively bargained plans. 
(4) Applicability of prior regulations. 

§ 1.401(k)–2 ADP Test 

(a) Actual deferral percentage (ADP) Test. 
(1) In general. 
(i) ADP test formula. 
(ii) HCEs as sole eligible employees. 
(iii) Special rule for early participation. 
(2) Determination of ADP. 
(i) General rule. 
(ii) Determination of applicable year under 

current year and prior year testing method. 
(3) Determination of ADR. 
(i) General rule. 
(ii) ADR of HCEs eligible under more than 

one arrangement. 
(A) General rule. 
(B) Plans not permitted to be aggregated. 
(iii) Examples. 
(4) Elective contributions taken into ac-

count under the ADP test. 
(i) General rule. 
(ii) Elective contributions for partners and 

self-employed individuals. 
(iii) Elective contributions for HCEs. 
(5) Elective contributions not taken into 

account under the ADP test. 
(i) General rule. 
(ii) Elective contributions for NHCEs. 
(iii) Elective contributions treated as 

catch-up contributions. 
(iv) Elective contributions used to satisfy 

the ACP test. 
(v) Additional elective contributions pur-

suant to section 414(u). 
(vi) Default elective contributions pursu-

ant to section 414(w). 
(6) Qualified nonelective contributions and 

qualified matching contributions that may 
be taken into account under the ADP test. 

(i) Timing of allocation. 
(ii) Requirement that amount satisfy sec-

tion 401(a)(4). 
(iii) Aggregation must be permitted. 
(iv) Disporportionate contributions not 

taken into account. 
(A) General rule. 
(B) Definition of representative contribu-

tion rate. 
(C) Definition of applicable contribution 

rate. 
(D) Special rule for prevailing wage con-

tributions. 
(v) Qualified matching contributions. 
(vi) Contributions only used once. 
(7) Examples. 
(b) Correction of excess contributions. 
(1) Permissible correction methods. 
(i) In general. 
(A) Qualified nonelective contributions or 

qualified matching contributions. 
(B) Excess contributions distributed. 
(C) Excess contributions recharacterized. 
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(ii) Combination of correction methods. 
(iii) Exclusive means of correction. 
(2) Corrections through distribution. 
(i) General rule. 
(ii) Calculation of total amount to be dis-

tributed. 
(A) Calculate the dollar amount of excess 

contributions for each HCE. 
(B) Determination of the total amount of 

excess contributions. 
(C) Satisfaction of ADP. 
(iii) Apportionment of total amount of ex-

cess contributions among the HCEs. 
(A) Calculate the dollar amount of excess 

contributions for each HCE. 
(B) Limit on amount apportioned to any 

individual. 
(C) Apportionment to additional HCEs. 
(iv) Income allocable to excess contribu-

tions. 
(A) General rule. 
(B) Method of allocating income. 
(C) Alternative method of allocating plan 

year income. 
(D) Plan years before 2008. 
(E) Alternative method for allocating plan 

year and gap period income. 
(v) Distribution. 
(vi) Tax treatment of corrective distribu-

tions. 
(A) Corrective distributions for plan years 

beginning on or after January 1, 2008. 
(B) Corrective distributions for plan years 

beginning before January 1, 2008. 
(C) Corrective distributions attributable to 

designated Roth contributions. 
(vii) Other rules. 
(A) No employee or spousal consent re-

quired. 
(B) Treatment of corrective distributions 

as elective contributions. 
(C) No reduction of required minimum dis-

tribution. 
(D) Partial distributions. 
(viii) Examples. 
(3) Recharacterization of excess contribu-

tions. 
(i) General rule. 
(ii) Treatment of recharacterized excess 

contributions. 
(iii) Additional rules. 
(A) Time of recharacterization. 
(B) Employee contributions must be per-

mitted under plan. 
(C) Treatment of recharacterized excess 

contributions. 
(4) Rules applicable to all corrections. 
(i) Coordination with distribution of excess 

deferrals. 
(A) Treatment of excess deferrals that re-

duce excess contributions. 
(B) Treatment of excess contributions that 

reduce excess deferrals. 
(ii) Forfeiture of match on distributed ex-

cess contributions. 
(iii) Permitted forfeiture of QMAC. 
(iv) No requirement for recalculation. 

(v) Treatment of excess contributions that 
are catch-up contributions. 

(5) Failure to timely correct. 
(i) Failure to correct within 21⁄2 months 

after end of plan year. 
(ii) Failure to correct within 12 months 

after end of plan year. 
(iii) Special rule for eligible automatic 

contribution arrangements. 
(c) Additional rules for prior year testing 

method. 
(1) Rules for change in testing method. 
(i) General rule. 
(ii) Situations permitting a change to the 

prior year testing method. 
(2) Calculation of ADP under the prior year 

testing method for the first plan year. 
(i) Plans that are not successor plans. 
(ii) First plan year defined. 
(iii) Successor plans. 
(3) Plans using different testing methods 

for the ADP and ACP test. 
(4) Rules for plan coverage changes. 
(i) In general. 
(ii) Optional rule for minor plan coverage 

changes. 
(iii) Definitions. 
(A) Plan coverage change. 
(B) Prior year subgroup. 
(C) Weighted average of the ADPs for the 

prior year subgroups. 
(iv) Examples. 

§ 1.401(k)–3 Safe harbor requirement 

(a) ADP test safe harbor. 
(1) Section 401(k)(12) safe harbor. 
(2) Section 401(k)(13) safe harbor. 
(3) Requirements applicable to safe harbor 

contributions. 
(b) Safe harbor nonelective contribution 

requirement. 
(1) General rule. 
(2) Safe harbor compensation defined. 
(c) Safe harbor matching contribution re-

quirement. 
(1) In general. 
(2) Basic matching formula. 
(3) Enhanced matching formula. 
(4) Limitation on HCE matching contribu-

tions. 
(5) Use of safe harbor match not precluded 

by certain plan provisions. 
(i) Safe harbor matching contributions on 

employee contributions. 
(ii) Periodic matching contributions. 
(6) Permissible restrictions on elective 

contributions by NHCEs. 
(i) General rule. 
(ii) Restrictions on election periods. 
(iii) Restrictions on amount of elective 

contributions. 
(iv) Restrictions on types of compensation 

that may be deferred. 
(v) Restrictions due to limitations under 

the Internal Revenue Code. 
(7) Examples. 
(d) Notice requirement. 
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(1) General rule. 
(2) Content requirement. 
(i) General rule. 
(ii) Minimum content requirement. 
(iii) References to SPD. 
(3) Timing requirement. 
(i) General rule. 
(ii) Deemed satisfaction of timing require-

ment. 
(e) Plan year requirement. 
(1) General rule. 
(2) Initial plan year. 
(3) Change of plan year. 
(4) Final plan year. 
(f) Plan amendments adopting safe harbor 

nonelective contributions. 
(1) General rule. 
(2) Contingent notice provided. 
(3) Follow-up notice requirement. 
(g) Permissible reduction or suspension of 

safe harbor contributions. 
(1) General rule. 
(i) Matching contributions. 
(ii) Nonelective contributions. 
(2) Supplemental notice. 
(h) Additional rules. 
(1) Contributions taken into account. 
(2) Use of safe harbor nonelective contribu-

tions to satisfy other nondiscrimination 
tests. 

(3) Early participation rules. 
(4) Satisfying safe harbor contribution re-

quirement under another defined contribu-
tion plan. 

(5) Contributions used only once. 
(i) [Reserved] 
(j) Qualified automatic contribution ar-

rangement. 
(1) Automatic contribution requirement. 
(i) In general. 
(ii) Automatic contribution arrangement. 
(iii) Exception to automatic enrollment for 

certain current employees. 
(2) Qualified percentage. 
(i) In general. 
(ii) Minimum percentage requirements. 
(A) Initial-period requirement. 
(B) Second-year requirement. 
(C) Third-year requirement. 
(D) Later years requirement. 
(iii) Exception to uniform percentage re-

quirement. 
(iv) Treatment of periods without default 

contributions. 
(k) Modifications to contribution require-

ments and notice requirements for auto-
matic contribution safe harbor. 

(1) In general. 
(2) Lower matching requirement. 
(3) Modified nonforfeiture requirement. 
(4) Additional notice requirements. 
(i) In general. 
(ii) Additional information. 
(iii) Timing requirements. 

§ 1.401(k)–4 SIMPLE 401(k) Plan Requirements 

(a) General rule. 

(b) Eligible employer. 
(1) General rule. 
(2) Special rule. 
(c) Exclusive plan. 
(1) General rule. 
(2) Special rule. 
(d) Election and notice. 
(1) General rule. 
(2) Employee elections. 
(i) Initial plan year of participation. 
(ii) Subsequent plan years. 
(iii) Election to terminate. 
(3) Employee notices. 
(e) Contributions. 
(1) General rule. 
(2) Elective contributions. 
(3) Matching contributions. 
(4) Nonelective contributions. 
(5) SIMPLE compensation. 
(f) Vesting. 
(g) Plan year. 
(h) Other rules. 

§ 1.401(k)–5 Special Rules for Mergers, 
Acquisitions and Similar Events. [Reserved] 

§ 1.401(k)–6 Definitions. 

[T.D. 9169, 69 FR 78154, Dec. 29, 2004, as 
amended by T.D. 9237, 71 FR 9 Jan. 3, 2006; 
T.D. 9324, 72 FR 21109, Apr. 30, 2007; T.D. 9447, 
74 FR 8207, Feb. 24, 2009; T.D. 9641, 78 FR 
68737, Nov. 15, 2013] 

§ 1.401(k)–1 Certain cash or deferred 
arrangements. 

(a) General rules—(1) Certain plans per-
mitted to include cash or deferred ar-
rangements. A plan, other than a profit- 
sharing, stock bonus, pre-ERISA 
money purchase pension, or rural coop-
erative plan, does not satisfy the re-
quirements of section 401(a) if the plan 
includes a cash or deferred arrange-
ment. A profit-sharing, stock bonus, 
pre-ERISA money purchase pension, or 
rural cooperative plan does not fail to 
satisfy the requirements of section 
401(a) merely because the plan includes 
a cash or deferred arrangement. A cash 
or deferred arrangement is part of a 
plan for purposes of this section if any 
contributions to the plan, or accruals 
or other benefits under the plan, are 
made or provided pursuant to the cash 
or deferred arrangement. 

(2) Rules applicable to cash or deferred 
arrangements generally—(i) Definition of 
cash or deferred arrangement. Except as 
provided in paragraphs (a)(2)(ii) and 
(iii) of this section, a cash or deferred 
arrangement is an arrangement under 
which an eligible employee may make 
a cash or deferred election with respect 
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to contributions to, or accruals or 
other benefits under, a plan that is in-
tended to satisfy the requirements of 
section 401(a) (including a contract 
that is intended to satisfy the require-
ments of section 403(a)). 

(ii) Treatment of after-tax employee 
contributions. A cash or deferred ar-
rangement does not include an ar-
rangement under which amounts con-
tributed under a plan at an employee’s 
election are designated or treated at 
the time of contribution as after-tax 
employee contributions (e.g., by treat-
ing the contributions as taxable in-
come subject to applicable withholding 
requirements). See also section 
414(h)(1). A designated Roth contribu-
tion, however, is not treated as an 
after-tax contribution for purposes of 
this section, § 1.401(k)–2 through 
§ 1.401(k)–6 and § 1.401(m)–1 through 
§ 1.401(m)–5. A contribution can be an 
after-tax employee contribution under 
the rule of this paragraph (a)(2)(ii) even 
if the employee’s election to make 
after-tax employee contributions is 
made before the amounts subject to the 
election are currently available to the 
employee. 

(iii) Treatment of ESOP dividend elec-
tion. A cash or deferred arrangement 
does not include an arrangement under 
an ESOP under which dividends are ei-
ther distributed or invested pursuant 
to an election made by participants or 
their beneficiaries in accordance with 
section 404(k)(2)(A)(iii). 

(iv) Treatment of elective contributions 
as plan assets. The extent to which elec-
tive contributions constitute plan as-
sets for purposes of the prohibited 
transaction provisions of section 4975 
and title I of the Employee Retirement 
Income Security Act of 1974 (88 Stat. 
829), Public Law 93–406, is determined 
in accordance with regulations and rul-
ings issued by the Department of 
Labor. See 29 CFR 2510.3–102. 

(3) Rules applicable to cash or deferred 
elections generally—(i) Definition of cash 
or deferred election. A cash or deferred 
election is any direct or indirect elec-
tion (or modification of an earlier elec-
tion) by an employee to have the em-
ployer either— 

(A) Provide an amount to the em-
ployee in the form of cash (or some 

other taxable benefit) that is not cur-
rently available; or 

(B) Contribute an amount to a trust, 
or provide an accrual or other benefit, 
under a plan deferring the receipt of 
compensation. 

(ii) Automatic enrollment. For pur-
poses of determining whether an elec-
tion is a cash or deferred election, it is 
irrelevant whether the default that ap-
plies in the absence of an affirmative 
election is described in paragraph 
(a)(3)(i)(A) of this section (i.e., the em-
ployee receives an amount in cash or 
some other taxable benefit) or in para-
graph (a)(3)(i)(B) of this section (i.e., 
the employer contributes an amount to 
a trust or provides an accrual or other 
benefit under a plan deferring the re-
ceipt of compensation). 

(iii) Rules related to timing—(A) Re-
quirement that amounts not be currently 
available. A cash or deferred election 
can only be made with respect to an 
amount that is not currently available 
to the employee on the date of the elec-
tion. Further, a cash or deferred elec-
tion can only be made with respect to 
amounts that would (but for the cash 
or deferred election) become currently 
available after the later of the date on 
which the employer adopts the cash or 
deferred arrangement or the date on 
which the arrangement first becomes 
effective. 

(B) Contribution may not precede elec-
tion. A contribution is made pursuant 
to a cash or deferred election only if 
the contribution is made after the elec-
tion is made. 

(C) Contribution may not precede serv-
ices—(1) General rule. Contributions are 
made pursuant to a cash or deferred 
election only if the contributions are 
made after the employee’s performance 
of service with respect to which the 
contributions are made (or when the 
cash or other taxable benefit would be 
currently available, if earlier). 

(2) Exception for bona fide administra-
tive considerations. The timing of con-
tributions will not be treated as failing 
to satisfy the requirements of this 
paragraph (a)(3)(iii)(C) merely because 
contributions for a pay period are occa-
sionally made before the services with 
respect to that pay period are per-
formed, provided the contributions are 
made early in order to accommodate 
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bona fide administrative consider-
ations (for example, the temporary ab-
sence of the bookkeeper with responsi-
bility to transmit contributions to the 
plan) and are not paid early with a 
principal purpose of accelerating de-
ductions. 

(iv) Current availability defined. Cash 
or another taxable benefit is currently 
available to the employee if it has been 
paid to the employee or if the em-
ployee is able currently to receive the 
cash or other taxable benefit at the 
employee’s discretion. An amount is 
not currently available to an employee 
if there is a significant limitation or 
restriction on the employee’s right to 
receive the amount currently. Simi-
larly, an amount is not currently avail-
able as of a date if the employee may 
under no circumstances receive the 
amount before a particular time in the 
future. The determination of whether 
an amount is currently available to an 
employee does not depend on whether 
it has been constructively received by 
the employee for purposes of section 
451. 

(v) Certain one-time elections not treat-
ed as cash or deferred elections. A cash or 
deferred election does not include a 
one-time irrevocable election made no 
later than the employee’s first becom-
ing eligible under the plan or any other 
plan or arrangement of the employer 
that is described in section 219(g)(5)(A) 
(whether or not such other plan or ar-
rangement has terminated), to have 
contributions equal to a specified 
amount or percentage of the employ-
ee’s compensation (including no 
amount of compensation) made by the 
employer on the employee’s behalf to 
the plan and a specified amount or per-
centage of the employee’s compensa-
tion (including no amount of com-
pensation) divided among all other 
plans or arrangements of the employer 
(including plans or arrangements not 
yet established) for the duration of the 
employee’s employment with the em-
ployer, or in the case of a defined ben-
efit plan to receive accruals or other 
benefits (including no benefits) under 
such plans. Thus, for example, em-
ployer contributions made pursuant to 
a one-time irrevocable election de-
scribed in this paragraph are not treat-
ed as having been made pursuant to a 

cash or deferred election and are not 
includible in an employee’s gross in-
come by reason of § 1.402(a)–1(d). In the 
case of an irrevocable election made on 
or before December 23, 1994— 

(A) The election does not fail to be 
treated as a one-time irrevocable elec-
tion under this paragraph (a)(3)(v) 
merely because an employee was pre-
viously eligible under another plan of 
the employer (whether or not such 
other plan has terminated); and 

(B) In the case of a plan in which 
partners may participate, the election 
does not fail to be treated as a one- 
time irrevocable election under this 
paragraph (a)(3)(v) merely because the 
election was made after commence-
ment of employment or after the em-
ployee’s first becoming eligible under 
any plan of the employer, provided 
that the election was made before the 
first day of the first plan year begin-
ning after December 31, 1988, or, if 
later, March 31, 1989. 

(vi) Tax treatment of employees. An 
amount generally is includible in an 
employee’s gross income for the tax-
able year in which the employee actu-
ally or constructively receives the 
amount. But for section 402(e)(3), an 
employee is treated as having received 
an amount that is contributed to an 
exempt trust or plan described in sec-
tion 401(a) or 403(a) pursuant to the em-
ployee’s cash or deferred election. This 
is the case even if the election to defer 
is made before the year in which the 
amount is earned, or before the amount 
is currently available. See § 1.402(a)– 
1(d). 

(vii) Examples. The following exam-
ples illustrate the application of this 
paragraph (a)(3): 

Example 1. (i) An employer maintains a 
profit-sharing plan under which each eligible 
employee has an election to defer an annual 
bonus payable on January 30 each year. The 
bonus equals 10% of compensation during the 
previous calendar year. Deferred amounts 
are not treated as after-tax employee con-
tributions. The bonus is currently available 
on January 30. 

(ii) An election made prior to January 30 
to defer all or part of the bonus is a cash or 
deferred election, and the bonus deferral ar-
rangement is a cash or deferred arrange-
ment. 

Example 2. (i) An employer maintains a 
profit-sharing plan which provides for discre-
tionary profit sharing contributions and 
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under which each eligible employee may 
elect to reduce his compensation by up to 
10% and to have the employer contribute 
such amount to the plan. The employer pays 
each employee every two weeks for services 
during the immediately preceding two 
weeks. The employee’s election to defer com-
pensation for a payroll period must be made 
prior to the date the amount would other-
wise be paid. The employer contributes to 
the plan the amount of compensation that 
each employee elected to defer, at the time 
it would otherwise be paid to the employee, 
and does not treat the contribution as an 
after-tax employee contribution. 

(ii) The election is a cash or deferred elec-
tion and the contributions are elective con-
tributions. 

Example 3. (i) The facts are the same as in 
Example 2, except that the employer makes a 
$10,000 contribution on January 31 of the 
plan year that is in addition to the contribu-
tions that satisfy the employer’s obligation 
to make contributions with respect to cash 
or deferred elections for prior payroll peri-
ods. Employee A makes an election on Feb-
ruary 15 to defer $2,000 from compensation 
that is not currently available and the em-
ployer reduces the employee’s compensation 
to reflect the election. 

(ii) None of the additional $10,000 contrib-
uted January 31 is a contribution made pur-
suant to Employee A’s cash or deferred elec-
tion, because the contribution was made be-
fore the election was made. Accordingly, the 
employer must make an additional contribu-
tion of $2,000 in order to satisfy its obliga-
tion to contribute an amount to the plan 
pursuant to Employee A’s election. The 
$10,000 contribution may be allocated under 
the plan terms providing for discretionary 
profit sharing contributions. 

Example 4. (i) The facts are the same as in 
Example 3, except that Employee A had an 
outstanding election to defer $500 from each 
payroll period’s compensation. The $10,000 
additional payment that is contributed early 
is not made early in order to accommodate 
bona fide administrative considerations. 

(ii) None of the additional $10,000 contrib-
uted January 31 is a contribution made pur-
suant to Employee A’s cash or deferred elec-
tion for future payroll periods, because the 
contribution was made before the earlier of 
Employee A’s performance of services to 
which the contribution is attributable or 
when the compensation would be currently 
available. Furthermore, the exception for 
early contributions in paragraph 
(a)(3)(iii)(C)(2) of this section does not apply. 
Accordingly, the employer must make an ad-
ditional contribution of $500 per payroll pe-
riod in order to satisfy its obligation to con-
tribute an amount to the plan pursuant to 
Employee A’s election. The $10,000 contribu-
tion may be allocated under the plan terms 

providing for discretionary profit sharing 
contributions. 

Example 5. (i) Employer B establishes a 
money purchase pension plan in 1986. This is 
the first qualified plan established by Em-
ployer B. All salaried employees are eligible 
to participate under the plan. Hourly-paid 
employees are not eligible to participate 
under the plan. In 2000, Employer B estab-
lishes a profit-sharing plan under which all 
employees (both salaried and hourly) are eli-
gible. Employer B permits all employees on 
the effective date of the profit-sharing plan 
to make a one-time irrevocable election to 
have Employer B contribute 5% of compensa-
tion on their behalf to the plan and make no 
other contribution to any other plan of Em-
ployer B (including plans not yet estab-
lished) for the duration of the employee’s 
employment with Employer B, and have 
their salaries reduced by 5%. 

(ii) The election provided under the profit- 
sharing plan is not a one-time irrevocable 
election within the meaning of paragraph 
(a)(3)(v) of this section with respect to the 
salaried employees of Employer B who, be-
fore becoming eligible to participate under 
the profit-sharing plan, became eligible to 
participate under the money purchase pen-
sion plan. The election under the profit-shar-
ing plan is a one-time irrevocable election 
within the meaning of paragraph (a)(3)(v) of 
this section with respect to the hourly em-
ployees, because they were not previously el-
igible to participate under another plan of 
the employer. 

(4) Rules applicable to qualified cash or 
deferred arrangements—(i) Definition of 
qualified cash or deferred arrangement. A 
qualified cash or deferred arrangement 
is a cash or deferred arrangement that 
satisfies the requirements of para-
graphs (b), (c), (d), and (e) of this sec-
tion. 

(ii) Treatment of elective contributions 
as employer contributions. Except as oth-
erwise provided in § 1.401(k)–2(b)(3), 
elective contributions under a qualified 
cash or deferred arrangement (includ-
ing designated Roth contributions) are 
treated as employer contributions. 
Thus, for example, elective contribu-
tions under such an arrangement are 
treated as employer contributions for 
purposes of sections 401(a), 401(k), 402, 
404, 409, 411, 412, 415, 416, and 417. 

(iii) Tax treatment of employees. Ex-
cept as provided in section 402(g), 402A 
(effective for taxable years beginning 
after December 31, 2005), or § 1.401(k)– 
2(b)(3), elective contributions under a 
qualified cash or deferred arrangement 
are neither includible in an employee’s 
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gross income at the time the cash 
would have been includible in the em-
ployee’s gross income (but for the cash 
or deferred election), nor at the time 
the elective contributions are contrib-
uted to the plan. See § 1.402(a)–1(d)(2)(i). 

(iv) Application of nondiscrimination 
requirements to plan that includes a 
qualified cash or deferred arrangement— 
(A) Exclusive means of amounts testing. 
Elective contributions (including elec-
tive contributions that are designated 
Roth contributions) under a qualified 
cash or deferred arrangement satisfy 
the requirements of section 401(a)(4) 
with respect to amounts if and only if 
the amount of elective contributions 
satisfies the nondiscrimination test of 
section 401(k) under paragraph (b)(1) of 
this section. See § 1.401(a)(4)– 
1(b)(2)(ii)(B). 

(B) Testing benefits, rights and fea-
tures. A plan that includes a qualified 
cash or deferred arrangement must sat-
isfy the requirements of section 
401(a)(4) with respect to benefits, rights 
and features in addition to the require-
ments regarding amounts described in 
paragraph (a)(4)(iv)(A) of this section. 
For example, the right to make each 
level of elective contributions under a 
cash or deferred arrangement and the 
right to make designated Roth con-
tributions are rights or features sub-
ject to the requirements of section 
401(a)(4). See § 1.401(a)(4)–4(e)(3)(i) and 
(iii)(D). Thus, for example, if all em-
ployees are eligible to make a stated 
level of elective contributions under a 
cash or deferred arrangement, but that 
level of contributions can only be made 
from compensation in excess of a stat-
ed amount, such as the Social Security 
taxable wage base, the arrangement 
will generally favor HCEs with respect 
to the availability of elective contribu-
tions and thus will generally not sat-
isfy the requirements of section 
401(a)(4). 

(C) Minimum coverage requirement. A 
qualified cash or deferred arrangement 
is treated as a separate plan that must 
satisfy the requirements of section 
410(b). See § 1.410(b)–7(c)(1) for special 
rules. The determination of whether a 
cash or deferred arrangement satisfies 
the requirements of section 410(b) must 
be made without regard to the modi-
fications to the disaggregation rules 

set forth in paragraph (b)(4)(v) of this 
section. See also § 1.401(a)(4)– 
11(g)(3)(vii)(A), relating to corrective 
amendments that may be made to sat-
isfy the minimum coverage require-
ments of section 410(b). 

(5) Rules applicable to nonqualified 
cash or deferred arrangements—(i) Defini-
tion of nonqualified cash or deferred ar-
rangement. A nonqualified cash or de-
ferred arrangement is a cash or de-
ferred arrangement that fails to satisfy 
one or more of the requirements in 
paragraph (b), (c), (d) or (e) of this sec-
tion. 

(ii) Treatment of elective contributions 
as nonelective contributions. Except as 
specifically provided otherwise, elec-
tive contributions under a nonqualified 
cash or deferred arrangement are treat-
ed as nonelective employer contribu-
tions. Thus, for example, the elective 
contributions under such an arrange-
ment are treated as nonelective em-
ployer contributions for purposes of 
sections 401(a) (including section 
401(a)(4)) and 401(k), 404, 409, 411, 412, 
415, 416, and 417 and are not subject to 
the requirements of section 401(m). 

(iii) Tax treatment of employees. Elec-
tive contributions under a nonqualified 
cash or deferred arrangement are in-
cludible in an employee’s gross income 
at the time the cash or other taxable 
amount that the employee would have 
received (but for the cash or deferred 
election) would have been includible in 
the employee’s gross income. See 
§ 1.402(a)–1(d)(1). 

(iv) Qualification of plan that includes 
a nonqualified cash or deferred arrange-
ment—(A) In general. A profit-sharing, 
stock bonus, pre-ERISA money pur-
chase pension, or rural cooperative 
plan does not fail to satisfy the re-
quirements of section 401(a) merely be-
cause the plan includes a nonqualified 
cash or deferred arrangement. In deter-
mining whether the plan satisfies the 
requirements of section 401(a)(4), the 
nondiscrimination tests of sections 
401(k), paragraph (b)(1) of this section, 
section 401(m)(2) and § 1.401(m)–1(b) 
may not be used. See §§ 1.401(a)(4)– 
1(b)(2)(ii)(B) and 1.410(b)–9 (definition of 
section 401(k) plan). 

(B) Application of section 401(a)(4) to 
certain plans. The amount of employer 
contributions under a nonqualified 
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cash or deferred arrangement is treated 
as satisfying section 401(a)(4) if the ar-
rangement is part of a collectively bar-
gained plan that automatically satis-
fies the requirements of section 410(b). 
See §§ 1.401(a)(4)–(c)(5) and 1.410(b)– 
2(b)(7). Additionally, the requirements 
of sections 401(a)(4) and 410(b) do not 
apply to a governmental plan (within 
the meaning of section 414(d)) main-
tained by a State or local government 
or political subdivision thereof (or 
agency or instrumentality thereof). See 
sections 401(a)(5) and 410(c)(1)(A). 

(v) Example. The following example 
illustrates the application of this para-
graph (a)(5): 

Example. (i) For the 2006 plan year, Em-
ployer A maintains a collectively bargained 
plan that includes a cash or deferred ar-
rangement. Employer contributions under 
the cash or deferred arrangement do not sat-
isfy the nondiscrimination test of section 
401(k) and paragraph (b) of this section. 

(ii) The arrangement is a nonqualified cash 
or deferred arrangement. The employer con-
tributions under the cash or deferred ar-
rangement are considered to be nondiscrim-
inatory under section 401(a)(4), and the elec-
tive contributions are generally treated as 
employer contributions under paragraph 
(a)(5)(ii) of this section. Under paragraph 
(a)(5)(iii) of this section and under § 1.402(a)– 
1(d)(1), however, the elective contributions 
are includible in each employee’s gross in-
come. 

(6) Rules applicable to cash or deferred 
arrangements of self-employed individ-
uals—(i) Application of general rules. 
Generally, a partnership or sole propri-
etorship is permitted to maintain a 
cash or deferred arrangement, and indi-
vidual partners or owners are per-
mitted to make cash or deferred elec-
tions with respect to compensation at-
tributable to services rendered to the 
entity, under the same rules that apply 
to other cash or deferred arrange-
ments. For example, any contributions 
made on behalf of an individual partner 
or owner pursuant to a cash or deferred 
arrangement of a partnership or sole 
proprietorship are elective contribu-
tions unless they are designated or 
treated as after-tax employee contribu-
tions. In the case of a partnership, a 
cash or deferred arrangement includes 
any arrangement that directly or indi-
rectly permits individual partners to 
vary the amount of contributions made 

on their behalf. Consistent with 
§ 1.402(a)–1(d), the elective contribu-
tions under such an arrangement are 
includible in income and are not de-
ductible under section 404(a) unless the 
arrangement is a qualified cash or de-
ferred arrangement (i.e., the require-
ments of section 401(k) and this section 
are satisfied). Also, even if the arrange-
ment is a qualified cash or deferred ar-
rangement, the elective contributions 
are includible in gross income and are 
not deductible under section 404(a) to 
the extent they exceed the applicable 
limit under section 402(g). See also 
§ 1.401(a)–30. 

(ii) Treatment of matching contribu-
tions made on behalf of self-employed in-
dividuals. Under section 402(g)(8), 
matching contributions made on behalf 
of a self-employed individual are not 
treated as elective contributions made 
pursuant to a cash or deferred election, 
without regard to whether such match-
ing contributions indirectly permit in-
dividual partners to vary the amount 
of contributions made on their behalf. 

(iii) Timing of self-employed individ-
ual’s cash or deferred election. For pur-
poses of paragraph (a)(3)(iv) of this sec-
tion, a partner’s compensation is 
deemed currently available on the last 
day of the partnership taxable year and 
a sole proprietor’s compensation is 
deemed currently available on the last 
day of the individual’s taxable year. 
Accordingly, a self-employed indi-
vidual may not make a cash or deferred 
election with respect to compensation 
for a partnership or sole proprietorship 
taxable year after the last day of that 
year. See § 1.401(k)–2(a)(4)(ii) for the 
rules regarding when these contribu-
tions are treated as allocated. 

(iv) Special rule for certain payments to 
self-employed individuals. For purposes 
of sections 401(k) and 401(m), the 
earned income of a self-employed indi-
vidual for a taxable year constitutes 
payment for services during that year. 
Thus, for example, if a partnership pro-
vides for cash advance payments dur-
ing the taxable year to be made to a 
partner based on the value of the part-
ner’s services prior to the date of pay-
ment (and which do not exceed a rea-
sonable estimate of the partner’s 
earned income for the taxable year), a 
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contribution of a portion of these pay-
ments to a profit sharing plan in ac-
cordance with an election to defer the 
portion of the advance payments does 
not fail to be made pursuant to a cash 
or deferred election within the mean-
ing of paragraph (a)(3)(iii) of this sec-
tion merely because the contribution is 
made before the amount of the part-
ner’s earned income is finally deter-
mined and reported. However, see 
§ 1.401(k)–2(a)(4)(ii) for rules on when 
earned income is treated as received. 

(b) Coverage and nondiscrimination re-
quirements—(1) In general. A cash or de-
ferred arrangement satisfies this para-
graph (b) for a plan year only if— 

(i) The group of eligible employees 
under the cash or deferred arrangement 
(including any employees taken into 
account for purposes of section 410(b) 
pursuant to § 1.401(a)(4)–11(g)(3)(vii)(A)) 
satisfies the requirements of section 
410(b) (including the average benefit 
percentage test, if applicable); and 

(ii) The cash or deferred arrangement 
satisfies— 

(A) The ADP test of section 401(k)(3) 
described in § 1.401(k)–2; 

(B) The ADP safe harbor provisions 
of section 401(k)(12) described in 
§ 1.401(k)–3; or 

(C) The ADP safe harbor provisions of 
section 401(k)(13) described in § 1.401(k)– 
3; or 

(D) The SIMPLE 401(k) provisions of 
section 401(k)(11) described in § 1.401(k)– 
4. 

(2) Automatic satisfaction by certain 
plans. Notwithstanding paragraph (b)(1) 
of this section, a governmental plan 
(within the meaning of section 414(d)) 
maintained by a State or local govern-
ment or political subdivision thereof 
(or agency or instrumentality thereof) 
shall be treated as meeting the require-
ments of this paragraph (b). 

(3) Anti-abuse provisions. This section 
and §§ 1.401(k)–2 through 1.401(k)–6 are 
designed to provide simple, practical 
rules that accommodate legitimate 
plan changes. At the same time, the 
rules are intended to be applied by em-
ployers in a manner that does not 
make use of changes in plan testing 
procedures or other plan provisions to 
inflate inappropriately the ADP for 
NHCEs (which is used as a benchmark 
for testing the ADP for HCEs) or to 

otherwise manipulate the non-
discrimination testing requirements of 
this paragraph (b). Further, this para-
graph (b) is part of the overall require-
ment that benefits or contributions not 
discriminate in favor of HCEs. There-
fore, a plan will not be treated as satis-
fying the requirements of this para-
graph (b) if there are repeated changes 
to plan testing procedures or plan pro-
visions that have the effect of dis-
torting the ADP so as to increase sig-
nificantly the permitted ADP for 
HCEs, or otherwise manipulate the 
nondiscrimination rules of this para-
graph, if a principal purpose of the 
changes was to achieve such a result. 

(4) Aggregation and restructuring—(i) 
In general. This paragraph (b)(4) con-
tains the exclusive rules for aggre-
gating and disaggregating plans and 
cash or deferred arrangements for pur-
poses of this section, and §§ 1.401(k)–2 
through 1.401(k)–6. 

(ii) Aggregation of cash or deferred ar-
rangements within a plan. Except as oth-
erwise specifically provided in this 
paragraph (b)(4), all cash or deferred 
arrangements included in a plan are 
treated as a single cash or deferred ar-
rangement and a plan must apply a sin-
gle test under paragraph (b)(1)(ii) of 
this section with respect to all such ar-
rangements within the plan. Thus, for 
example, if two groups of employees 
are eligible for separate cash or de-
ferred arrangements under the same 
plan, all contributions under both cash 
or deferred arrangements must be 
treated as made under a single cash or 
deferred arrangement subject to a sin-
gle test, even if they have significantly 
different features, such as different 
limits on elective contributions. 

(iii) Aggregation of plans—(A) In gen-
eral. For purposes of this section and 
§§ 1.401(k)–2 through 1.401(k)–6, the term 
plan means a plan within the meaning 
of § 1.410(b)–7(a) and (b), after applica-
tion of the mandatory disaggregation 
rules of § 1.410(b)–7(c), and the permis-
sive aggregation rules of § 1.410(b)–7(d), 
as modified by paragraph (b)(4)(v) of 
this section. Thus, for example, two 
plans (within the meaning of § 1.410(b)– 
7(b)) that are treated as a single plan 
pursuant to the permissive aggregation 
rules of § 1.410(b)–7(d) are treated as a 
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single plan for purposes of sections 
401(k) and (m). 

(B) Plans with inconsistent ADP testing 
methods. Pursuant to paragraph 
(b)(4)(ii) of this section, a single testing 
method must apply with respect to all 
cash or deferred arrangements under a 
plan. Thus, in applying the permissive 
aggregation rules of § 1.410(b)–7(d), an 
employer may not aggregate plans 
(within the meaning of § 1.410(b)–7(b)) 
that apply inconsistent testing meth-
ods. For example, a plan (within the 
meaning of § 1.410(b)–7(b)) that applies 
the current year testing method may 
not be aggregated with another plan 
that applies the prior year testing 
method. Similarly, an employer may 
not aggregate a plan (within the mean-
ing of § 1.410(b)–7(b)) using the ADP safe 
harbor provisions of section 401(k)(12) 
and another plan that is using the ADP 
test of section 401(k)(3). 

(iv) Disaggregation of plans and sepa-
rate testing—(A) In general. If a cash or 
deferred arrangement is included in a 
plan (within the meaning of § 1.410(b)– 
7(b)) that is mandatorily disaggregated 
under the rules of section 410(b) (as 
modified by this paragraph (b)(4)), the 
cash or deferred arrangement must be 
disaggregated in a consistent manner. 
For example, in the case of an em-
ployer that is treated as operating 
qualified separate lines of business 
under section 414(r), if the eligible em-
ployees under a cash or deferred ar-
rangement are in more than one quali-
fied separate line of business, only 
those employees within each qualified 
separate line of business may be taken 
into account in determining whether 
each disaggregated portion of the plan 
complies with the requirements of sec-
tion 401(k), unless the employer is ap-
plying the special rule for employer- 
wide plans in § 1.414(r)–1(c)(2)(ii) with 
respect to the plan. Similarly, if a cash 
or deferred arrangement under which 
employees are permitted to participate 
before they have completed the min-
imum age and service requirements of 
section 410(a)(1) applies section 
410(b)(4)(B) for determining whether 
the plan complies with section 
410(b)(1), then the arrangement must be 
treated as two separate arrangements, 
one comprising all eligible employees 
who have met the age and service re-

quirements of section 410(a)(1) and one 
comprising all eligible employees who 
have not met the age and service re-
quirements under section 410(a)(1), un-
less the plan is using the rule in 
§ 1.401(k)–2(a)(1)(iii)(A). 

(B) Restructuring prohibited. Restruc-
turing under § 1.401(a)(4)–9(c) may not 
be used to demonstrate compliance 
with the requirements of section 401(k). 
See § 1.401(a)(4)–9(c)(3)(ii). 

(v) Modifications to section 410(b) 
rules—(A) Certain disaggregation rules 
not applicable. The mandatory 
disaggregation rules relating to section 
401(k) plans and section 401(m) plans 
set forth in § 1.410(b)–7(c)(1) and ESOP 
and non-ESOP portions of a plan set 
forth in § 1.410(b)–7(c)(2) shall not apply 
for purposes of this section and 
§§ 1.401(k)–2 through 1.401(k)–6. Accord-
ingly, notwithstanding § 1.410(b)–7(d)(2), 
an ESOP and a non-ESOP which are 
different plans (within the meaning of 
section 414(l), as described in § 1.410(b)– 
7(b)) are permitted to be aggregated for 
these purposes. 

(B) Permissive aggregation of collective 
bargaining units. Notwithstanding the 
general rule under section 410(b) and 
§ 1.410(b)–7(c) that a plan that benefits 
employees who are included in a unit of 
employees covered by a collective bar-
gaining agreement and employees who 
are not included in the collective bar-
gaining unit is treated as comprising 
separate plans, an employer can treat 
two or more separate collective bar-
gaining units as a single collective bar-
gaining unit for purposes of this sec-
tion and §§ 1.401(k)–2 through 1.401(k)–6, 
provided that the combinations of 
units are determined on a basis that is 
reasonable and reasonably consistent 
from year to year. Thus, for example, if 
a plan benefits employees in three cat-
egories (e.g., employees included in col-
lective bargaining unit A, employees 
included in collective bargaining unit 
B, and employees who are not included 
in any collective bargaining unit), the 
plan can be treated as comprising three 
separate plans, each of which benefits 
only one category of employees. How-
ever, if collective bargaining units A 
and B are treated as a single collective 
bargaining unit, the plan will be treat-
ed as comprising only two separate 
plans, one benefiting all employees 
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who are included in a collective bar-
gaining unit and another benefiting all 
other employees. Similarly, if a plan 
benefits only employees who are in-
cluded in collective bargaining unit A 
and employees who are included in col-
lective bargaining unit B, the plan can 
be treated as comprising two separate 
plans. However, if collective bargaining 
units A and B are treated as a single 
collective bargaining unit, the plan 
will be treated as a single plan. An em-
ployee is treated as included in a unit 
of employees covered by a collective 
bargaining agreement if and only if the 
employee is a collectively bargained 
employee within the meaning of 
§ 1.410(b)–6(d)(2). 

(C) Multiemployer plans. Notwith-
standing § 1.410(b)–7(c)(4)(ii)(C), the por-
tion of the plan that is maintained pur-
suant to a collective bargaining agree-
ment (within the meaning of § 1.413– 
1(a)(2)) is treated as a single plan main-
tained by a single employer that em-
ploys all the employees benefiting 
under the same benefit computation 
formula and covered pursuant to that 
collective bargaining agreement. The 
rules of paragraph (b)(4)(v)(B) of this 
section (including the permissive ag-
gregation of collective bargaining 
units) apply to the resulting deemed 
single plan in the same manner as they 
would to a single employer plan, except 
that the plan administrator is sub-
stituted for the employer where appro-
priate and that appropriate fiduciary 
obligations are taken into account. 
The noncollectively bargained portion 
of the plan is treated as maintained by 
one or more employers, depending on 
whether the noncollectively bargaining 
unit employees who benefit under the 
plan are employed by one or more em-
ployers. 

(vi) Examples. The following examples 
illustrate the application of this para-
graph (b)(4): 

Example 1. (i) Employer A maintains Plan 
V, a profit-sharing plan that includes a cash 
or deferred arrangement in which all of the 
employees of Employer A are eligible to par-
ticipate. For purposes of applying section 
410(b), Employer A is treated as operating 
qualified separate lines of business under 
section 414(r) in accordance with § 1.414(r)– 
1(b). However, Employer A applies the spe-
cial rule for employer-wide plans in § 1.414(r)– 
1(c)(2)(ii) to the portion of its profit-sharing 

plan that consists of elective contributions 
under the cash or deferred arrangement (and 
to no other plans or portions of plans). 

(ii) Under these facts, the requirements of 
this section and §§ 1.401(k)–2 through 1.401(k)– 
6 must be applied on an employer-wide rath-
er than a qualified separate line of business 
basis. 

Example 2. (i) Employer B maintains Plan 
W, a profit-sharing plan that includes a cash 
or deferred arrangement in which all of the 
employees of Employer B are eligible to par-
ticipate. For purposes of applying section 
410(b), the plan treats the cash or deferred 
arrangement as two separate plans, one for 
the employees who have completed the min-
imum age and service eligibility conditions 
under section 410(a)(1) and the other for em-
ployees who have not completed the condi-
tions. The plan provides that it will satisfy 
the section 401(k) safe harbor requirement of 
§ 1.401(k)–3 with respect to the employees 
who have met the minimum age and service 
conditions and that it will meet the ADP 
test requirements of § 1.401(k)–2 with respect 
to the employees who have not met the min-
imum age and service conditions. 

(ii) Under these facts, the cash or deferred 
arrangement must be disaggregated on a 
consistent basis with the disaggregation of 
Plan W. Thus, the requirements of § 1.401(k)– 
2 must be applied by comparing the ADP for 
eligible HCEs who have not completed the 
minimum age and service conditions with 
the ADP for eligible NHCEs for the applica-
ble year who have not completed the min-
imum age and service conditions. 

Example 3. (i) Employer C maintains Plan 
X, a stock-bonus plan including an ESOP. 
The plan also includes a cash or deferred ar-
rangement for participants in the ESOP and 
non-ESOP portions of the plan. 

(ii) Pursuant to paragraph (b)(4)(v)(A) of 
this section the ESOP and non-ESOP por-
tions of the stock-bonus plan are a single 
cash or deferred arrangement for purposes of 
this section and §§ 1.401(k)–2 through 1.401(k)– 
6. However, as provided in paragraph 
(a)(4)(iv)(C) of this section, the ESOP and 
non-ESOP portions of the plan are still 
treated as separate plans for purposes of sat-
isfying the requirements of section 410(b). 

(c) Nonforfeitability requirements—(1) 
General rule. A cash or deferred ar-
rangement satisfies this paragraph (c) 
only if the amount attributable to an 
employee’s elective contributions are 
immediately nonforfeitable, within the 
meaning of paragraph (c)(2) of this sec-
tion, are disregarded for purposes of ap-
plying section 411(a)(2) to other con-
tributions or benefits, and the con-
tributions remain nonforfeitable even 
if the employee makes no additional 
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elective contributions under a cash or 
deferred arrangement. 

(2) Definition of immediately nonforfeit-
able. An amount is immediately non-
forfeitable if it is immediately non-
forfeitable within the meaning of sec-
tion 411, and would be nonforfeitable 
under the plan regardless of the age 
and service of the employee or whether 
the employee is employed on a specific 
date. An amount that is subject to for-
feitures or suspensions permitted by 
section 411(a)(3) does not satisfy the re-
quirements of this paragraph (c). 

(3) Example. The following example il-
lustrates the application of this para-
graph (c): 

Example. (i) Employees B and C are covered 
by Employer Y’s stock bonus plan, which in-
cludes a cash or deferred arrangement. All 
employees participating in the plan have a 
nonforfeitable right to a percentage of their 
account balance derived from all contribu-
tions (including elective contributions) as 
shown in the following table: 

Years of service Nonforfeitable 
percentage 

Less than 1 .............................................. 0 
1 ............................................................... 20 
2 ............................................................... 40 
3 ............................................................... 60 
4 ............................................................... 80 
5 or more ................................................. 100 

(ii) The cash or deferred arrangement does 
not satisfy paragraph (c) of this section be-
cause elective contributions are not imme-
diately nonforfeitable. Thus, the cash or de-
ferred arrangement is a nonqualified cash or 
deferred arrangement. 

(d) Distribution limitation—(1) General 
rule. A cash or deferred arrangement 
satisfies this paragraph (d) only if 
amounts attributable to elective con-
tributions may not be distributed be-
fore one of the following events, and 
any distributions so permitted also sat-
isfy the additional requirements of 
paragraphs (d)(2) through (5) of this 
section (to the extent applicable)— 

(i) The employee’s death, disability, 
or severance from employment; 

(ii) In the case of a profit-sharing, 
stock bonus or rural cooperative plan, 
the employee’s attainment of age 591⁄2, 
or the employee’s hardship; or 

(iii) The termination of the plan. 
(2) Rules applicable to distributions 

upon severance from employment. An em-
ployee has a severance from employ-

ment when the employee ceases to be 
an employee of the employer maintain-
ing the plan. An employee does not 
have a severance from employment if, 
in connection with a change of employ-
ment, the employee’s new employer 
maintains such plan with respect to 
the employee. For example, a new em-
ployer maintains a plan with respect to 
an employee by continuing or assum-
ing sponsorship of the plan or by ac-
cepting a transfer of plan assets and li-
abilities (within the meaning of section 
414(l)) with respect to the employee. 

(3) Rules applicable to hardship dis-
tributions—(i) Distribution must be on ac-
count of hardship. A distribution is 
treated as made after an employee’s 
hardship for purposes of paragraph 
(d)(1)(ii) of this section if and only if it 
is made on account of the hardship. 
For purposes of this rule, a distribution 
is made on account of hardship only if 
the distribution both is made on ac-
count of an immediate and heavy fi-
nancial need of the employee and is 
necessary to satisfy the financial need. 
The determination of the existence of 
an immediate and heavy financial need 
and of the amount necessary to meet 
the need must be made in accordance 
with nondiscriminatory and objective 
standards set forth in the plan. 

(ii) Limit on maximum distributable 
amount—(A) General rule. A distribu-
tion on account of hardship must be 
limited to the maximum distributable 
amount. The maximum distributable 
amount is equal to the employee’s 
total elective contributions as of the 
date of distribution, reduced by the 
amount of previous distributions of 
elective contributions. Thus, the max-
imum distributable amount does not 
include earnings, QNECs or QMACs, 
unless grandfathered under paragraph 
(d)(3)(ii)(B) of this section. 

(B) Grandfathered amounts. If the plan 
so provides, the maximum distribut-
able amount may be increased for 
amounts credited to the employee’s ac-
count as of a date specified in the plan 
that is no later than December 31, 1988, 
or if later, the end of the last plan year 
ending before July 1, 1989 (or in the 
case of a collectively bargained plan, 
the earlier of— 

(1) The later of January 1, 1989, or the 
date on which the last of the collective 
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bargaining agreements in effect on 
March 1, 1986 terminates (determined 
without regard to any extension there-
of after February 28, 1986); or 

(2) January 1, 1991 and consisting of— 
(i) Income allocable to elective con-

tributions; 
(ii) Qualified nonelective contribu-

tions and allocable income; and 
(iii) Qualified matching contributions 

and allocable income. 
(iii) Immediate and heavy financial 

need—(A) In general. Whether an em-
ployee has an immediate and heavy fi-
nancial need is to be determined based 
on all the relevant facts and cir-
cumstances. Generally, for example, 
the need to pay the funeral expenses of 
a family member would constitute an 
immediate and heavy financial need. A 
distribution made to an employee for 
the purchase of a boat or television 
would generally not constitute a dis-
tribution made on account of an imme-
diate and heavy financial need. A fi-
nancial need may be immediate and 
heavy even if it was reasonably foresee-
able or voluntarily incurred by the em-
ployee. 

(B) Deemed immediate and heavy finan-
cial need. A distribution is deemed to 
be on account of an immediate and 
heavy financial need of the employee if 
the distribution is for— 

(1) Expenses for (or necessary to ob-
tain) medical care that would be de-
ductible under section 213(d) (deter-
mined without regard to whether the 
expenses exceed 7.5% of adjusted gross 
income); 

(2) Costs directly related to the pur-
chase of a principal residence for the 
employee (excluding mortgage pay-
ments); 

(3) Payment of tuition, related edu-
cational fees, and room and board ex-
penses, for up to the next 12 months of 
post-secondary education for the em-
ployee, or the employee’s spouse, chil-
dren, or dependents (as defined in sec-
tion 152, and, for taxable years begin-
ning on or after January 1, 2005, with-
out regard to section 152(b)(1), (b)(2) 
and (d)(1)(B)); 

(4) Payments necessary to prevent 
the eviction of the employee from the 
employee’s principal residence or fore-
closure on the mortgage on that resi-
dence; 

(5) Payments for burial or funeral ex-
penses for the employee’s deceased par-
ent, spouse, children or dependents (as 
defined in section 152, and, for taxable 
years beginning on or after January 1, 
2005, without regard to section 
152(d)(1)(B)); or 

(6) Expenses for the repair of damage 
to the employee’s principal residence 
that would qualify for the casualty de-
duction under section 165 (determined 
without regard to whether the loss ex-
ceeds 10% of adjusted gross income). 

(iv) Distribution necessary to satisfy fi-
nancial need—(A) Distribution may not 
exceed amount of need. A distribution is 
treated as necessary to satisfy an im-
mediate and heavy financial need of an 
employee only to the extent the 
amount of the distribution is not in ex-
cess of the amount required to satisfy 
the financial need. For this purpose, 
the amount required to satisfy the fi-
nancial need may include any amounts 
necessary to pay any federal, state, or 
local income taxes or penalties reason-
ably anticipated to result from the dis-
tribution. 

(B) No alternative means available. A 
distribution is not treated as necessary 
to satisfy an immediate and heavy fi-
nancial need of an employee to the ex-
tent the need may be relieved from 
other resources that are reasonably 
available to the employee. This deter-
mination generally is to be made on 
the basis of all the relevant facts and 
circumstances. For purposes of this 
paragraph (d)(3)(iv), the employee’s re-
sources are deemed to include those as-
sets of the employee’s spouse and 
minor children that are reasonably 
available to the employee. Thus, for 
example, a vacation home owned by 
the employee and the employee’s 
spouse, whether as community prop-
erty, joint tenants, tenants by the en-
tirety, or tenants in common, gen-
erally will be deemed a resource of the 
employee. However, property held for 
the employee’s child under an irrev-
ocable trust or under the Uniform Gifts 
to Minors Act (or comparable State 
law) is not treated as a resource of the 
employee. 

(C) Employer reliance on employee rep-
resentation. For purposes of paragraph 
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(d)(3)(iv)(B) of this section, an imme-
diate and heavy financial need gen-
erally may be treated as not capable of 
being relieved from other resources 
that are reasonably available to the 
employee, if the employer relies upon 
the employee’s representation (made in 
writing or such other form as may be 
prescribed by the Commissioner), un-
less the employer has actual knowledge 
to the contrary, that the need cannot 
reasonably be relieved— 

(1) Through reimbursement or com-
pensation by insurance or otherwise; 

(2) By liquidation of the employee’s 
assets; 

(3) By cessation of elective contribu-
tions or employee contributions under 
the plan; 

(4) By other currently available dis-
tributions (including distribution of 
ESOP dividends under section 404(k)) 
and nontaxable (at the time of the 
loan) loans, under plans maintained by 
the employer or by any other em-
ployer; or 

(5) By borrowing from commercial 
sources on reasonable commercial 
terms in an amount sufficient to sat-
isfy the need. 

(D) Employee need not take counter-
productive actions. For purposes of this 
paragraph (d)(3)(iv), a need cannot rea-
sonably be relieved by one of the ac-
tions described in paragraph 
(d)(3)(iv)(C) of this section if the effect 
would be to increase the amount of the 
need. For example, the need for funds 
to purchase a principal residence can-
not reasonably be relieved by a plan 
loan if the loan would disqualify the 
employee from obtaining other nec-
essary financing. 

(E) Distribution deemed necessary to 
satisfy immediate and heavy financial 
need. A distribution is deemed nec-
essary to satisfy an immediate and 
heavy financial need of an employee if 
each of the following requirements are 
satisfied— 

(1) The employee has obtained all 
other currently available distributions 
(including distribution of ESOP divi-
dends under section 404(k), but not 
hardship distributions) and nontaxable 
(at the time of the loan) loans, under 
the plan and all other plans maintained 
by the employer; and 

(2) The employee is prohibited, under 
the terms of the plan or an otherwise 
legally enforceable agreement, from 
making elective contributions and em-
ployee contributions to the plan and 
all other plans maintained by the em-
ployer for at least 6 months after re-
ceipt of the hardship distribution. 

(F) Definition of other plans. For pur-
poses of paragraph (d)(3)(iv)(C)(4) and 
(E)(1) of this section, the phrase plans 
maintained by the employer means all 
qualified and nonqualified plans of de-
ferred compensation maintained by the 
employer, including a cash or deferred 
arrangement that is part of a cafeteria 
plan within the meaning of section 125. 
However, it does not include the man-
datory employee contribution portion 
of a defined benefit plan or a health or 
welfare benefit plan (including one 
that is part of a cafeteria plan). In ad-
dition, for purposes of paragraph 
(d)(3)(iv)(E)(2) of this section, the 
phrase plans maintained by the employer 
also includes a stock option, stock pur-
chase, or similar plan maintained by 
the employer. See § 1.401(k)–6 for the 
continued treatment of suspended em-
ployees as eligible employees. 

(v) Commissioner may expand stand-
ards. The Commissioner may prescribe 
additional guidance of general applica-
bility, published in the Internal Rev-
enue Bulletin (see § 601.601(d)(2) of this 
chapter), expanding the list of deemed 
immediate and heavy financial needs 
and prescribing additional methods for 
distributions to be deemed necessary to 
satisfy an immediate and heavy finan-
cial need. 

(4) Rules applicable to distributions 
upon plan termination—(i) No alternative 
defined contribution plan. A distribution 
may not be made under paragraph 
(d)(1)(iii) of this section if the employer 
establishes or maintains an alternative 
defined contribution plan. For purposes 
of the preceding sentence, the defini-
tion of the term ‘‘employer’’ contained 
in § 1.401(k)–6 is applied as of the date 
of plan termination, and a plan is an 
alternative defined contribution plan 
only if it is a defined contribution plan 
that exists at any time during the pe-
riod beginning on the date of plan ter-
mination and ending 12 months after 
distribution of all assets from the ter-
minated plan. However, if at all times 
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during the 24-month period beginning 
12 months before the date of plan ter-
mination, fewer than 2% of the employ-
ees who were eligible under the defined 
contribution plan that includes the 
cash or deferred arrangement as of the 
date of plan termination are eligible 
under the other defined contribution 
plan, the other plan is not an alter-
native defined contribution plan. In ad-
dition, a defined contribution plan is 
not treated as an alternative defined 
contribution plan if it is an employee 
stock ownership plan as defined in sec-
tion 4975(e)(7) or 409(a), a simplified 
employee pension as defined in section 
408(k), a SIMPLE IRA plan as defined 
in section 408(p), a plan or contract 
that satisfies the requirements of sec-
tion 403(b), or a plan that is described 
in section 457(b) or (f). 

(ii) Lump sum requirement for certain 
distributions. A distribution may be 
made under paragraph (d)(1)(iii) of this 
section only if it is a lump sum dis-
tribution. The term lump sum distribu-
tion has the meaning provided in sec-
tion 402(e)(4)(D) (without regard to sec-
tion 402(e)(4)(D)(i)(I), (II), (III) and 
(IV)). In addition, a lump sum distribu-
tion includes a distribution of an annu-
ity contract from a trust that is part of 
a plan described in section 401(a) and 
which is exempt from tax under section 
501(a) or an annuity plan described in 
403(a). 

(5) Rules applicable to all distribu-
tions—(i) Exclusive distribution rules. 
Amounts attributable to elective con-
tributions may not be distributed on 
account of any event not described in 
this paragraph (d), such as completion 
of a stated period of plan participation 
or the lapse of a fixed number of years. 
For example, if excess deferrals (and 
income) for an employee’s taxable year 
are not distributed within the time 
prescribed in § 1.402(g)–1(e)(2) or (3), the 
amounts may be distributed only on 
account of an event described in this 
paragraph (d). Pursuant to section 
401(k)(8), the prohibition on distribu-
tions set forth in this section does not 
apply to a distribution of excess con-
tributions under § 1.401(k)–2(b). 

(ii) Deemed distributions. The cost of 
life insurance (determined under sec-
tion 72) is not treated as a distribution 
for purposes of section 401(k)(2) and 

this paragraph (d). The making of a 
loan is not treated as a distribution, 
even if the loan is secured by the em-
ployee’s accrued benefit attributable to 
elective contributions or is includible 
in the employee’s income under section 
72(p). However, the reduction, by rea-
son of default on a loan, of an employ-
ee’s accrued benefit derived from elec-
tive contributions is treated as a dis-
tribution. 

(iii) ESOP dividend distributions. A 
plan does not fail to satisfy the re-
quirements of this paragraph (d) mere-
ly by reason of a dividend distribution 
described in section 404(k)(2). 

(iv) Limitations apply after transfer. 
The limitations of this paragraph (d) 
generally continue to apply to amounts 
attributable to elective contributions 
(including QNECs and qualified match-
ing contributions taken into account 
for the ADP test under § 1.401(k)–2(a)(6)) 
that are transferred to another quali-
fied plan of the same or another em-
ployer. Thus, the transferee plan will 
generally fail to satisfy the require-
ments of section 401(a) and this section 
if transferred amounts may be distrib-
uted before the times specified in this 
paragraph (d). In addition, a cash or de-
ferred arrangement fails to satisfy the 
limitations of this paragraph (d) if it 
transfers amounts to a plan that does 
not provide that the transferred 
amounts may not be distributed before 
the times specified in this paragraph 
(d). The transferor plan does not fail to 
comply with the preceding sentence if 
it reasonably concludes that the trans-
feree plan provides that the transferred 
amounts may not be distributed before 
the times specified in this paragraph 
(d). What constitutes a basis for a rea-
sonable conclusion is determined under 
standards comparable to those under 
the rules related to acceptance of roll-
over distributions. See § 1.401(a)(31)–1, 
A–14. The limitations of this paragraph 
(d) cease to apply after the transfer, 
however, if the amounts could have 
been distributed at the time of the 
transfer (other than on account of 
hardship), and the transfer is an elec-
tive transfer described in § 1.411(d)–4, 
Q&A–3(b)(1). The limitations of this 
paragraph (d) also do not apply to 
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amounts that have been paid in a di-
rect rollover to the plan after being 
distributed by another plan. 

(6) Examples. The following examples 
illustrate the application of this para-
graph (d): 

Example 1. Employer M maintains Plan V, 
a profit-sharing plan that includes a cash or 
deferred arrangement. Elective contribu-
tions under the arrangement may be with-
drawn for any reason after two years fol-
lowing the end of the plan year in which the 
contributions were made. Because the plan 
permits distributions of elective contribu-
tions before the occurrence of one of the 
events specified in section 401(k)(2)(B) and 
this paragraph (d), the cash or deferred ar-
rangement is a nonqualified cash or deferred 
arrangement and the elective contributions 
are currently includible in income under sec-
tion 402. 

Example 2. (i) Employer N maintains Plan 
W, a profit-sharing plan that includes a cash 
or deferred arrangement. Plan W provides for 
distributions upon a participant’s severance 
from employment, death or disability. All 
employees of Employer N and its wholly 
owned subsidiary, Employer O, are eligible 
to participate in Plan W. Employer N agrees 
to sell all issued and outstanding shares of 
Employer O to an unrelated entity, Em-
ployer T, effective on December 31, 2006. Fol-
lowing the transaction, Employer O will be a 
wholly owned subsidiary of Employer T. Ad-
ditionally, individuals who are employed by 
Employer O on the effective date of the sale 
continue to be employed by Employer O fol-
lowing the sale. Following the transaction, 
all employees of Employer O will cease to 
participate in Plan W and will become eligi-
ble to participate in the cash or deferred ar-
rangement maintained by Employer T, Plan 
X. No assets will be transferred from Plan W 
to Plan X, except in the case of a direct roll-
over within the meaning of section 401(a)(31). 

(ii) Employer O ceases to be a member of 
Employer N’s controlled group as a result of 
the sale. Therefore, employees of Employer 
O who participated in Plan W will have a 
severance from employment and are eligible 
to receive a distribution from Plan W. 

Example 3. (i) Employer Q maintains Plan 
Y, a profit-sharing plan that includes a cash 
or deferred arrangement. Plan Y, the only 
plan maintained by Employer Q, does not 
provide for loans. However, Plan Y provides 
that elective contributions under the ar-
rangement may be distributed to an eligible 
employee on account of hardship using the 
deemed immediate and heavy financial need 
provisions of paragraph (d)(3)(iii)(B) of this 
section and provisions regarding distribu-
tions necessary to satisfy financial need of 
paragraphs (d)(3)(iv)(A) through (D) of this 
section. Employee A is an eligible employee 

in Plan Y with an account balance of $50,000 
attributable to elective contributions made 
by Employee A. The total amount of elective 
contributions made by Employee A, who has 
not previously received a distribution from 
Plan Y, is $20,000. Employee A requests a 
$15,000 hardship distribution of his elective 
contributions to pay 6 months of college tui-
tion and room and board expenses for his de-
pendent. At the time of the distribution re-
quest, the sole asset of Employee A (that is 
reasonably available to Employee A within 
the meaning of paragraph (d)(3)(iv)(B) of this 
section) is a savings account with an avail-
able balance of $10,000. 

(ii) A distribution is made on account of 
hardship only if the distribution both is 
made on account of an immediate and heavy 
financial need of the employee and is nec-
essary to satisfy the financial need. Under 
paragraph (d)(3)(iii)(B) of this section, a dis-
tribution for payment of up to the next 12 
months of post-secondary education and 
room and board expenses for Employee A’s 
dependent is deemed to be on account of an 
immediate and heavy financial need of Em-
ployee A. 

(iii) A distribution is treated as necessary 
to satisfy Employee A’s immediate and 
heavy financial need to the extent the need 
may not be relieved from other resources 
reasonably available to Employee A. Under 
paragraph (d)(3)(iv)(B) of this section, Em-
ployee A’s $10,000 savings account is a re-
source that is reasonably available to the 
employee and must be taken into account in 
determining the amount necessary to satisfy 
Employee A’s immediate and heavy financial 
need. Thus, Employee A may receive a dis-
tribution of only $5,000 of his elective con-
tributions on account of this hardship, plus 
an amount necessary to pay any federal, 
state, or local income taxes or penalties rea-
sonably anticipated to result from the dis-
tribution. 

Example 4. (i) The facts are the same as in 
Example 3. Employee B, another employee of 
Employer Q has an account balance of 
$25,000, attributable to Employee B’s elective 
contributions. The total amount of elective 
contributions made by Employee B, who has 
not previously received a distribution from 
Plan Y, is $15,000. Employee B requests a 
$10,000 distribution of his elective contribu-
tions to pay 6 months of college tuition and 
room and board expenses for his child. Em-
ployee B makes a written representation 
(with respect to which Employer Q has no 
actual knowledge to the contrary) that the 
need cannot reasonably be relieved: 

(A) Through reimbursement or compensa-
tion by insurance or otherwise; 

(B) By liquidation of the employee’s assets; 
(C) By cessation of elective contributions 

or employee contributions under the plan; 
(D) By other distributions or nontaxable 

(at the time of the loan) loans from plans 
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maintained by the employer or by any other 
employer; or 

(E) By borrowing from commercial sources 
on reasonable commercial terms in an 
amount sufficient to satisfy the need. 

(ii) Under paragraph (d)(3)(iii)(B) of this 
section, a distribution for payment of up to 
the next 12 months of post-secondary edu-
cation and room and board expenses for Em-
ployee B’s child is deemed to be on account 
of an Employee B’s immediate and heavy fi-
nancial need. In addition, because Employer 
Q can rely on Employee B’s written represen-
tation, the distribution is considered nec-
essary to satisfy Employee B’s immediate 
and heavy financial need. Therefore, Em-
ployee B may receive a $10,000 distribution of 
his elective contributions on account of 
hardship plus an amount necessary to pay 
any federal, state, or local income taxes or 
penalties reasonably anticipated to result 
from the distribution. 

Example 5. (i) The facts are the same as in 
Example 3, except Plan Y provides for hard-
ship distributions using the safe harbor rule 
of paragraph (d)(3)(iv)(E) of this section. Ac-
cordingly, Plan Y provides for a 6 month sus-
pension of an eligible employee’s elective 
contributions and employee contributions to 
the plan after the receipt of a hardship dis-
tribution by such eligible employee. 

(ii) Under paragraph (d)(3)(iii)(B) of this 
section, a distribution for payment of up to 
the next 12 months of post-secondary edu-
cation and room and board expenses for Em-
ployee A’s dependent is deemed to be on ac-
count of an Employee A’s immediate and 
heavy financial need. In addition, because 
Employee A is not eligible for any other dis-
tribution or loan from Plan Y and Plan Y 
suspends Employee A’s elective contribu-
tions and employee contributions following 
receipt of the hardship distribution, the dis-
tribution will be deemed necessary to satisfy 
Employee A’s immediate and heavy financial 
need (and Employee A is not required to first 
liquidate his savings account). Therefore, 
Employee A may receive a $15,000 distribu-
tion of his elective contributions on account 
of hardship plus an amount necessary to pay 
any federal, state, or local income taxes or 
penalties reasonably anticipated to result 
from the distribution. 

Example 6. Employer R maintains a pre- 
ERISA money purchase pension plan that in-
cludes a cash or deferred arrangement that is 
not a rural cooperative plan. Elective con-
tributions under the arrangement may be 
distributed to an employee on account of 
hardship. Under paragraph (d)(1) of this sec-
tion, hardship is a permissible distribution 
event only in a profit-sharing, stock bonus 
or rural cooperative plan. Since elective con-
tributions under the arrangement may be 
distributed before a permissible distribution 
event occurs, the cash or deferred arrange-
ment does not satisfy this paragraph (d), and 

is not a qualified cash or deferred arrange-
ment. Moreover, the plan is not a qualified 
plan because a money purchase pension plan 
may not provide for payment of benefits 
upon hardship. See § 1.401–1(b)(1)(i). 

(e) Additional requirements for qualified 
cash or deferred arrangements—(1) Quali-
fied plan requirement. A cash or deferred 
arrangement satisfies this paragraph 
(e) only if the plan of which it is a part 
is a profit-sharing, stock bonus, pre- 
ERISA money purchase or rural coop-
erative plan that otherwise satisfies 
the requirements of section 401(a) (tak-
ing into account the cash or deferred 
arrangement). A plan that includes a 
cash or deferred arrangement may pro-
vide for other contributions, including 
employer contributions (other than 
elective contributions), employee con-
tributions, or both. However, except as 
expressly permitted under section 
401(m), 410(b)(2)(A)(ii) or 416(c)(2)(A), 
elective contributions and matching 
contributions taken into account under 
§ 1.401(k)–2(a) may not be taken into ac-
count for purposes of determining 
whether any other contributions under 
any plan (including the plan to which 
the contributions are made) satisfy the 
requirements of section 401(a). 

(2) Election requirements—(i) Cash must 
be available. A cash or deferred arrange-
ment satisfies this paragraph (e) only if 
the arrangement provides that the 
amount that each eligible employee 
may defer as an elective contribution 
is available to the employee in cash. 
Thus, for example, if an eligible em-
ployee is provided the option to receive 
a taxable benefit (other than cash) or 
to have the employer contribute on the 
employee’s behalf to a profit-sharing 
plan an amount equal to the value of 
the taxable benefit, the arrangement is 
not a qualified cash or deferred ar-
rangement. Similarly, if an employee 
has the option to receive a specified 
amount in cash or to have the em-
ployer contribute an amount in excess 
of the specified cash amount to a prof-
it-sharing plan on the employee’s be-
half, any contribution made by the em-
ployer on the employee’s behalf in ex-
cess of the specified cash amount is not 
treated as made pursuant to a qualified 
cash or deferred arrangement, but 
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would be treated as a matching con-
tribution. This cash availability re-
quirement applies even if the cash or 
deferred arrangement is part of a cafe-
teria plan within the meaning of sec-
tion 125. 

(ii) Frequency of elections. A cash or 
deferred arrangement satisfies this 
paragraph (e) only if the arrangement 
provides an employee with an effective 
opportunity to make (or change) a cash 
or deferred election at least once dur-
ing each plan year. Whether an em-
ployee has an effective opportunity is 
determined based on all the relevant 
facts and circumstances, including the 
adequacy of notice of the availability 
of the election, the period of time dur-
ing which an election may be made, 
and any other conditions on elections. 

(3) Separate accounting requirement— 
(i) General rule. A cash or deferred ar-
rangement satisfies this paragraph (e) 
only if the portion of an employee’s 
benefit subject to the requirements of 
paragraphs (c) and (d) of this section is 
determined by an acceptable separate 
accounting between that portion and 
any other benefits. Separate account-
ing is not acceptable unless contribu-
tions and withdrawals are attributed to 
the separate accounts and gains, losses, 
and other credits or charges are sepa-
rately allocated on a reasonable and 
consistent basis to the accounts sub-
ject to the requirements of paragraphs 
(c) and (d) of this section and to other 
accounts. Subject to section 401(a)(4), 
forfeitures are not required to be allo-
cated to the accounts in which benefits 
are subject to paragraphs (c) and (d) of 
this section. The separate accounting 
requirement of this paragraph (e)(3)(i) 
applies at the time the elective con-
tribution is contributed to the plan and 
continues to apply until the contribu-
tion is distributed under the plan. 

(ii) Satisfaction of separate accounting 
requirement. The requirements of para-
graph (e)(3)(i) of this section are treat-
ed as satisfied if all amounts held 
under a plan that includes a qualified 
cash or deferred arrangement (and, if 
applicable, under another plan to 
which QNECs and QMACs are made) 
are subject to the requirements of 
paragraphs (c) and (d) of this section. 

(4) Limitations on cash or deferred ar-
rangements of state and local govern-

ments—(i) General rule. A cash or de-
ferred arrangement does not satisfy the 
requirements of this paragraph (e) if 
the arrangement is adopted after May 
6, 1986, by a State or local government 
or political subdivision thereof, or any 
agency or instrumentality thereof (a 
governmental unit). For purposes of 
this paragraph (e)(4), an employer that 
has made a legally binding commit-
ment to adopt a cash or deferred ar-
rangement is treated as having adopted 
the arrangement on that date. 

(ii) Rural cooperative plans and Indian 
tribal governments. This paragraph (e)(4) 
does not apply to a rural cooperative 
plan or to a plan of an employer which 
is an Indian tribal government (as de-
fined in section 7701(a)(40)), a subdivi-
sion of an Indian tribal government 
(determined in accordance with section 
7871(d)), an agency or instrumentality 
of an Indian tribal government or sub-
division thereof, or a corporation char-
tered under Federal, State or tribal law 
which is owned in whole or in part by 
any of the entities in this paragraph 
(e)(4)(ii). 

(iii) Adoption after May 6, 1986. A cash 
or deferred arrangement is treated as 
adopted after May 6, 1986, with respect 
to all employees of any employer that 
adopts the arrangement after such 
date. 

(iv) Adoption before May 7, 1986. If a 
governmental unit adopted a cash or 
deferred arrangement before May 7, 
1986, then any cash or deferred arrange-
ment adopted by the unit at any time 
is treated as adopted before that date. 
If an employer adopted an arrangement 
prior to such date, all employees of the 
employer may participate in the ar-
rangement. 

(5) One-year eligibility requirement. A 
cash or deferred arrangement satisfies 
this paragraph (e) only if no employee 
is required to complete a period of 
service with the employer maintaining 
the plan extending beyond the period 
permitted under section 410(a)(1) (de-
termined without regard to section 
410(a)(1)(B)(i)) to be eligible to make a 
cash or deferred election under the ar-
rangement. 

(6) Other benefits not contingent upon 
elective contributions—(i) General rule. A 
cash or deferred arrangement satisfies 
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this paragraph (e) only if no other ben-
efit is conditioned (directly or indi-
rectly) upon the employee’s electing to 
make or not to make elective contribu-
tions under the arrangement. The pre-
ceding sentence does not apply to— 

(A) Any matching contribution (as 
defined in § 1.401(m)–1(a)(2)) made by 
reason of such an election; 

(B) Any benefit, right or feature 
(such as a plan loan) that requires, or 
results in, an amount to be withheld 
from an employee’s pay (e.g. to pay for 
the benefit or to repay the loan), to the 
extent the cash or deferred arrange-
ment restricts elective contributions 
to amounts available after such with-
holding from the employee’s pay (after 
deduction of all applicable income and 
employment taxes); 

(C) Any reduction in the employer’s 
top-heavy contributions under section 
416(c)(2) because of matching contribu-
tions that resulted from the elective 
contributions; or 

(D) Any benefit that is provided at 
the employee’s election under a plan 
described in section 125(d) in lieu of an 
elective contribution under a qualified 
cash or deferred arrangement. 

(ii) Definition of other benefits. For 
purposes of this paragraph (e)(6), other 
benefits include, but are not limited to, 
benefits under a defined benefit plan; 
nonelective contributions under a de-
fined contribution plan; the avail-
ability, cost, or amount of health bene-
fits; vacations or vacation pay; life in-
surance; dental plans; legal services 
plans; loans (including plan loans); fi-
nancial planning services; subsidized 
retirement benefits; stock options; 
property subject to section 83; and de-
pendent care assistance. Also, in-
creases in salary, bonuses or other cash 
remuneration (other than the amount 
that would be contributed under the 
cash or deferred election) are benefits 
for purposes of this paragraph (e)(6). 
The ability to make after-tax employee 
contributions is a benefit, but that 
benefit is not contingent upon an em-
ployee’s electing to make or not make 
elective contributions under the ar-
rangement merely because the amount 
of elective contributions reduces dol-
lar-for-dollar the amount of after-tax 
employee contributions that may be 
made. Additionally, benefits under any 

other plan or arrangement (whether or 
not qualified) are not contingent upon 
an employee’s electing to make or not 
to make elective contributions under a 
cash or deferred arrangement merely 
because the elective contributions are 
or are not taken into account as com-
pensation under the other plan or ar-
rangement for purposes of determining 
benefits. 

(iii) Effect of certain statutory limits. 
Any benefit under an excess benefit 
plan described in section 3(36) of the 
Employee Retirement Income Security 
Act of 1974 (88 Stat. 829), Public Law 93– 
406, that is dependent on the employ-
ee’s electing to make or not to make 
elective contributions is not treated as 
contingent. Deferred compensation 
under a nonqualified plan of deferred 
compensation that is dependent on an 
employee’s having made the maximum 
elective deferrals under section 402(g) 
or the maximum elective contributions 
permitted under the terms of the plan 
also is not treated as contingent. 

(iv) Nonqualified deferred compensa-
tion. Except as otherwise provided in 
paragraph (e)(6)(iii) of this section, par-
ticipation in a nonqualified deferred 
compensation plan is treated as contin-
gent for purposes of this paragraph 
(e)(6) to the extent that an employee 
may receive additional deferred com-
pensation under the nonqualified plan 
to the extent the employee makes or 
does not make elective contributions. 

(v) Plan loans and distributions. A loan 
or distribution of elective contribu-
tions is not a benefit conditioned on an 
employee’s electing to make or not 
make elective contributions under the 
arrangement merely because the 
amount of the loan or distribution is 
based on the amount of the employee’s 
account balance. 

(vi) Examples. The following examples 
illustrate the application of this para-
graph (e)(6): 

Example 1. Employer T maintains a cash or 
deferred arrangement for all of its employ-
ees. Employer T also maintains a non-
qualified deferred compensation plan for two 
highly paid executives, Employees R and C. 
Under the terms of the nonqualified deferred 
compensation plan, R and C are eligible to 
participate only if they do not make elective 
contributions under the cash or deferred ar-
rangement. Participation in the nonqualified 
plan is a contingent benefit for purposes of 
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this paragraph (e)(6), because R’s and C’s 
participation is conditioned on their electing 
not to make elective contributions under the 
cash or deferred arrangement. 

Example 2. Employer T maintains a cash or 
deferred arrangement for all its employees. 
Employer T also maintains a nonqualified 
deferred compensation plan for two highly 
paid executives, Employees R and C. Under 
the terms of the arrangements, Employees R 
and C may defer a maximum of 10% of their 
compensation, and may allocate their defer-
ral between the cash or deferred arrange-
ment and the nonqualified deferred com-
pensation plan in any way they choose (sub-
ject to the overall 10% maximum). Because 
the maximum deferral available under the 
nonqualified deferred compensation plan de-
pends on the elective deferrals made under 
the cash or deferred arrangement, the right 
to participate in the nonqualified plan is a 
contingent benefit for purposes of this para-
graph (e)(6). 

(7) Plan provision requirement. A plan 
that includes a cash or deferred ar-
rangement satisfies this paragraph (e) 
only if it provides that the non-
discrimination requirements of section 
401(k) will be met. Thus, the plan must 
provide for satisfaction of one of the 
specific alternatives described in para-
graph (b)(1)(ii) of this section and, if 
with respect to that alternative there 
are optional choices, which of the op-
tional choices will apply. For example, 
a plan that uses the ADP test of sec-
tion 401(k)(3), as described in paragraph 
(b)(1)(ii)(A) of this section, must speci-
fy whether it is using the current year 
testing method or prior year testing 
method. Additionally, a plan that uses 
the prior year testing method must 
specify whether the ADP for eligible 
NHCEs for the first plan year is 3% or 
the ADP for the eligible NHCEs for the 
first plan year. Similarly, a plan that 
uses the safe harbor method of section 
401(k)(12), as described in paragraph 
(b)(1)(ii)(B) of this section, must speci-
fy whether the safe harbor contribu-
tion will be the nonelective safe harbor 
contribution or the matching safe har-
bor contribution and is not permitted 
to provide that ADP testing will be 
used if the requirements for the safe 
harbor are not satisfied. In addition, a 
plan that uses the safe harbor method 
of section 401(k)(13), as described in 
paragraph (b)(1)(ii)(C) of this section, 
must specify the default percentages 
that apply for the plan year and wheth-

er the safe harbor contribution will be 
the nonelective safe harbor contribu-
tion or the matching safe harbor con-
tribution, and is not permitted to pro-
vide that ADP testing will be used if 
the requirements for the safe harbor 
are not satisfied. For purposes of this 
paragraph (e)(7), a plan may incor-
porate by reference the provisions of 
section 401(k)(3) and § 1.401(k)–2 if that 
is the nondiscrimination test being ap-
plied. The Commissioner may, in guid-
ance of general applicability, published 
in the Internal Revenue Bulletin (see 
§ 601.601(d)(2) of this chapter), specify 
the options that will apply under the 
plan if the nondiscrimination test is in-
corporated by reference in accordance 
with the preceding sentence. 

(8) Section 415 compensation required. 
With respect to compensation that is 
paid (or would have been paid but for a 
cash or deferred election) in plan years 
beginning on or after July 1, 2007, a 
cash or deferred arrangement satisfies 
this paragraph (e) only if cash or de-
ferred elections can only be made with 
respect to amounts that are compensa-
tion within the meaning of section 
415(c)(3) and § 1.415(c)–2. Thus, for exam-
ple, the arrangement is not a qualified 
cash or deferred arrangement if an eli-
gible employee who is not in qualified 
military service (as that term is de-
fined in section 414(u)) and who is not 
permanently and totally disabled (as 
defined in section 22(e)(3)) can make a 
cash or deferred election with respect 
to an amount paid after severance from 
employment, unless the amount is paid 
by the later of 21⁄2 months after sever-
ance from employment or the end of 
the year that includes the date of sev-
erance from employment and is de-
scribed in § 1.415(c)–2(e)(3)(ii) or (iii). 

(f) Special rules for designated Roth 
contributions—(1) In general. The term 
designated Roth contribution means an 
elective contribution under a qualified 
cash or deferred arrangement that, to 
the extent permitted under the plan, 
is— 

(i) Designated irrevocably by the em-
ployee at the time of the cash or de-
ferred election as a designated Roth 
contribution that is being made in lieu 
of all or a portion of the pre-tax elec-
tive contributions the employee is oth-
erwise eligible to make under the plan; 
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(ii) Treated by the employer as not 
excludible from the employee’s gross 
income (in accordance with paragraph 
(f)(2) of this section); 

(iii) Maintained by the plan in a sepa-
rate account (in accordance with para-
graph (f)(3) of this section). 

(2) Inclusion treatment. An elective 
contribution is generally treated as not 
excludible from gross income if it is 
treated as includible in gross income 
by the employer (e.g., by treating the 
contribution as wages subject to appli-
cable income tax withholding). How-
ever, in the case of a self-employed in-
dividual, an elective contribution is 
treated as not excludible from gross in-
come only if the individual does not 
claim a deduction for such amount. If 
an elective contribution would not 
have been includible in gross income if 
the amount had been paid directly to 
the employee (rather than being sub-
ject to a cash or deferral election), the 
elective contribution is nevertheless 
permitted to be a designated Roth con-
tribution, provided the employee is en-
titled to treat the amount as an invest-
ment in the contract pursuant to sec-
tion 72(f)(2). 

(3) Separate accounting required. Under 
the separate accounting requirement of 
this paragraph (f)(3), contributions and 
withdrawals of designated Roth con-
tributions must be credited and debited 
to a designated Roth account main-
tained for the employee and the plan 
must maintain a record of the employ-
ee’s investment in the contract (that 
is, designated Roth contributions that 
have not been distributed) with respect 
to the employee’s designated Roth ac-
count. In addition, gains, losses, and 
other credits or charges must be sepa-
rately allocated on a reasonable and 
consistent basis to the designated Roth 
account and other accounts under the 
plan. However, forfeitures may not be 
allocated to the designated Roth ac-
count and no contributions other than 
designated Roth contributions and roll-
over contributions described in section 
402A(c)(3)(B) may be allocated to such 
account. The separate accounting re-
quirement applies at the time the des-
ignated Roth contribution is contrib-
uted to the plan and must continue to 
apply until the designated Roth ac-
count is completely distributed. A–13 of 

§ 1.402A–1 for additional requirements 
for separate accounting. 

(4) Designated Roth contributions must 
satisfy rules applicable to elective con-
tributions—(i) In general. A designated 
Roth contribution must satisfy the re-
quirements applicable to elective con-
tributions made under a qualified cash 
or deferred arrangement. Thus, for ex-
ample, a designated Roth contribution 
must satisfy the requirements of para-
graphs (c) and (d) of this section and is 
treated as an employer contribution 
for purposes of sections 401(a), 401(k), 
402, 404, 409, 411, 412, 415, 416 and 417. In 
addition, the designated Roth contribu-
tions are treated as elective contribu-
tions for purposes of the ADP test. 
Similarly, the designated Roth account 
under the plan is subject to the rules of 
section 401(a)(9)(A) and (B) in the same 
manner as an account that contains 
pre-tax elective contributions. 

(ii) Special rules for direct rollovers. A 
direct rollover from a designated Roth 
account under a qualified cash or de-
ferred arrangement may only be made 
to another designated Roth account 
under an applicable retirement plan de-
scribed in section 402A(e)(1) or to a 
Roth IRA described in section 408A, 
and only to the extent the rollover is 
permitted under the rules of section 
402(c). Moreover, a participant’s des-
ignated Roth account and the partici-
pant’s other accounts under a plan are 
treated as accounts held under two sep-
arate plans (within the meaning of sec-
tion 414(l)) for purposes of applying the 
automatic rollover rules for mandatory 
distributions under section 
401(a)(31)(B)(i)(I) and the special rules 
in A–9 through A–11 of § 1.401(a)(31)–1. 

(5) Rules regarding designated Roth 
contribution elections—(i) Frequency of 
elections. The rules under paragraph 
(e)(2)(ii) of this section regarding fre-
quency of elections apply in the same 
manner to both pre-tax elective con-
tributions and designated Roth con-
tributions. Thus, an employee must 
have an effective opportunity to make 
(or change) an election to make des-
ignated Roth contributions at least 
once during each plan year. 

(ii) Default elections—(A) In the case 
of a plan that provides for both pre-tax 
elective contributions and designated 
Roth contributions and in which, under 
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paragraph (a)(3)(ii) of this section, the 
default in the absence of an affirmative 
election is to make a contribution 
under the cash or deferred arrange-
ment, the plan terms must provide the 
extent to which the default contribu-
tions are pre-tax elective contributions 
and the extent to which the default 
contributions are designated Roth con-
tributions. 

(B) If the default contributions under 
the plan are designated Roth contribu-
tions, then an employee who has not 
made an affirmative election is deemed 
to have irrevocably designated the con-
tributions (in accordance with section 
402A(c)(1)(B)) as designated Roth con-
tributions. 

(6) Effective date. Section 402A and 
the provisions of this section 1.401(k)– 
1(f) apply to taxable years beginning 
after December 31, 2005. 

(g) Effective dates—(1) General rule. 
Except as otherwise provided in this 
paragraph (g), this section and 
§§ 1.401(k)–2 through 1.401(k)–6 apply to 
plan years that begin on or after Janu-
ary 1, 2006. 

(2) Early implementation permitted. A 
plan is permitted to apply the rules of 
this section and §§ 1.401(k)–2 through 
1.401(k)–6 to any plan year that ends 
after December 29, 2004, provided the 
plan applies all the rules of this section 
and §§ 1.401(k)–2 through 1.401(k)–6 and 
all the rules of §§ 1.401(m)–1 through 
1.401(m)–5, to the extent applicable, for 
that plan year and all subsequent plan 
years. 

(3) Collectively bargained plans. In the 
case of a plan maintained pursuant to 
one or more collective bargaining 
agreements between employee rep-
resentatives and one or more employ-
ers in effect on the date described in 
paragraph (g)(1) of this section, the 
provisions of this section and 
§§ 1.401(k)–2 through 1.401(k)–6 apply to 
the later of the first plan year begin-
ning after the termination of the last 
such agreement or the first plan year 
described in paragraph (g)(1) of this 
section. 

(4) Applicability of prior regulations. 
For any plan year before a plan applies 
this section and §§ 1.401(k)–2 through 
1.401(k)–6 (either the first plan year be-
ginning on or after January 1, 2006, or 
such earlier year, as provided in para-

graph (g)(2) of this section), § 1.401(k)–1 
(as it appeared in the April 1, 2004 edi-
tion of 26 CFR part 1) applies to the 
plan to the extent that section, as it so 
appears, reflects the statutory provi-
sions of section 401(k) as in effect for 
the relevant year. 

[T.D. 9169, 69 FR 78154, Dec. 29, 2004, as 
amended by T.D. 9237, 71 FR 9 Jan. 3, 2006; 
T.D. 9319, 72 FR 16894, Apr. 5, 2007; T.D. 9324, 
72 FR 21109, Apr. 30, 2007; T.D. 9447, 74 FR 
8207, Feb. 24, 2009] 

§ 1.401(k)–2 ADP test. 
(a) Actual deferral percentage (ADP) 

test—(1) In general—(i) ADP test formula. 
A cash or deferred arrangement satis-
fies the ADP test for a plan year only 
if— 

(A) The ADP for the eligible HCEs for 
the plan year is not more than the ADP 
for the eligible NHCEs for the applica-
ble year multiplied by 1.25; or 

(B) The excess of the ADP for the eli-
gible HCEs for the plan year over the 
ADP for the eligible NHCEs for the ap-
plicable year is not more than 2 per-
centage points, and the ADP for the el-
igible HCEs for the plan year is not 
more than the ADP for the eligible 
NHCEs for the applicable year multi-
plied by 2. 

(ii) HCEs as sole eligible employees. If, 
for the applicable year for determining 
the ADP of the NHCEs for a plan year, 
there are no eligible NHCEs (i.e., all of 
the eligible employees under the cash 
or deferred arrangement for the appli-
cable year are HCEs), the arrangement 
is deemed to satisfy the ADP test for 
the plan year. 

(iii) Special rule for early participation. 
If a cash or deferred arrangement pro-
vides that employees are eligible to 
participate before they have completed 
the minimum age and service require-
ments of section 410(a)(1)(A), and if the 
plan applies section 410(b)(4)(B) in de-
termining whether the cash or deferred 
arrangement meets the requirements 
of section 410(b)(1), then in determining 
whether the arrangement meets the re-
quirements under paragraph (a)(1) of 
this section, either— 

(A) Pursuant to section 401(k)(3)(F), 
the ADP test is performed under the 
plan (determined without regard to 
disaggregation under § 1.410(b)–7(c)(3)), 
using the ADP for all eligible HCEs for 
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the plan year and the ADP of eligible 
NHCEs for the applicable year, dis-
regarding all NHCEs who have not met 
the minimum age and service require-
ments of section 410(a)(1)(A); or 

(B) Pursuant to § 1.401(k)–1(b)(4), the 
plan is disaggregated into separate 
plans and the ADP test is performed 
separately for all eligible employees 
who have completed the minimum age 
and service requirements of section 
410(a)(1)(A) and for all eligible employ-
ees who have not completed the min-
imum age and service requirements of 
section 410(a)(1)(A). 

(2) Determination of ADP—(i) General 
rule. The ADP for a group of eligible 
employees (either eligible HCEs or eli-
gible NHCEs) for a plan year or appli-
cable year is the average of the ADRs 
of the eligible employees in that group 
for that year. The ADP for a group of 
eligible employees is calculated to the 
nearest hundredth of a percentage 
point. 

(ii) Determination of applicable year 
under current year and prior year testing 
method. The ADP test is applied using 
the prior year testing method or the 
current year testing method. Under the 
prior year testing method, the applica-
ble year for determining the ADP for 
the eligible NHCEs is the plan year im-
mediately preceding the plan year for 
which the ADP test is being performed. 
Under the prior year testing method, 
the ADP for the eligible NHCEs is de-
termined using the ADRs for the eligi-
ble employees who were NHCEs in that 
preceding plan year, regardless of 
whether those NHCEs are eligible em-
ployees or NHCEs in the plan year for 
which the ADP test is being calculated. 
Under the current year testing method, 
the applicable year for determining the 
ADP for the eligible NHCEs is the same 
plan year as the plan year for which 
the ADP test is being performed. Under 
either method, the ADP for eligible 
HCEs is the average of the ADRs of the 
eligible HCEs for the plan year for 
which the ADP test is being performed. 
See paragraph (c) of this section for ad-
ditional rules for the prior year testing 
method. 

(3) Determination of ADR—(i) General 
rule. The ADR of an eligible employee 
for a plan year or applicable year is the 
sum of the employee’s elective con-

tributions taken into account with re-
spect to such employee for the year, 
determined under the rules of para-
graphs (a)(4) and (5) of this section, and 
the qualified nonelective contributions 
and qualified matching contributions 
taken into account with respect to 
such employee under paragraph (a)(6) 
of this section for the year, divided by 
the employee’s compensation taken 
into account for the year. The ADR is 
calculated to the nearest hundredth of 
a percentage point. If no elective con-
tributions, qualified nonelective con-
tributions, or qualified matching con-
tributions are taken into account 
under this section with respect to an 
eligible employee for the year, the 
ADR of the employee is zero. 

(ii) ADR of HCEs eligible under more 
than one arrangement—(A) General rule. 
Pursuant to section 401(k)(3)(A), the 
ADR of an HCE who is an eligible em-
ployee in more than one cash or de-
ferred arrangement of the same em-
ployer is calculated by treating all 
contributions with respect to such HCE 
under any such arrangement as being 
made under the cash or deferred ar-
rangement being tested. Thus, the ADR 
for such an HCE is calculated by accu-
mulating all contributions under any 
cash or deferred arrangement (other 
than a cash or deferred arrangement 
described in paragraph (a)(3)(ii)(B) of 
this section) that would be taken into 
account under this section for the plan 
year, if the cash or deferred arrange-
ment under which the contribution was 
made applied this section and had the 
same plan year. For example, in the 
case of a plan with a 12-month plan 
year, the ADR for the plan year of that 
plan for an HCE who participates in 
multiple cash or deferred arrangements 
of the same employer is the sum of all 
contributions during such 12-month pe-
riod that would be taken into account 
with respect to the HCE under all such 
arrangements in which the HCE is an 
eligible employee, divided by the HCE’s 
compensation for that 12-month period 
(determined using the compensation 
definition for the plan being tested), 
without regard to the plan year of the 
other plans and whether those plans 
are satisfying this section or § 1.401(k)– 
3. 
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(B) Plans not permitted to be aggre-
gated. Cash or deferred arrangements 
under plans that are not permitted to 
be aggregated under § 1.401(k)–1(b)(4) 
(determined without regard to the pro-
hibition on aggregating plans with in-
consistent testing methods set forth in 
§ 1.401(k)–1(b)(4)(iii)(B) and the prohibi-
tion on aggregating plans with dif-
ferent plan years set forth in § 1.410(b)– 
7(d)(5)) are not aggregated under this 
paragraph (a)(3)(ii). 

(iii) Examples. The following exam-
ples illustrate the application of this 
paragraph (a)(3): 

Example 1. (i) Employee A, an HCE with 
compensation of $120,000, is eligible to make 
elective contributions under Plan S and Plan 
T, two profit-sharing plans maintained by 
Employer H with calendar year plan years, 
each of which includes a cash or deferred ar-
rangement. During the current plan year, 
Employee A makes elective contributions of 
$6,000 to Plan S and $4,000 to Plan T. 

(ii) Under each plan, the ADR for Em-
ployee A is determined by dividing Employee 
A’s total elective contributions under both 
arrangements by Employee A’s compensa-
tion taken into account under the plan for 
the year. Therefore, Employee A’s ADR 
under each plan is 8.33% ($10,000/$120,000). 

Example 2. (i) The facts are the same as in 
Example 1, except that Plan T defines com-
pensation (for deferral and testing purposes) 
to exclude all bonuses paid to an employee. 
Plan S defines compensation (for deferral 
and testing purposes) to include bonuses paid 
to an employee. During the current year, 
Employee A’s compensation included a 
$10,000 bonus. Therefore, Employee A’s com-
pensation under Plan T is $110,000 and Em-
ployee A’s compensation under Plan S is 
$120,000. 

(ii) Employee A’s ADR under Plan T is 
9.09% ($10,000/$110,000) and under Plan S, Em-
ployee A’s ADR is 8.33% ($10,000/$120,000). 

Example 3. (i) Employer J sponsors two 
profit-sharing plans, Plan U and Plan V, 
each of which includes a cash or deferred ar-
rangement. Plan U’s plan year begins on 
July 1 and ends on June 30. Plan V has a cal-
endar year plan year. Compensation under 
both plans is limited to the participant’s 
compensation during the period of participa-
tion. Employee B is an HCE who participates 
in both plans. Employee B’s monthly com-
pensation and elective contributions to each 
plan for the 2005 and 2006 calendar years are 
as follows: 

Calendar year 
Monthly 

com-
pensation 

Monthly 
elective 
contribu-

tion to 
Plan U 

Monthly 
elective 
contribu-

tion to 
Plan V 

2005 ............................... $10,000 $500 $400 
2006 ............................... 11,500 700 550 

(ii) Under Plan U, Employee B’s ADR for 
the plan year ended June 30, 2006, is equal to 
Employee B’s total elective contributions 
under Plan U and Plan V for the plan year 
ending June 30, 2006, divided by Employee B’s 
compensation for that period. Therefore, 
Employee B’s ADR under Plan U for the plan 
year ending June 30, 2006, is (($900 × 6) + 
($1,250 × 6)) / (($10,000 × 6) + ($11,500 × 6)), or 
10%. 

(iii) Under Plan V, Employee B’s ADR for 
the plan year ended December 31, 2005, is 
equal to total elective contributions under 
Plan U and V for the plan year ending De-
cember 31, 2005, divided by Employee B’s 
compensation for that period. Therefore, 
Employee B’s ADR under Plan V for the plan 
year ending December 31, 2005, is ($10,800/ 
$120,000), or 9%. 

Example 4. (i) The facts are the same as Ex-
ample 3, except that Employee B first be-
comes eligible to participate in Plan U on 
January 1, 2006. 

(ii) Under Plan U, Employee B’s ADR for 
the plan year ended June 30, 2006, is equal to 
Employee B’s total elective contributions 
under Plan U and V for the plan year ending 
June 30, 2006, divided by Employee B’s com-
pensation for that period. Therefore, Em-
ployee B’s ADR under Plan U for the plan 
year ending June 30, 2006, is (($400 × 6) + 
($1,250 × 6)) / (($10,000 × 6) + ($11,500 × 6)), or 
7.67%. 

(4) Elective contributions taken into ac-
count under the ADP test—(i) General 
rule. An elective contribution is taken 
into account in determining the ADR 
for an eligible employee for a plan year 
or applicable year only if each of the 
following requirements is satisfied— 

(A) The elective contribution is allo-
cated to the eligible employee’s ac-
count under the plan as of a date with-
in that year. For purposes of this rule, 
an elective contribution is considered 
allocated as of a date within a year 
only if— 

(1) The allocation is not contingent 
on the employee’s participation in the 
plan or performance of services on any 
date subsequent to that date; and 

(2) The elective contribution is actu-
ally paid to the trust no later than the 
end of the 12-month period imme-
diately following the year to which the 
contribution relates. 
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(B) The elective contribution relates 
to compensation that either— 

(1) Would have been received by the 
employee in the year but for the em-
ployee’s election to defer under the ar-
rangement; or 

(2) Is attributable to services per-
formed by the employee in the year 
and, but for the employee’s election to 
defer, would have been received by the 
employee within 21⁄2 months after the 
close of the year, but only if the plan 
provides for elective contributions that 
relate to compensation that would 
have been received after the close of a 
year to be allocated to such prior year 
rather than the year in which the com-
pensation would have been received. 

(ii) Elective contributions for partners 
and self-employed individuals. For pur-
poses of this paragraph (a)(4), a part-
ner’s distributive share of partnership 
income is treated as received on the 
last day of the partnership taxable 
year and a sole proprietor’s compensa-
tion is treated as received on the last 
day of the individual’s taxable year. 
Thus, an elective contribution made on 
behalf of a partner or sole proprietor is 
treated as allocated to the partner’s 
account for the plan year that includes 
the last day of the partnership taxable 
year, provided the requirements of 
paragraph (a)(4)(i) of this section are 
met. 

(iii) Elective contributions for HCEs. 
Elective contributions of an HCE must 
include any excess deferrals, as de-
scribed in § 1.402(g)–1(a), even if those 
excess deferrals are distributed, pursu-
ant to § 1.402(g)–1(e). 

(5) Elective contributions not taken into 
account under the ADP test—(i) General 
rule. Elective contributions that do not 
satisfy the requirements of paragraph 
(a)(4)(i) of this section may not be 
taken into account in determining the 
ADR of an eligible employee for the 
plan year or applicable year with re-
spect to which the contributions were 
made, or for any other plan year. In-
stead, the amount of the elective con-
tributions must satisfy the require-
ments of section 401(a)(4) (without re-
gard to the ADP test) for the plan year 
for which they are allocated under the 
plan as if they were nonelective con-
tributions and were the only nonelec-
tive contributions for that year. See 

§§ 1.401(a)(4)–1(b)(2)(ii)(B) and 1.410(b)– 
7(c)(1). 

(ii) Elective contributions for NHCEs. 
Elective contributions of an NHCE 
shall not include any excess deferrals, 
as described in § 1.402(g)–1(a), to the ex-
tent the excess deferrals are prohibited 
under section 401(a)(30). However, to 
the extent that the excess deferrals are 
not prohibited under section 401(a)(30), 
they are included in elective contribu-
tions even if distributed pursuant to 
§ 1.402(g)–1(e). 

(iii) Elective contributions treated as 
catch-up contributions. Elective con-
tributions that are treated as catch-up 
contributions under section 414(v) be-
cause they exceed a statutory limit or 
employer-provided limit (within the 
meaning of § 1.414(v)–1(b)(1)) are not 
taken into account under paragraph 
(a)(4) of this section for the plan year 
for which the contributions were made, 
or for any other plan year. 

(iv) Elective contributions used to sat-
isfy the ACP test. Except to the extent 
necessary to demonstrate satisfaction 
of the requirement of § 1.401(m)– 
2(a)(6)(ii), elective contributions taken 
into account for the ACP test under 
§ 1.401(m)–2(a)(6) are not taken into ac-
count under paragraph (a)(4) of this 
section. 

(v) Additional elective contributions 
pursuant to section 414(u). Additional 
elective contributions made pursuant 
to section 414(u) by reason of an eligi-
ble employee’s qualified military serv-
ice are not taken into account under 
paragraph (a)(4) of this section for the 
plan year for which the contributions 
are made, or for any other plan year. 

(vi) Default elective contributions pur-
suant to section 414(w). Default elective 
contributions made under an eligible 
automatic contribution arrangement 
(within the meaning of § 1.414(w)–1(b)) 
that are distributed pursuant to 
§ 1.414(w)–1(c) for plan years beginning 
on or after January 1, 2008, are not 
taken into account under paragraph 
(a)(4) of this section for the plan year 
for which the contributions are made, 
or for any other plan year. 

(6) Qualified nonelective contributions 
and qualified matching contributions that 
may be taken into account under the ADP 
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test. Qualified nonelective contribu-
tions and qualified matching contribu-
tions may be taken into account in de-
termining the ADR for an eligible em-
ployee for a plan year or applicable 
year but only to the extent the con-
tributions satisfy the following re-
quirements— 

(i) Timing of allocation. The qualified 
nonelective contribution or qualified 
matching contribution is allocated to 
the employee’s account as of a date 
within that year within the meaning of 
paragraph (a)(4)(i)(A) of this section. 
Consequently, under the prior year 
testing method, in order to be taken 
into account in calculating the ADP 
for the eligible NHCEs for the applica-
ble year, a qualified nonelective con-
tribution or qualified matching con-
tribution must be contributed no later 
than the end of the 12-month period 
immediately following the applicable 
year even though the applicable year is 
different than the plan year being test-
ed. 

(ii) Requirement that amount satisfy 
section 401(a)(4). The amount of non-
elective contributions, including those 
qualified nonelective contributions 
taken into account under this para-
graph (a)(6) and those qualified non-
elective contributions taken into ac-
count for the ACP test of section 
401(m)(2) under § 1.401(m)–2(a)(6), satis-
fies the requirements of section 
401(a)(4). See § 1.401(a)(4)–1(b)(2). The 
amount of nonelective contributions, 
excluding those qualified nonelective 
contributions taken into account under 
this paragraph (a)(6) and those quali-
fied nonelective contributions taken 
into account for the ACP test of sec-
tion 401(m)(2) under § 1.401(m)–2(a)(6), 
satisfies the requirements of section 
401(a)(4). See § 1.401(a)(4)–1(b)(2). In the 
case of an employer that is applying 
the special rule for employer-wide 
plans in § 1.414(r)–1(c)(2)(ii) with respect 
to the cash or deferred arrangement, 
the determination of whether the 
qualified nonelective contributions sat-
isfy the requirements of this paragraph 
(a)(6)(ii) must be made on an employer- 
wide basis regardless of whether the 
plans to which the qualified nonelec-
tive contributions are made are satis-
fying the requirements of section 410(b) 
on an employer-wide basis. Conversely, 

in the case of an employer that is 
treated as operating qualified separate 
lines of business, and does not apply 
the special rule for employer-wide 
plans in § 1.414(r)–1(c)(2)(ii) with respect 
to the cash or deferred arrangement, 
then the determination of whether the 
qualified nonelective contributions sat-
isfy the requirements of this paragraph 
(a)(6)(ii) is not permitted to be made on 
an employer-wide basis regardless of 
whether the plans to which the quali-
fied nonelective contributions are 
made are satisfying the requirements 
of section 410(b) on that basis. 

(iii) Aggregation must be permitted. 
The plan that contains the cash or de-
ferred arrangement and the plan or 
plans to which the qualified nonelec-
tive contributions or qualified match-
ing contributions are made, are plans 
that would be permitted to be aggre-
gated under § 1.401(k)–1(b)(4). If the plan 
year of the plan that contains the cash 
or deferred arrangement is changed to 
satisfy the requirement under 
§ 1.410(b)–7(d)(5) that aggregated plans 
have the same plan year, qualified non-
elective contributions and qualified 
matching contributions may be taken 
into account in the resulting short 
plan year only if such qualified non-
elective contributions and qualified 
matching contributions could have 
been taken into account under an ADP 
test for a plan with the same short 
plan year. 

(iv) Disproportionate contributions not 
taken into account—(A) General rule. 
Qualified nonelective contributions 
cannot be taken into account for a plan 
year for an NHCE to the extent such 
contributions exceed the product of 
that NHCE’s compensation and the 
greater of 5% or two times the plan’s 
representative contribution rate. Any 
qualified nonelective contribution 
taken into account under an ACP test 
under § 1.401(m)–2(a)(6) (including the 
determination of the representative 
contribution rate for purposes of 
§ 1.401(m)–2(a)(6)(v)(B)), is not per-
mitted to be taken into account for 
purposes of this paragraph (a)(6) (in-
cluding the determination of the rep-
resentative contribution rate under 
paragraph (a)(6)(iv)(B) of this section). 
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(B) Definition of representative con-
tribution rate. For purposes of this para-
graph (a)(6)(iv), the plan’s representa-
tive contribution rate is the lowest ap-
plicable contribution rate of any eligi-
ble NHCE among a group of eligible 
NHCEs that consists of half of all eligi-
ble NHCEs for the plan year (or, if 
greater, the lowest applicable contribu-
tion rate of any eligible NHCE in the 
group of all eligible NHCEs for the plan 
year and who is employed by the em-
ployer on the last day of the plan 
year). 

(C) Definition of applicable contribution 
rate. For purposes of this paragraph 
(a)(6)(iv), the applicable contribution 
rate for an eligible NHCE is the sum of 
the qualified matching contributions 
taken into account under this para-
graph (a)(6) for the eligible NHCE for 
the plan year and the qualified non-
elective contributions made for the eli-
gible NHCE for the plan year, divided 
by the eligible NHCE’s compensation 
for the same period. 

(D) Special rule for prevailing wage 
contributions. Notwithstanding para-
graph (a)(6)(iv)(A) of this section, 
qualified nonelective contributions 
that are made in connection with an 
employer’s obligation to pay prevailing 
wages under the Davis-Bacon Act (46 
Stat. 1494), Public Law 71–798, Service 
Contract Act of 1965 (79 Stat. 1965), 
Public Law 89–286, or similar legisla-
tion can be taken into account for a 
plan year for an NHCE to the extent 
such contributions do not exceed 10 
percent of that NHCE’s compensation. 

(v) Qualified matching contributions. 
Qualified matching contributions sat-
isfy this paragraph (a)(6) only to the 
extent that such qualified matching 
contributions are matching contribu-
tions that are not precluded from being 
taken into account under the ACP test 
for the plan year under the rules of 
§ 1.401(m)–2(a)(5)(ii). 

(vi) Contributions only used once. 
Qualified nonelective contributions 
and qualified matching contributions 
cannot be taken into account under 
this paragraph (a)(6) to the extent such 
contributions are taken into account 
for purposes of satisfying any other 
ADP test, any ACP test, or the require-
ments of § 1.401(k)–3, 1.401(m)–3 or 
1.401(k)–4. Thus, for example, matching 

contributions that are made pursuant 
to § 1.401(k)–3(c) cannot be taken into 
account under the ADP test. Similarly, 
if a plan switches from the current 
year testing method to the prior year 
testing method pursuant to § 1.401(k)– 
2(c), qualified nonelective contribu-
tions that are taken into account 
under the current year testing method 
for a year may not be taken into ac-
count under the prior year testing 
method for the next year. 

(7) Examples. The following examples 
illustrate the application of this para-
graph (a): 

Example 1. (i) Employer X has three em-
ployees, A, B, and C. Employer X sponsors a 
profit-sharing plan (Plan Z) that includes a 
cash or deferred arrangement. Each year, 
Employer X determines a bonus attributable 
to the prior year. Under the cash or deferred 
arrangement, each eligible employee may 
elect to receive none, all or any part of the 
bonus in cash. X contributes the remainder 
to Plan Z. The portion of the bonus paid in 
cash, if any, is paid 2 months after the end of 
the plan year and thus is included in com-
pensation for the following plan year. Em-
ployee A is an HCE, while Employees B and 
C are NHCEs. The plan uses the current year 
testing method and defines compensation to 
include elective contributions and bonuses 
paid during each plan year. In February of 
2005, Employer X determined that no bonuses 
will be paid for 2004. In February of 2006, Em-
ployer X provided a bonus for each employee 
equal to 10% of regular compensation for 
2005. For the 2005 plan year, A, B, and C have 
the following compensation and make the 
following elections: 

Employee Compensation Elective 
contribution 

A ........................................ $100,000 $4,340 
B ........................................ 60,000 2,860 
C ........................................ 45,000 1,250 

(ii) For each employee, the ratio of elec-
tive contributions to the employee’s com-
pensation for the plan year is: 

Employee 
Ratio of elective 
contribution to 
compensation 

ADR 
(percent) 

A ...................................... $4,340/$100,000 4.34 
B ...................................... 2,860/60,000 4.77 
C ...................................... 1,250/45,000 2.78 

(iii) The ADP for the HCEs (Employee A) is 
4.34%. The ADP for the NHCEs is 3.78% 
((4.77% + 2.78%)/2). Because 4.34% is less than 
4.73% (3.78% multiplied by 1.25), the plan sat-
isfies the ADP test under paragraph (a)(1)(i) 
of this section. 
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Example 2. (i) The facts are the same as in 
Example 1, except that elective contributions 
are made pursuant to a salary reduction 
agreement throughout the plan year, and no 
bonuses are paid. As provided by section 
414(s)(2), Employer X includes elective con-
tributions in compensation. During the year, 
B and C defer the same amount as in Example 
1, but A defers $5,770. Thus, the compensa-
tion and elective contributions for A, B, and 
C are: 

Employee Compensation Elective 
contributions 

ADR 
(percent) 

A ................ $100,000 $5,770 5.77 
B ................ 60,000 2,860 4.77 
C ................ 45,000 1,250 2.78 

(ii) The ADP for the HCEs (Employee A) is 
5.77%. The ADP for the NHCEs is 3.78% 
((4.77% + 2.78%)/2). Because 5.77% exceeds 
4.73% (3.78% × 1.25), the plan does not satisfy 
the ADP test under paragraph (a)(1)(i) of this 
section. However, because the ADP for the 
HCEs does not exceed the ADP for the 
NHCEs by more than 2 percentage points and 
the ADP for the HCEs does not exceed the 
ADP for the NHCEs multiplied by 2 (3.78% × 
2 = 7.56%), the plan satisfies the ADP test 
under paragraph (a)(1)(ii) of this section. 

Example 3. (i) Employees D through L are 
eligible employees in Plan T, a profit-shar-
ing plan that contains a cash or deferred ar-
rangement. The plan is a calendar year plan 
that uses the prior year testing method. 
Plan T provides that elective contributions 
are included in compensation (as provided 
under section 414(s)(2)). Each eligible em-
ployee may elect to defer up to 6% of com-
pensation under the cash or deferred ar-
rangement. Employees D and E are HCEs. 
The compensation, elective contributions, 
and ADRs of Employees D and E for the 2006 
plan year are shown below: 

Employee 
Compensation 
for 2006 plan 

year 

Elective con-
tributions for 

2006 plan year 

ADR for 2006 
plan year 
(percent) 

D ............ $100,000 $10,000 10 
E ............ 95,000 4,750 5 

(ii) During the 2005 plan year, Employees F 
through L were eligible NHCEs. The com-
pensation, elective contributions and ADRs 
of Employees F through L for the 2005 plan 
year are shown in the following table: 

Employee 
Compensation 
for 2005 plan 

year 

Elective con-
tributions for 

2005 plan year 

ADR for 2005 
plan year 
(percent) 

F ............ $60,000 $3,600 6 
G ............ 40,000 1,600 4 
H ............ 30,000 1,200 4 
I .............. 20,000 600 3 
J ............. 20,000 600 3 
K ............ 10,000 300 3 
L ............. 5,000 150 3 

(iii) The ADP for 2006 for the HCEs is 7.5%. 
Because Plan T is using the prior year test-
ing method, the applicable year for deter-
mining the NHCE ADP is the prior plan year 
(i.e., 2005). The NHCE ADP is determined 
using the ADRs for NHCEs eligible during 
the prior plan year (without regard to 
whether they are eligible under the plan dur-
ing the plan year). The ADP for the NHCEs 
is 3.71% (the sum of the individual ADRs, 
26%, divided by 7 employees). Because 7.5% 
exceeds 4.64% (3.71% × 1.25), Plan T does not 
satisfy the ADP test under paragraph 
(a)(1)(i) of this section. In addition, because 
the ADP for the HCEs exceeds the ADP for 
the NHCEs by more than 2 percentage 
points, Plan T does not satisfy the ADP test 
under paragraph (a)(1)(ii) of this section. 
Therefore, the cash or deferred arrangement 
fails to be a qualified cash or deferred ar-
rangement unless the ADP failure is cor-
rected under paragraph (b) of this section. 

Example 4. (i) Plan U is a calendar year 
profit-sharing plan that contains a cash or 
deferred arrangement and uses the current 
year testing method. Plan U provides that 
elective contributions are included in com-
pensation (as provided under section 
414(s)(2)). The following amounts are contrib-
uted under Plan U for the 2006 plan year: 
QNECs equal to 2% of each employee’s com-
pensation; Contributions equal to 6% of each 
employee’s compensation that are not imme-
diately vested under the terms of the plan; 
3% of each employee’s compensation that 
the employee may elect to receive as cash or 
to defer under the plan. Both types of non-
elective contributions are made for the HCEs 
(employees M and N) and the NHCEs (em-
ployees O through S) for the plan year and 
are contributed after the end of the plan 
year and before the end of the following plan 
year. In addition, neither type of nonelective 
contributions is used for any other ADP or 
ACP test. 

(ii) For the 2006 plan year, the compensa-
tion, elective contributions, and actual de-
ferral ratios of employees M through S are 
shown in the following table: 

Employee Compensation Elective 
contributions 

Actual deferral 
ratio 

(percent) 

M ............ $100,000 $3,000 3 
N ............ 100,000 2,000 2 
O ............ 60,000 1,800 3 
P ............ 40,000 0 0 
Q ............ 30,000 0 0 
R ............ 5,000 0 0 
S ............ 20,000 0 0 

(iii) The elective contributions alone do 
not satisfy the ADP test of section 401(k)(3) 
and paragraph (a)(1) of this section because 
the ADP for the HCEs, consisting of employ-
ees M and N, is 2.5% and the ADP for the 
NHCEs is 0.6%. 
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(iv) The 2% QNECs satisfies the timing re-
quirement of paragraph (a)(6)(i) of this sec-
tion because it is paid within 12-month after 
the plan year for which allocated. All non-
elective contributions also satisfy the re-
quirements relating to section 401(a)(4) set 
forth in paragraph (a)(6)(ii) of this section 
(because all employees receive an 8% non-
elective contribution and the nonelective 
contributions excluding the QNECs is 6% for 
all employees). In addition, the QNECs are 
not disproportionate under paragraph 
(a)(6)(iv) of this section because no QNEC for 
an NHCE exceeds the product of the plan’s 
applicable contribution rate (2%) and that 
NHCE’s compensation. 

(v) Because the rules of paragraph (a)(6) of 
this section are satisfied, the 2% QNECs may 
be taken into account in applying the ADP 
test of section 401(k)(3) and paragraph (a)(1) 
of this section. The 6% nonelective contribu-
tions, however, may not be taken into ac-
count because they are not QNECs. 

(vi) If the 2% QNECs are taken into ac-
count, the ADP for the HCEs is 4.5%, and the 
actual deferral percentage for the NHCEs is 
2.6%. Because 4.5% is not more than two per-
centage points greater than 2.6 percent, and 
not more than two times 2.6, the cash or de-
ferred arrangement satisfies the ADP test of 
section 401(k)(3) under paragraph (a)(1)(ii) of 
this section. 

Example 5. (i) The facts are the same as Ex-
ample 4, except the plan uses the prior year 
testing method. In addition, the NHCE ADP 
for the 2005 plan year (the prior plan year) is 
0.8% and no QNECs are contributed for the 
2005 plan year during 2005 or 2006. 

(ii) In 2007, it is determined that the elec-
tive contributions alone do not satisfy the 
ADP test of section 401(k)(3) and paragraph 
(a)(1) of this section for 2006 because the 2006 
ADP for the eligible HCEs, consisting of em-
ployees M and N, is 2.5% and the 2005 ADP 
for the eligible NHCEs is 0.8%. An additional 
QNEC of 2% of compensation is made for 
each eligible NHCE in 2007 and allocated for 
2005. 

(iii) The 2% QNECs that are made in 2007 
and allocated for the 2005 plan year do not 
satisfy the timing requirement of paragraph 
(a)(6)(i) of this section for the applicable 
year for the 2005 plan year because they were 
not contributed before the last day of the 
2006 plan year. Accordingly, the 2% QNECs 
do not satisfy the rules of paragraph (a)(6) of 
this section and may not be taken into ac-
count in applying the ADP test of section 
401(k)(3) and paragraph (a)(1) of this section 
for the 2006 plan year. The cash or deferred 
arrangement fails to be a qualified cash or 
deferred arrangement unless the ADP failure 
is corrected under paragraph (b) of this sec-
tion. 

Example 6. (i) The facts are the same as Ex-
ample 4, except that the ADP for the HCEs is 
4.6% and there is no 6% nonelective con-

tribution under the plan. The employer 
would like to take into account the 2% 
QNEC in determining the ADP for the 
NHCEs but not in determining the ADP for 
the HCEs. 

(ii) The elective contributions alone fail 
the requirements of section 401(k) and para-
graph (a)(1) of this section because the HCE 
ADP for the plan year (4.6%) exceeds 0.75% 
(0.6% × 1.25) and 1.2% (0.6% × 2). 

(iii) The 2% QNECs may not be taken into 
account in determining the ADP of the 
NHCEs because they fail to satisfy the re-
quirements relating to section 401(a)(4) set 
forth in paragraph (a)(6)(ii) of this section. 
This is because the amount of nonelective 
contributions, excluding those QNECs that 
would be taken into account under the ADP 
test, would be 2% of compensation for the 
HCEs and 0% for the NHCEs. Therefore, the 
cash or deferred arrangement fails to be a 
qualified cash or deferred arrangement un-
less the ADP failure is corrected under para-
graph (b) of this section. 

Example 7. (i) The facts are the same as Ex-
ample 6, except that Employee R receives a 
QNEC in an amount of $500 and no QNECs are 
made on behalf of the other employees. 

(ii) If the QNEC could be taken into ac-
count under paragraph (a)(6) of this section, 
the ADP for the NHCEs would be 2.6% and 
the plan would satisfy the ADP test. The 
QNEC is disproportionate under paragraph 
(a)(6)(iv) of this section, and cannot be taken 
into account under paragraph (a)(6) of this 
section, to the extent it exceeds the greater 
of 5% and two times the plan’s representa-
tive contribution rate (0%), multiplied by 
Employee R’s compensation. The plan’s rep-
resentative contribution rate is 0% because 
it is the lowest applicable contribution rate 
among a group of NHCEs that is at least half 
of all NHCEs, or all the NHCEs who are em-
ployed on the last day of the plan year. 
Therefore, the QNEC may be taken into ac-
count under the ADP test only to the extent 
it does not exceed 5% times Employee R’s 
compensation (or $250) and the cash or de-
ferred arrangement fails to satisfy the ADP 
test and must correct under paragraph (b) of 
this section. 

Example 8. (i) The facts are the same as in 
Example 4 except that the plan changes from 
the current year testing method to the prior 
year testing method for the following plan 
year (2007 plan year). The ADP for the HCEs 
for the 2007 plan year is 3.5%. 

(ii) The 2% QNECs may not be taken into 
account in determining the ADP for the 
NHCEs for the applicable year (2006 plan 
year) in satisfying the ADP test for the 2007 
plan year because they were taken into ac-
count in satisfying the ADP test for the 2006 
plan year. Accordingly, the NHCE ADP for 
the applicable year is 0.6%. The elective con-
tributions for the plan year fail the require-
ments of section 401(k) and paragraph (a)(1) 
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of this section because the HCE ADP for the 
plan year (3.5%) exceeds the ADP limit of 
1.2% (the greater of 0.75% (0.6% × 1.25) and 
1.2% (0.6% × 2)), determined using the appli-
cable year ADP for the NHCEs. Therefore, 
the cash or deferred arrangement fails to be 
a qualified cash or deferred arrangement un-
less the ADP failure is corrected under para-
graph (b) of this section. 

Example 9. (i)(A) Employer N maintains 
Plan X, a profit sharing plan that contains a 
cash or deferred arrangement and that uses 
the current year testing method. Plan X pro-

vides for employee contributions, elective 
contributions, and matching contributions. 
Matching contributions on behalf of NHCEs 
are qualified matching contributions 
(QMACs) and are contributed during the 2005 
plan year. Matching contributions on behalf 
of HCEs are not QMACs, because they fail to 
satisfy the nonforfeitability requirement of 
§ 1.401(k)–1(c). The elective contributions and 
matching contributions with respect to 
HCEs for the 2005 plan year are shown in the 
following table: 

Elective 
contributions 

Total matching 
contributions 

Matching con-
tributions that 

are not 
QMACs 

QMACs 

Highly compensated employees ...................................................... 15% 5% 5% 0% 

(B) The elective contributions and match-
ing contributions with respect to the NHCEs 

for the 2005 plan year are shown in the fol-
lowing table: 

Elective 
contributions 

Total matching 
contributions 

Matching con-
tributions that 

are not 
QMACs 

QMACs 

Nonhighly compensated employees ................................................ 11% 4% 0% 4% 

(ii) The plan fails to satisfy the ADP test 
of section 401(k)(3)(A) and paragraph (a)(1) of 
this section because the ADP for HCEs (15%) 
is more than 125% of the ADP for NHCEs 
(11%), and more than 2 percentage points 
greater than 11%. However, the plan provides 
that QMACs may be used to meet the re-
quirements of section 401(k)(3)(A)(ii) pro-
vided that they are not used for any other 
ADP or ACP test. QMACs equal to 1% of 
compensation are taken into account for 
each NHCE in applying the ADP test. After 
this adjustment, the applicable ADP and 
ACP (taking into account the provisions of 
§ 1.401(m)-2(a)(5)(ii)) for the plan year are as 
follows: 

Actual 
deferral 

percentage 

Actual 
contribution 
percentage 

HCEs ................................. 15 5 
Nonhighly compensated 

employees ...................... 12 3 

(iii) The elective contributions and QMACs 
taken into account for purposes of the ADP 
test of section 401(k)(3) satisfy the require-
ments of section 401(k)(3)(A)(ii) under para-
graph (a)(1)(ii) of this section because the 
ADP for HCEs (15%) is not more than the 
ADP for NHCEs multiplied by 1.25 (12% × 1.25 
= 15%). 

(b) Correction of excess contributions— 
(1) Permissible correction methods—(i) In 

general. A cash or deferred arrange-
ment does not fail to satisfy the re-
quirements of section 401(k)(3) and 
paragraph (a)(1) of this section if the 
employer, in accordance with the 
terms of the plan that includes the 
cash or deferred arrangement, uses any 
of the following correction methods— 

(A) Qualified nonelective contributions 
or qualified matching contributions. The 
employer makes qualified nonelective 
contributions or qualified matching 
contributions that are taken into ac-
count under this section and, in com-
bination with other amounts taken 
into account under paragraph (a) of 
this section, allow the cash or deferred 
arrangement to satisfy the require-
ments of paragraph (a)(1) of this sec-
tion. 

(B) Excess contributions distributed. 
Excess contributions are distributed in 
accordance with paragraph (b)(2) of 
this section. 

(C) Excess contributions recharacter-
ized. Excess contributions are re-
characterized in accordance with para-
graph (b)(3) of this section. 

(ii) Combination of correction methods. 
A plan may provide for the use of any 
of the correction methods described in 
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paragraph (b)(1)(i) of this section, may 
limit elective contributions in a man-
ner designed to prevent excess con-
tributions from being made, or may use 
a combination of these methods, to 
avoid or correct excess contributions. 
A plan may permit an HCE to elect 
whether any excess contributions are 
to be recharacterized or distributed. 
Similarly, a plan may permit an HCE 
with elective contributions for a year 
that includes both pre-tax elective con-
tributions and designated Roth con-
tributions to elect whether the excess 
contributions are to be attributed to 
pre-tax elective contributions or des-
ignated Roth contributions. If the plan 
uses a combination of correction meth-
ods, any contribution made under para-
graph (b)(1)(i)(A) of this section must 
be taken into account before applica-
tion of the correction methods in para-
graph (b)(1)(i)(B) or (C) of this section. 

(iii) Exclusive means of correction. A 
failure to satisfy the requirements of 
paragraph (a)(1) of this section may not 
be corrected using any method other 
than the ones described in paragraphs 
(b)(1)(i) and (ii) of this section. Thus, 
excess contributions for a plan year 
may not remain unallocated or be allo-
cated to a suspense account for alloca-
tion to one or more employees in any 
future year. In addition, excess con-
tributions may not be corrected using 
the retroactive correction rules of 
§ 1.401(a)(4)–11(g). See § 1.401(a)(4)– 
11(g)(3)(vii) and (5). 

(2) Corrections through distribution—(i) 
General rule. This paragraph (b)(2) con-
tains the rules for correction of excess 
contributions through a distribution 
from the plan. Correction through a 
distribution generally involves a 4-step 
process. First, the plan must deter-
mine, in accordance with paragraph 
(b)(2)(ii) of this section, the total 
amount of excess contributions that 
must be distributed under the plan. 
Second, the plan must apportion the 
total amount of excess contributions 
among HCEs in accordance with para-
graph (b)(2)(iii) of this section. Third, 
the plan must determine the income al-
locable to excess contributions in ac-
cordance with paragraph (b)(2)(iv) of 
this section. Finally, the plan must 
distribute the apportioned excess con-
tributions and allocable income in ac-

cordance with paragraph (b)(2)(v) of 
this section. Paragraph (b)(2)(vi) of this 
section provides rules relating to the 
tax treatment of these distributions. 
Paragraph (b)(2)(vii) provides other 
rules relating to these distributions. 

(ii) Calculation of total amount to be 
distributed. The following procedures 
must be used to determine the total 
amount of the excess contributions to 
be distributed— 

(A) Calculate the dollar amount of ex-
cess contributions for each HCE. The 
amount of excess contributions attrib-
utable to a given HCE for a plan year 
is the amount (if any) by which the 
HCE’s contributions taken into ac-
count under this section must be re-
duced for the HCE’s ADR to equal the 
highest permitted ADR under the plan. 
To calculate the highest permitted 
ADR under a plan, the ADR of the HCE 
with the highest ADR is reduced by the 
amount required to cause that HCE’s 
ADR to equal the ADR of the HCE with 
the next highest ADR. If a lesser reduc-
tion would enable the arrangement to 
satisfy the requirements of paragraph 
(b)(2)(ii)(C) of this section, only this 
lesser reduction is used in determining 
the highest permitted ADR. 

(B) Determination of the total amount 
of excess contributions. The process de-
scribed in paragraph (b)(2)(ii)(A) of this 
section must be repeated until the ar-
rangement would satisfy the require-
ments of paragraph (b)(2)(ii)(C) of this 
section. The sum of all reductions for 
all HCEs determined under paragraph 
(b)(2)(ii)(A) of this section is the total 
amount of excess contributions for the 
plan year. 

(C) Satisfaction of ADP. A cash or de-
ferred arrangement satisfies this para-
graph (b)(2)(ii)(C) if the arrangement 
would satisfy the requirements of para-
graph (a)(1)(ii) of this section if the 
ADR for each HCE were determined 
after the reductions described in para-
graph (b)(2)(ii)(A) of this section. 

(iii) Apportionment of total amount of 
excess contributions among the HCEs. 
The following procedures must be used 
in apportioning the total amount of ex-
cess contributions determined under 
paragraph (b)(2)(ii) of this section 
among the HCEs: 
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(A) Calculate the dollar amount of ex-
cess contributions for each HCE. The con-
tributions of the HCE with the highest 
dollar amount of contributions taken 
into account under this section are re-
duced by the amount required to cause 
that HCE’s contributions to equal the 
dollar amount of the contributions 
taken into account under this section 
for the HCE with the next highest dol-
lar amount of contributions taken into 
account under this section. If a lesser 
apportionment to the HCE would en-
able the plan to apportion the total 
amount of excess contributions, only 
the lesser apportionment would apply. 

(B) Limit on amount apportioned to any 
individual. For purposes of this para-
graph (b)(2)(iii), the amount of con-
tributions taken into account under 
this section with respect to an HCE 
who is an eligible employee in more 
than one plan of an employer is deter-
mined by taking into account all con-
tributions otherwise taken into ac-
count with respect to such HCE under 
any plan of the employer during the 
plan year of the plan being tested as 
being made under the plan being test-
ed. However, the amount of excess con-
tributions apportioned for a plan year 
with respect to any HCE must not ex-
ceed the amount of contributions actu-
ally contributed to the plan for the 
HCE for the plan year. Thus, in the 
case of an HCE who is an eligible em-
ployee in more than one plan of the 
same employer to which elective con-
tributions are made and whose ADR is 
calculated in accordance with para-
graph (a)(3)(ii) of this section, the 
amount required to be distributed 
under this paragraph (b)(2)(iii) shall 
not exceed the contributions actually 
contributed to the plan and taken into 
account under this section for the plan 
year. 

(C) Apportionment to additional HCEs. 
The procedure in paragraph 
(b)(2)(iii)(A) of this section must be re-
peated until the total amount of excess 
contributions determined under para-
graph (b)(2)(ii) of this section has been 
apportioned. 

(iv) Income allocable to excess contribu-
tions—(A) General rule. For plan years 
beginning on or after January 1, 2008, 
the income allocable to excess con-
tributions is equal to the allocable gain 

or loss through the end of the plan 
year. See paragraph (b)(2)(iv)(D) of this 
section for rules that apply to plan 
years beginning before January 1, 2008. 

(B) Method of allocating income. A 
plan may use any reasonable method 
for computing the income allocable to 
excess contributions, provided that the 
method does not violate section 
401(a)(4), is used consistently for all 
participants and for all corrective dis-
tributions under the plan for the plan 
year, and is used by the plan for allo-
cating income to participant’s ac-
counts. See § 1.401(a)(4)–1(c)(8). A plan 
will not fail to use a reasonable method 
for computing the income allocable to 
excess contributions merely because 
the income allocable to excess con-
tributions is determined on a date that 
is no more than 7 days before the dis-
tribution. 

(C) Alternative method of allocating 
plan year income. A plan may allocate 
income to excess contributions for the 
plan year by multiplying the income 
for the plan year allocable to the elec-
tive contributions and other amounts 
taken into account under this section 
(including contributions made for the 
plan year), by a fraction, the numer-
ator of which is the excess contribu-
tions for the employee for the plan 
year, and the denominator of which is 
the sum of the— 

(1) Account balance attributable to 
elective contributions and other con-
tributions taken into account under 
this section as of the beginning of the 
plan year, and 

(2) Any additional amount of such 
contributions made for the plan year. 

(D) Plan years before 2008. For plan 
years beginning before January 1, 2008, 
the income allocable to excess con-
tributions is determined under 
§ 1.401(k)–2(b)(2)(iv) (as it appeared in 
the April 1, 2007, edition of 26 CFR part 
1). 

(v) Distribution. Within 12 months 
after the close of the plan year in 
which the excess contribution arose, 
the plan must distribute to each HCE 
the excess contributions apportioned to 
such HCE under paragraph (b)(2)(iii) of 
this section and the allocable income. 
Except as otherwise provided in this 
paragraph (b)(2)(v) and paragraph 
(b)(4)(i) of this section, a distribution 
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of excess contributions must be in ad-
dition to any other distributions made 
during the year and must be designated 
as a corrective distribution by the em-
ployer. In the event of a complete ter-
mination of the plan during the plan 
year in which an excess contribution 
arose, the corrective distribution must 
be made as soon as administratively 
feasible after the date of termination 
of the plan, but in no event later than 
12 months after the date of termi-
nation. If the entire account balance of 
an HCE is distributed prior to when the 
plan makes a distribution of excess 
contributions in accordance with this 
paragraph (b)(2), the distribution is 
deemed to have been a corrective dis-
tribution of excess contributions (and 
income) to the extent that a corrective 
distribution would otherwise have been 
required. 

(vi) Tax treatment of corrective dis-
tributions—(A) Corrective distributions 
for plan years beginning on or after Janu-
ary 1, 2008. Except as provided in this 
paragraph (b)(2)(vi), for plan years be-
ginning on or after January 1, 2008, a 
corrective distribution of excess con-
tributions (and allocable income) is in-
cludible in the employee’s gross in-
come for the employee’s taxable year 
in which distributed. In addition, the 
corrective distribution is not subject to 
the early distribution tax of section 
72(t). See paragraph (b)(5) of this sec-
tion for additional rules relating to the 
employer excise tax on amounts dis-
tributed more than 21⁄2 months (6 
months in the case of certain plans 
that include an eligible automatic con-
tribution arrangement within the 
meaning of section 414(w)) after the end 
of the plan year. See also § 1.402(c)–2, A– 
4 for restrictions on rolling over dis-
tributions that are excess contribu-
tions. 

(B) Corrective distributions for plan 
years beginning before January 1, 2008. 
The tax treatment of corrective dis-
tributions for plan years beginning be-
fore January 1, 2008, is determined 
under § 1.401(k)–2(b)(2)(vi) (as it ap-
peared in the April 1, 2007, edition of 26 
CFR Part 1). 

(C) Corrective distributions attributable 
to designated Roth contributions. Not-
withstanding paragraphs (b)(2)(vi)(A) 
and (B) of this section, a distribution of 

excess contributions is not includible 
in gross income to the extent it rep-
resents a distribution of designated 
Roth contributions. However, the in-
come allocable to a corrective distribu-
tion of excess contributions that are 
designated Roth contributions is in-
cluded in gross income in accordance 
with paragraph (b)(2)(vi)(A) or (B) of 
this section (i.e., in the same manner 
as income allocable to a corrective dis-
tribution of excess contributions that 
are pre-tax elective contributions). 

(vii) Other rules—(A) No employee or 
spousal consent required. A corrective 
distribution of excess contributions 
(and income) may be made under the 
terms of the plan without regard to 
any notice or consent otherwise re-
quired under sections 411(a)(11) and 417. 

(B) Treatment of corrective distributions 
as elective contributions. Excess con-
tributions are treated as employer con-
tributions for purposes of sections 404 
and 415 even if distributed from the 
plan. 

(C) No reduction of required minimum 
distribution. A distribution of excess 
contributions (and income) is not 
treated as a distribution for purposes 
of determining whether the plan satis-
fies the minimum distribution require-
ments of section 401(a)(9). See 
§ 1.401(a)(9)–5, A–9(b). 

(D) Partial distributions. Any distribu-
tion of less than the entire amount of 
excess contributions (and allocable in-
come) with respect to any HCE is 
treated as a pro rata distribution of ex-
cess contributions and allocable in-
come. 

(viii) Examples. The following exam-
ples illustrate the application of this 
paragraph (b)(2). For purposes of these 
examples, none of the plans provide for 
catch-up contributions under section 
414(v). The examples are as follows: 

Example 1. (i) Plan P, a calendar year prof-
it-sharing plan that includes a cash or de-
ferred arrangement, provides for distribution 
of excess contributions to HCEs to the ex-
tent necessary to satisfy the ADP test. For 
the 2006 plan year, Employee A, an HCE, has 
elective contributions of $12,000 and $200,000 
in compensation, for an ADR of 6%, and Em-
ployee B, a second HCE, has elective con-
tributions of $8,960 and compensation of 
$128,000, for an ADR of 7%. The ADP for the 
NHCEs is 3% for the 2006 plan year. Under 
the ADP test, the ADP of the two HCEs 
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under the plan may not exceed 5% (i.e., 2 per-
centage points more than the ADP of the 
NHCEs under the plan). The ADP for the 2 
HCEs under the plan is 6.5%. Therefore, 
there must be a correction of excess con-
tributions for the 2006 plan year. 

(ii) The total amount of excess contribu-
tions for the HCEs is determined under para-
graph (b)(2)(ii) of this section as follows: the 
elective contributions of Employee B (the 
HCE with the highest ADR) are reduced by 
$1,280 in order to reduce his ADR to 6% 
($7,680/$128,000), which is the ADR of Em-
ployee A. 

(iii) Because the ADP of the HCEs deter-
mined after the $1,280 reduction to Employee 
B still exceeds 5%, further reductions in elec-
tive contributions are necessary in order to 
reduce the ADP of the HCEs to 5%. The elec-
tive contributions of Employee A and Em-
ployee B are each reduced by 1% of com-
pensation ($2,000 and $1,280 respectively). Be-
cause the ADP of the HCEs determined after 
the reductions equals 5%, the plan would sat-
isfy the requirements of (a)(1)(ii) of this sec-
tion. 

(iv) The total amount of excess contribu-
tions ($4,560 = $1,280+$2,000+$1,280) is appor-
tioned among the HCEs under paragraph 
(b)(2)(iii) of this section first to the HCE 
with the highest amount of elective con-
tributions. Therefore, Employee A is appor-
tioned $3,040 (the amount required to cause 
Employee A’s elective contributions to equal 
the next highest dollar amount of elective 
contributions). 

(v) Because the total amount of excess con-
tributions has not been apportioned, further 
apportionment is necessary. The balance 
($1,520) of the total amount of excess con-
tributions is apportioned equally among Em-
ployee A and Employee B ($760 to each). 

(vi) Therefore, the cash or deferred ar-
rangement will satisfy the requirements of 
paragraph (a)(1) of this section if, by the end 
of the 12 month period following the end of 
the 2006 plan year, Employee A receives a 
corrective distribution of excess contribu-
tions equal to $3,800 ($3,040 + $760) and allo-
cable income and Employee B receives a cor-
rective distribution of $760 and allocable in-
come. 

Example 2. (i) The facts are the same as in 
Example 1, except Employee A’s ADR is based 
on $3,000 of elective contributions to this 
plan and $9,000 of elective contributions to 
another plan of the employer. 

(ii) The total amount of excess contribu-
tions ($4,560 = $1,280+$2,000+$1,280) is appor-
tioned among the HCEs under paragraph 
(b)(2)(iii) of this section first to the HCE 
with the highest amount of elective con-
tributions. The amount of elective contribu-
tions for Employee A is $12,000. Therefore, 
Employee A is apportioned $3,040 (the 
amount required to cause Employee A’s elec-
tive contributions to equal the next highest 

dollar amount of elective contributions). 
However, pursuant to paragraph (b)(2)(iii)(B) 
of this section, no more than the amount ac-
tually contributed to the plan may be appor-
tioned to an HCE. Accordingly, no more than 
$3,000 may be apportioned to Employee A. 
Therefore, the remaining $1,560 must be ap-
portioned to Employee B. 

(iii) The cash or deferred arrangement will 
satisfy the requirements of paragraph (a)(1) 
of this section if, by the end of the 12 month 
period following the end of the 2006 plan 
year, Employee A receives a corrective dis-
tribution of excess contributions equal to 
$3,000 (total amount of elective contributions 
actually contributed to the plan for Em-
ployee A) and allocable income and Em-
ployee B receives a corrective distribution of 
$1,560 and allocable income. 

(3) Recharacterization of excess con-
tributions—(i) General rule. Excess con-
tributions are recharacterized in ac-
cordance with this paragraph (b)(3) 
only if the excess contributions that 
would have to be distributed under 
(b)(2) of this section if the plan was 
correcting through distribution of ex-
cess contributions are recharacterized 
as described in paragraph (b)(3)(ii) of 
this section, and all of the conditions 
set forth in paragraph (b)(3)(iii) of this 
section are satisfied. 

(ii) Treatment of recharacterized excess 
contributions. Recharacterized excess 
contributions are includible in the em-
ployee’s gross income as if such 
amounts were distributed under para-
graph (b)(2) of this section. The re-
characterized excess contributions are 
treated as employee contributions for 
purposes of section 72, sections 
401(a)(4), 401(m), § 1.401(k)–1(d) and 
§ 1.401(k)–2. This requirement is not 
treated as satisfied unless the payor or 
plan administrator reports the re-
characterized excess contributions as 
employee contributions to the Internal 
Revenue Service and the employee by 
timely providing such Federal tax 
forms and accompanying instructions 
and timely taking such other action as 
is prescribed by the Commissioner in 
revenue rulings, notices and other 
guidance published in the Internal Rev-
enue Bulletin (see § 601.601(d)(2) of this 
chapter) as well as the applicable Fed-
eral tax forms and accompanying in-
structions. 

(iii) Additional rules—(A) Time of re-
characterization. Excess contributions 
may not be recharacterized under this 
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paragraph (b)(3) after 21⁄2 months after 
the close of the plan year to which the 
recharacterization relates. Re-
characterization is deemed to have oc-
curred on the date on which the last of 
those HCEs with excess contributions 
to be recharacterized is notified in ac-
cordance with paragraph (b)(3)(ii) of 
this section. 

(B) Employee contributions must be per-
mitted under plan. The amount of re-
characterized excess contributions, in 
combination with the employee con-
tributions actually made by the HCE, 
may not exceed the maximum amount 
of employee contributions (determined 
without regard to the ACP test of sec-
tion 401(m)(2)) permitted under the pro-
visions of the plan as in effect on the 
first day of the plan year. 

(C) Treatment of recharacterized excess 
contributions. Recharacterized excess 
contributions continue to be treated as 
employer contributions for all purposes 
under the Internal Revenue Code (other 
than those specified in paragraph 
(b)(3)(ii) of this section), including sec-
tion 401(a) and sections 404, 409, 411, 412, 
415, 416, and 417. Thus, for example, re-
characterized excess contributions re-
main subject to the requirements of 
§ 1.401(k)–1(c); must be deducted under 
section 404; and are treated as em-
ployer contributions described in sec-
tion 415(c)(2)(A). 

(4) Rules applicable to all corrections— 
(i) Coordination with distribution of ex-
cess deferrals—(A) Treatment of excess de-
ferrals that reduce excess contributions. 
The amount of excess contributions 
(and allocable income) to be distrib-
uted under paragraph (b)(2) of this sec-
tion or the amount of excess contribu-
tions recharacterized under paragraph 
(b)(3) of this section with respect to an 
employee for a plan year, is reduced by 
any amounts previously distributed to 
the employee from the plan to correct 
excess deferrals for the employee’s tax-
able year ending with or within the 
plan year in accordance with section 
402(g)(2). 

(B) Treatment of excess contributions 
that reduce excess deferrals. Under 
§ 1.402(g)–1(e), the amount required to 
be distributed to correct an excess de-
ferral to an employee for a taxable 
year is reduced by any excess contribu-
tions (and allocable income) previously 

distributed or excess contributions re-
characterized with respect to the em-
ployee for the plan year beginning with 
or within the taxable year. The amount 
of excess contributions includible in 
the gross income of the employee, and 
the amount of excess contributions re-
ported by the payer or plan adminis-
trator as includible in the gross income 
of the employee, does not include the 
amount of any reduction under 
§ 1.402(g)–1(e)(6). 

(ii) Forfeiture of match on distributed 
excess contributions. A matching con-
tribution is taken into account under 
section 401(a)(4) even if the match is 
with respect to an elective contribu-
tion that is distributed or recharacter-
ized under this paragraph (b). This re-
quires that, after correction of excess 
contributions, each level of matching 
contributions be currently and effec-
tively available to a group of employ-
ees that satisfies section 410(b). See 
§ 1.401(a)(4)–4(e)(3)(iii)(G). Thus, a plan 
that provides the same rate of match-
ing contributions to all employees will 
not meet the requirements of section 
401(a)(4) if elective contributions are 
distributed under this paragraph (b) to 
HCEs to the extent needed to meet the 
requirements of section 401(k)(3), while 
matching contributions attributable to 
those elective contributions remain al-
located to the HCEs’ accounts. Under 
section 411(a)(3)(G) and § 1.411(a)–4(b)(7), 
a plan may forfeit matching contribu-
tions attributable to excess contribu-
tions, excess aggregate contributions 
or excess deferrals to avoid a violation 
of section 401(a)(4). See also § 1.401(a)(4)– 
11(g)(3)(vii)(B) regarding the use of ad-
ditional allocations to the accounts of 
NHCEs for the purpose of correcting a 
discriminatory rate of matching con-
tributions. 

(iii) Permitted forfeiture of QMAC. 
Pursuant to section 401(k)(8)(E), a 
qualified matching contribution is not 
treated as forfeitable under § 1.401(k)– 
1(c) merely because under the plan it is 
forfeited in accordance with paragraph 
(b)(4)(ii) of this section or § 1.414(w)– 
1(d)(2). 

(iv) No requirement for recalculation. If 
excess contributions are distributed or 
recharacterized in accordance with 
paragraphs (b)(2) and (3) of this section, 
the cash or deferred arrangement is 
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treated as meeting the nondiscrimina-
tion test of section 401(k)(3) regardless 
of whether the ADP for the HCEs, if re-
calculated after the distributions or re-
characterizations, would satisfy sec-
tion 401(k)(3). 

(v) Treatment of excess contributions 
that are catch-up contributions. A cash 
or deferred arrangement does not fail 
to meet the requirements of section 
401(k)(3) and paragraph (a)(1) of this 
section merely because excess con-
tributions that are catch-up contribu-
tions because they exceed the ADP 
limit, as described in § 1.414(v)– 
1(b)(1)(iii), are not corrected in accord-
ance with this paragraph (b). 

(5) Failure to timely correct—(i) Failure 
to correct within 21⁄2 months after end of 
plan year. If a plan does not correct ex-
cess contributions within 21⁄2 months 
after the close of the plan year for 
which the excess contributions are 
made, the employer will be liable for a 
10% excise tax on the amount of the ex-
cess contributions. See section 4979 and 
§ 54.4979–1 of this chapter. Qualified 
nonelective contributions and qualified 
matching contributions properly taken 
into account under paragraph (a)(6) of 
this section for a plan year may enable 
a plan to avoid having excess contribu-
tions, even if the contributions are 
made after the close of the 21⁄2 month 
period. 

(ii) Failure to correct within 12 months 
after end of plan year. If excess con-
tributions are not corrected within 12 
months after the close of the plan year 
for which they were made, the cash or 
deferred arrangement will fail to sat-
isfy the requirements of section 
401(k)(3) for the plan year for which the 
excess contributions are made and all 
subsequent plan years during which the 
excess contributions remain in the 
trust. 

(iii) Special rule for eligible automatic 
contribution arrangements. In the case of 
excess contributions under a plan that 
includes an eligible automatic con-
tribution arrangement within the 
meaning of section 414(w), 6 months is 
substituted for 21⁄2 months in para-
graph (b)(5)(i) of this section. The addi-
tional time described in this paragraph 
(b)(5)(iii) applies to a distribution of 
excess contributions for a plan year be-
ginning on or after January 1, 2010 only 

where all the eligible NHCEs and eligi-
ble HCEs are covered employees under 
the eligible automatic contribution ar-
rangement (within the meaning of 
§ 1.414(w)–1(e)(3)) for the entire plan 
year (or for the portion of the plan 
year that the eligible NHCEs and eligi-
ble HCEs are eligible employees). 

(c) Additional rules for prior year test-
ing method—(1) Rules for change in test-
ing method—(i) General rule. A plan is 
permitted to change from the prior 
year testing method to the current 
year testing method for any plan year. 
A plan is permitted to change from the 
current year testing method to the 
prior year testing method only in situ-
ations described in paragraph (c)(1)(ii) 
of this section. For purposes of this 
paragraph (c)(1), a plan that uses the 
safe harbor method described in 
§ 1.401(k)–3 or a SIMPLE 401(k) plan is 
treated as using the current year test-
ing method for that plan year. 

(ii) Situations permitting a change to 
the prior year testing method. The situa-
tions described in this paragraph 
(c)(1)(ii) are: 

(A) The plan is not the result of the 
aggregation of two or more plans, and 
the current year testing method was 
used under the plan for each of the 5 
plan years preceding the plan year of 
the change (or if lesser, the number of 
plan years the plan has been in exist-
ence, including years in which the plan 
was a portion of another plan). 

(B) The plan is the result of the ag-
gregation of two or more plans, and for 
each of the plans that are being aggre-
gated (the aggregating plans), the cur-
rent year testing method was used for 
each of the 5 plan years preceding the 
plan year of the change (or if lesser, 
the number of plan years since that ag-
gregating plan has been in existence, 
including years in which the aggre-
gating plan was a portion of another 
plan). 

(C) A transaction described in section 
410(b)(6)(C)(i) and § 1.410(b)–2(f) occurs 
and— 

(1) As a result of the transaction, the 
employer maintains both a plan using 
the prior year testing method and a 
plan using the current year testing 
method; and 
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(2) The change from the current year 
testing method to the prior year test-
ing method occurs within the transi-
tion period described in section 
410(b)(6)(C)(ii). 

(2) Calculation of ADP under the prior 
year testing method for the first plan 
year—(i) Plans that are not successor 
plans. If, for the first plan year of any 
plan (other than a successor plan), the 
plan uses the prior year testing meth-
od, the plan is permitted to use either 
that first plan year as the applicable 
year for determining the ADP for eligi-
ble NHCEs, or use 3% as the ADP for 
eligible NHCEs, for applying the ADP 
test for that first plan year. A plan 
(other than a successor plan) that uses 
the prior year testing method but has 
elected for its first plan year to use 
that year as the applicable year is not 
treated as changing its testing method 
in the second plan year and is not sub-
ject to the limitations on double count-
ing on QNECs under paragraph 
(a)(6)(vi) of this section for the second 
plan year. 

(ii) First plan year defined. For pur-
poses of this paragraph (c)(2), the first 
plan year of any plan is the first year 
in which the plan provides for elective 
contributions. Thus, the rules of this 
paragraph (c)(2) do not apply to a plan 
(within the meaning of § 1.410(b)–7(b)) 
for a plan year if for such plan year the 
plan is aggregated under § 1.401(k)– 
1(b)(4) with any other plan that pro-
vided for elective contributions in the 
prior year. 

(iii) Successor plans. A plan is a suc-
cessor plan if 50% or more of the eligi-
ble employees for the first plan year 
were eligible employees under a quali-
fied cash or deferred arrangement 
maintained by the employer in the 
prior year. If a plan that is a successor 
plan uses the prior year testing method 
for its first plan year, the ADP for the 
group of NHCEs for the applicable year 
must be determined under paragraph 
(c)(4) of this section. 

(3) Plans using different testing methods 
for the ADP and ACP test. Except as 
otherwise provided in this paragraph 
(c)(3), a plan may use the current year 
testing method or prior year testing 
method for the ADP test for a plan 
year without regard to whether the 
current year testing method or prior 

year testing method is used for the 
ACP test for that year. For example, a 
plan may use the prior year testing 
method for the ADP test and the cur-
rent year testing method for its ACP 
test for the plan year. However, plans 
that use different testing methods 
under this paragraph (c)(3) cannot 
use— 

(i) The recharacterization method of 
paragraph (b)(3) of this section to cor-
rect excess contributions for a plan 
year; 

(ii) The rules of § 1.401(m)–2(a)(6)(ii) 
to take elective contributions into ac-
count under the ACP test (rather than 
the ADP test); or 

(iii) The rules of paragraph (a)(6)(v) 
of this section to take qualified match-
ing contributions into account under 
the ADP test (rather than the ACP 
test). 

(4) Rules for plan coverage changes—(i) 
In general. A plan that uses the prior 
year testing method and experiences a 
plan coverage change during a plan 
year satisfies the requirements of this 
section for that year only if the plan 
provides that the ADP for the NHCEs 
for the plan year is the weighted aver-
age of the ADPs for the prior year sub-
groups. 

(ii) Optional rule for minor plan cov-
erage changes. If a plan coverage change 
occurs and 90% or more of the total 
number of the NHCEs from all prior 
year subgroups are from a single prior 
year subgroup, then, in lieu of using 
the weighted averages described in 
paragraph (c)(4)(i) of this section, the 
plan may provide that the ADP for the 
group of eligible NHCEs for the prior 
year under the plan is the ADP of the 
NHCEs for the prior year of the plan 
under which that single prior year sub-
group was eligible. 

(iii) Definitions. The following defini-
tions apply for purposes of this para-
graph (c)(4): 

(A) Plan coverage change. The term 
plan coverage change means a change in 
the group or groups of eligible employ-
ees under a plan on account of— 

(1) The establishment or amendment 
of a plan; 

(2) A plan merger or spinoff under 
section 414(l); 
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(3) A change in the way plans (within 
the meaning of § 1.410(b)–7(b)) are com-
bined or separated for purposes of 
§ 1.401(k)–1(b)(4) (e.g., permissively ag-
gregating plans not previously aggre-
gated under § 1.410(b)–7(d), or ceasing to 
permissively aggregate plans under 
§ 1.410(b)–7(d)); 

(4) A reclassification of a substantial 
group of employees that has the same 
effect as amending the plan (e.g., a 
transfer of a substantial group of em-
ployees from one division to another 
division); or 

(5) A combination of any of para-
graphs (c)(4)(iii)(A)(1) through (4) of 
this section. 

(B) Prior year subgroup. The term 
prior year subgroup means all NHCEs 
for the prior plan year who, in the 
prior year, were eligible employees 
under a specific plan maintained by the 
employer that included a qualified cash 
or deferred arrangement and who 
would have been eligible employees in 
the prior year under the plan being 
tested if the plan coverage change had 
first been effective as of the first day of 
the prior plan year instead of first 
being effective during the plan year. 
The determination of whether an 
NHCE is a member of a prior year sub-
group is made without regard to 
whether the NHCE terminated employ-
ment during the prior year. 

(C) Weighted average of the ADPs for 
the prior year subgroups. The term 
weighted average of the ADPs for the 
prior year subgroups means the sum, for 
all prior year subgroups, of the ad-
justed ADPs for the plan year. The 
term adjusted ADP with respect to a 
prior year subgroup means the ADP for 
the prior plan year of the specific plan 
under which the members of the prior 
year subgroup were eligible employees 
on the first day of the prior plan year, 
multiplied by a fraction, the numer-
ator of which is the number of NHCEs 
in the prior year subgroup and denomi-
nator of which is the total number of 
NHCEs in all prior year subgroups. 

(iv) Examples. The following examples 
illustrate the application of this para-
graph (c)(4): 

Example 1. (i) Employer B maintains two 
calendar year plans, Plan O and Plan P, each 
of which includes a cash or deferred arrange-
ment. The plans were not permissively ag-
gregated under § 1.410(b)–7(d) for the 2005 plan 

year. Both plans use the prior year testing 
method. Plan O had 300 eligible employees 
who were NHCEs for the 2005 plan year, and 
their ADP for that year was 6%. Sixty of the 
eligible employees who were NHCEs for the 
2005 plan year under Plan O, terminated 
their employment during that year. Plan P 
had 100 eligible employees who were NHCEs 
for 2005, and the ADP for those NHCEs for 
that plan was 4%. Plan O and Plan P are per-
missively aggregated under § 1.410(b)–7(d) for 
the 2006 plan year. 

(ii) The permissive aggregation of Plan O 
and Plan P for the 2006 plan year under 
§ 1.410(b)–7(d) is a plan coverage change that 
results in treating the plans as one plan 
(Plan OP) for purposes of § 1.401(k)–1(b)(4). 
Therefore, the prior year ADP for the NHCEs 
under Plan OP for the 2006 plan year is the 
weighted average of the ADPs for the prior 
year subgroups: the Plan O prior year sub-
group and the Plan P prior year subgroup. 

(iii) The Plan O prior year subgroup con-
sists of the 300 employees who, in the 2005 
plan year, were eligible NHCEs under Plan O 
and who would have been eligible under Plan 
OP for the 2005 plan year if Plan O and Plan 
P had been permissively aggregated for that 
plan year. The Plan P prior year subgroup 
consists of the 100 employees who, in the 2005 
plan year, were eligible NHCEs under Plan P 
and would have been eligible under Plan OP 
for the 2005 plan year if Plan O and Plan P 
had been permissively aggregated for that 
plan year. 

(iv) The weighted average of the ADPs for 
the prior year subgroups is the sum of the 
adjusted ADP for the Plan O prior year sub-
group and the adjusted ADP for the Plan P 
prior year subgroup. The adjusted ADP for 
the Plan O prior year subgroup is 4.5%, cal-
culated as follows: 6% (the ADP for the 
NHCEs under Plan O for the 2005 plan year) 
× 300/400 (the number of NHCEs in the Plan O 
prior year subgroup divided by the total 
number of NHCEs in all prior year sub-
groups). The adjusted ADP for the Plan P 
prior year subgroup is 1%, calculated as fol-
lows: 4% (the ADP for the NHCEs under Plan 
P for the 2005 plan year) × 100/400 (the number 
of NHCEs in the Plan P prior year subgroup 
divided by the total number of NHCEs in all 
prior year subgroups). Thus, the prior year 
ADP for NHCEs under Plan OP for the 2006 
plan year is 5.5% (the sum of adjusted ADPs 
for the prior year subgroups, 4.5% plus 1%). 

(v) As provided in paragraph (c)(4)(iii)(B) of 
this section, the determination of whether 
an NHCE is a member of a prior year sub-
group is made without regard to whether 
that NHCE terminated employment during 
the prior year. Thus, the prior ADP for the 
NHCEs under Plan OP for the 2006 plan year 
is unaffected by the termination of the 60 
NHCEs covered by Plan O during the 2005 
plan year. 
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Example 2. (i) The facts are the same as Ex-
ample 1, except that the 60 employees who 
terminated employment during the 2005 plan 
are instead spun-off to another plan. 

(ii) The permissive aggregation of Plan O 
and Plan P for the 2006 plan year under 
§ 1.410(b)–7(d) is a plan coverage change that 
results in treating the plans as one plan 
(Plan OP) for purposes of § 1.401(k)–1(b)(4) and 
the spin-off of the 60 employees is a plan cov-
erage change. Therefore, the prior year ADP 
for the NHCEs under Plan OP for the 2006 
plan year is the weighted average of the 
ADPs for the prior year subgroups: the Plan 
O prior year subgroup and the Plan P prior 
year subgroup. 

(iii) For purposes of determining the prior 
year subgroups, the employees who would 
have been eligible employees in the prior 
year under the plan being tested are deter-
mined as if both plan coverage changes had 
first been effective as of the first day of the 
prior plan year. The Plan O prior year sub-
group consists of the 240 employees who, in 
the 2005 plan year, were eligible NHCEs 
under Plan O and would have been eligible 
under Plan OP for the 2005 plan year if the 
spin-off had occurred at the beginning of the 
2005 plan year and Plan O and Plan P had 
been permissively aggregated under 
§ 1.410(b)–7(d) for that plan year. The Plan P 
prior year subgroup consists of the 100 em-
ployees who, in the 2005 plan year, were eligi-
ble NHCEs under Plan P and would have 
been eligible under Plan OP for the 2005 plan 
year if Plan O and Plan P had been permis-
sively aggregated under § 1.410(b)–7(d) for 
that plan year. 

(iv) The weighted average of the ADPs for 
the prior year subgroups is the sum of the 
adjusted ADP with respect to the prior year 
subgroup consisting of eligible NHCEs from 
Plan O and the adjusted ADP with respect to 
the prior year subgroup consisting of eligible 
NHCEs from Plan P. The adjusted ADP for 
the prior year subgroup consisting of eligible 
NHCEs under Plan O is 4.23%, calculated as 
follows: 6% (the ADP for the NHCEs under 
Plan O for the 2005 plan year) × 240/340 (the 
number of NHCEs in that prior year sub-
group divided by the total number of NHCEs 
in all prior year subgroups). The adjusted 
ADP for the prior year subgroup consisting 
of the eligible NHCEs from Plan P is 1.18%, 
calculated as follows: 4% (the ADP for the 
NHCEs under Plan P for the 2005 plan year) 
× 100/340 (the number of NHCEs in that prior 
year subgroup divided by the total number of 
NHCEs in all prior year subgroups). Thus, 
the prior year ADP for NHCEs under Plan OP 
for the 2006 plan year is 5.41% (the sum of ad-
justed ADPs for the prior year subgroups, 
4.23% plus 1.18%). 

Example 3. (i) The facts are the same as in 
Example 1, except that instead of Plan O and 
Plan P being permissively aggregated for the 
2006 plan year, 200 of the employees eligible 

under Plan O were spun-off from Plan O and 
merged into Plan P. 

(ii) The spin-off from Plan O and merger to 
Plan P for the 2006 plan year are plan cov-
erage changes for Plan P. Therefore, the 
prior year ADP for the NHCEs under Plan P 
for the 2006 plan year is the weighted average 
of the ADPs for the prior year subgroups 
under Plan P. There are 2 subgroups under 
Plan P for the 2006 plan year. The Plan O 
prior year subgroup consists of the 200 em-
ployees who, in the 2005 plan year, were eligi-
ble NHCEs under Plan O and who would have 
been eligible under Plan P for the 2005 plan 
year if the spin-off and merger had occurred 
on the first day of the 2005 plan year. The 
Plan P prior year subgroup consists of the 
100 employees who, in the 2005 plan year, 
were eligible NHCEs under Plan P for the 
2005 plan year. 

(iii) The weighted average of the ADPs for 
the prior year subgroups is the sum of the 
adjusted ADP for the Plan O prior year sub-
group and the adjusted ADP for the Plan P 
prior year subgroup. The adjusted ADP for 
the Plan O prior year subgroup is 4.0%, cal-
culated as follows: 6% (the ADP for the 
NHCEs under Plan O for the 2005 plan year) 
× 200/300 (the number of NHCEs in the Plan O 
prior year subgroup divided by the total 
number of NHCEs in all prior year sub-
groups). The adjusted ADP for the Plan P 
prior year subgroup is 1.33%, calculated as 
follows: 4% (the ADP for the NHCEs under 
Plan P for the 2005 plan year) × 100/300 (the 
number of NHCEs in the Plan P prior year 
subgroup divided by the total number of 
NHCEs in all prior year subgroups). Thus, 
the prior year ADP for NHCEs under Plan P 
for the 2006 plan year is 5.33% (the sum of ad-
justed ADPs for the 2 prior year subgroups, 
4.0% plus 1.33%). 

(iv) The spin-off from Plan O for the 2006 
plan year is a plan coverage change for Plan 
O. Therefore, the prior year ADP for the 
NHCEs under Plan O for the 2006 plan year is 
the weighted average of the ADPs for the 
prior year subgroups under Plan O. In this 
case, there is only one prior year subgroup 
under Plan O, the employees who were 
NHCEs of Employer B for the 2005 plan year 
and who were eligible for the 2005 plan year 
under Plan O. Because there is only one prior 
year subgroup under Plan O, the weighted 
average of the ADPs for the prior year sub-
group under Plan O is equal to the NHCE 
ADP for the prior year (2005 plan year) under 
Plan O, or 6%. 

Example 4. (i) Employer C maintains a cal-
endar year plan, Plan Q, which includes a 
cash or deferred arrangement that uses the 
prior year testing method. Plan Q covers em-
ployees of Division A and Division B. In 2005, 
Plan Q had 500 eligible employees who were 
NHCEs, and the ADP for those NHCEs for 
2005 was 2%. Effective January 1, 2006, Em-
ployer C amends the eligibility provisions 
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under Plan Q to exclude employees of Divi-
sion B effective January 1, 2006. In addition, 
effective on that same date, Employer C es-
tablishes a new calendar year plan, Plan R, 
which includes a cash or deferred arrange-
ment that uses the prior year testing meth-
od. The only eligible employees under Plan R 
are the 100 employees of Division B who were 
eligible employees under Plan Q. 

(ii) Plan R is a successor plan, within the 
meaning of paragraph (c)(2)(iii) of this sec-
tion (because all of the employees were eligi-
ble employees under Plan Q in the prior 
year). Therefore, Plan R cannot use the first 
plan year rule set forth in paragraph (c)(2)(i) 
of this section. 

(iii) The amendment to the eligibility pro-
visions of Plan Q and the establishment of 
Plan R are plan coverage changes within the 
meaning of paragraph (c)(4)(iii)(A) of this 
section for Plan Q and Plan R. Accordingly, 
each plan must determine the NHCE ADP for 
the 2006 plan year under the rules set forth in 
paragraph (c)(4) of this section. 

(iv) The prior year ADP for NHCEs under 
Plan Q is the weighted average of the ADPs 
for the prior year subgroups. Plan Q has only 
one prior year subgroup (because the only 
NHCEs who would have been eligible employ-
ees under Plan Q for the 2005 plan year if the 
amendment to the Plan Q eligibility provi-
sions had occurred as of the first day of that 
plan year were eligible employees under Plan 
Q). Therefore, for purposes of the 2006 plan 
year under Plan Q, the ADP for NHCEs for 
the prior year is the weighted average of the 
ADPs for the prior year subgroups, or 2%, 
the same as if the plan amendment had not 
occurred. 

(v) Similarly, Plan R has only one prior 
year subgroup (because the only NHCEs who 
would have been eligible employees under 
Plan R for the 2005 plan year if the plan were 
established as of the first day of that plan 
year were eligible employees under Plan Q). 
Therefore, for purposes of the 2006 testing 
year under Plan R, the ADP for NHCEs for 
the prior year is the weighted average of the 
ADPs for the prior year subgroups, or 2%, 
the same as that of Plan Q. 

Example 5. (i) The facts are the same as in 
Example 4, except that the provisions of Plan 
R extend eligibility to 50 hourly employees 
who previously were not eligible employees 
under any qualified cash or deferred arrange-
ment maintained by Employer C. 

(ii) Plan R is a successor plan (because 100 
of Plan R’s 150 eligible employees were eligi-
ble employees under another qualified cash 
or deferred arrangement maintained by Em-
ployer C in the prior year). Therefore, Plan R 
cannot use the first plan year rule set forth 
in paragraph (c)(2)(i) of this section. 

(iii) The establishment of Plan R is a plan 
coverage change that affects Plan R. Because 
the 50 hourly employees were not eligible 
employees under any qualified cash or de-

ferred arrangement of Employer C for the 
prior plan year, they do not comprise a prior 
year subgroup. Accordingly, Plan R still has 
only one prior year subgroup. Therefore, for 
purposes of the 2006 testing year under Plan 
R, the ADP for NHCEs for the prior year is 
the weighted average of the ADPs for the 
prior year subgroups, or 2%, the same as that 
of Plan Q. 

[T.D. 9169, 69 FR 78154, Dec. 29, 2004, as 
amended by T.D. 9237, 71 FR 10, Jan. 3, 2006; 
T.D. 9447, 74 FR 8207, Feb. 24, 2009] 

§ 1.401(k)–3 Safe harbor requirements. 
(a) ADP test safe harbor—(1) Section 

401(k)(12) safe harbor. A cash or deferred 
arrangement satisfies the ADP safe 
harbor provision of section 401(k)(12) 
for a plan year if the arrangement sat-
isfies the safe harbor contribution re-
quirement of paragraph (b) or (c) of 
this section for the plan year, the no-
tice requirement of paragraph (d) of 
this section, the plan year require-
ments of paragraph (e) of this section, 
and the additional rules of paragraphs 
(f), (g), and (h) of this section, as appli-
cable. 

(2) Section 401(k)(13) safe harbor. For 
plan years beginning on or after Janu-
ary 1, 2008, a cash or deferred arrange-
ment satisfies the ADP safe harbor pro-
vision of section 401(k)(13) for a plan 
year if the arrangement is described in 
paragraph (j) of this section and satis-
fies the safe harbor contribution re-
quirement of paragraph (k) of this sec-
tion for the plan year, the notice re-
quirement of paragraph (d) of this sec-
tion (modified to include the informa-
tion set forth in paragraph (k)(4) of 
this section), the plan year require-
ments of paragraph (e) of this section, 
and the additional rules of paragraphs 
(f), (g), and (h) of this section, as appli-
cable. A cash or deferred arrangement 
that satisfies the requirements of this 
paragraph (a)(2) is referred to as a 
qualified automatic contribution ar-
rangement. 

(3) Requirements applicable to safe har-
bor contributions. Pursuant to section 
401(k)(12)(E)(ii) and section 
401(k)(13)(D)(iv), the safe harbor con-
tribution requirement of paragraph (b), 
(c), or (k) of this section must be satis-
fied without regard to section 401(l). 
The contributions made under para-
graph (b) or (c) of this section (and the 
corresponding contributions under 
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paragraph (k) of this section) are re-
ferred to as safe harbor nonelective 
contributions and safe harbor match-
ing contributions. 

(b) Safe harbor nonelective contribution 
requirement—(1) General rule. The safe 
harbor nonelective contribution re-
quirement of this paragraph is satisfied 
if, under the terms of the plan, the em-
ployer is required to make a qualified 
nonelective contribution on behalf of 
each eligible NHCE equal to at least 3% 
of the employee’s safe harbor com-
pensation. 

(2) Safe harbor compensation defined. 
For purposes of this section, safe har-
bor compensation means compensation 
as defined in § 1.401(k)–6 (which incor-
porates the definition of compensation 
in § 1.414(s)–1); provided, however, that 
the rule in the last sentence of 
§ 1.414(s)–1(d)(2)(iii) (which generally 
permits a definition of compensation 
to exclude all compensation in excess 
of a specified dollar amount) does not 
apply in determining the safe harbor 
compensation of NHCEs. Thus, for ex-
ample, the plan may limit the period 
used to determine safe harbor com-
pensation to the eligible employee’s pe-
riod of participation. 

(c) Safe harbor matching contribution 
requirement—(1) In general. The safe 
harbor matching contribution require-
ment of this paragraph (c) is satisfied 
if, under the plan, qualified matching 
contributions are made on behalf of 
each eligible NHCE in an amount de-
termined under the basic matching for-
mula of section 401(k)(12)(B)(i)(I), as de-
scribed in paragraph (c)(2) of this sec-
tion, or under an enhanced matching 
formula of section 401(k)(12)(B)(i)(II), 
as described in paragraph (c)(3) of this 
section. 

(2) Basic matching formula. Under the 
basic matching formula, each eligible 
NHCE receives qualified matching con-
tributions in an amount equal to the 
sum of— 

(i) 100% of the amount of the employ-
ee’s elective contributions that do not 
exceed 3% of the employee’s safe har-
bor compensation; and 

(ii) 50% of the amount of the employ-
ee’s elective contributions that exceed 
3% of the employee’s safe harbor com-
pensation but that do not exceed 5% of 

the employee’s safe harbor compensa-
tion. 

(3) Enhanced matching formula. Under 
an enhanced matching formula, each 
eligible NHCE receives a matching con-
tribution under a formula that, at any 
rate of elective contributions by the 
employee, provides an aggregate 
amount of qualified matching con-
tributions at least equal to the aggre-
gate amount of qualified matching con-
tributions that would have been pro-
vided under the basic matching for-
mula of paragraph (c)(2) of this section. 
In addition, under an enhanced match-
ing formula, the ratio of matching con-
tributions on behalf of an employee 
under the plan for a plan year to the 
employee’s elective contributions may 
not increase as the amount of an em-
ployee’s elective contributions in-
creases. 

(4) Limitation on HCE matching con-
tributions. The safe harbor matching 
contribution requirement of this para-
graph (c) is not satisfied if the ratio of 
matching contributions made on ac-
count of an HCE’s elective contribu-
tions under the cash or deferred ar-
rangement for a plan year to those 
elective contributions is greater than 
the ratio of matching contributions to 
elective contributions that would apply 
with respect to any eligible NHCE with 
elective contributions at the same per-
centage of safe harbor compensation. 

(5) Use of safe harbor match not pre-
cluded by certain plan provisions—(i) 
Safe harbor matching contributions on 
employee contributions. The safe harbor 
matching contribution requirement of 
this paragraph (c) will not fail to be 
satisfied merely because safe harbor 
matching contributions are made on 
both elective contributions and em-
ployee contributions if safe harbor 
matching contributions are made with 
respect to the sum of elective contribu-
tions and employee contributions on 
the same terms as safe harbor match-
ing contributions are made with re-
spect to elective contributions. Alter-
natively, the safe harbor matching con-
tribution requirement of this para-
graph (c) will not fail to be satisfied 
merely because safe harbor matching 
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contributions are made on both elec-
tive contributions and employee con-
tributions if safe harbor matching con-
tributions on elective contributions are 
not affected by the amount of em-
ployee contributions. 

(ii) Periodic matching contributions. 
The safe harbor matching contribution 
requirement of this paragraph (c) will 
not fail to be satisfied merely because 
the plan provides that safe harbor 
matching contributions will be made 
separately with respect to each payroll 
period (or with respect to all payroll 
periods ending with or within each 
month or quarter of a plan year) taken 
into account under the plan for the 
plan year, provided that safe harbor 
matching contributions with respect to 
any elective contributions made during 
a plan year quarter are contributed to 
the plan by the last day of the imme-
diately following plan year quarter. 

(6) Permissible restrictions on elective 
contributions by NHCEs—(i) General rule. 
The safe harbor matching contribution 
requirement of this paragraph (c) is not 
satisfied if elective contributions by 
NHCEs are restricted, unless the re-
strictions are permitted by this para-
graph (c)(6). 

(ii) Restrictions on election periods. A 
plan may limit the frequency and dura-
tion of periods in which eligible em-
ployees may make or change cash or 
deferred elections under a plan. How-
ever, an employee must have a reason-
able opportunity (including a reason-
able period after receipt of the notice 
described in paragraph (d) of this sec-
tion) to make or change a cash or de-
ferred election for the plan year. For 
purposes of this paragraph (c)(6)(ii), a 
30-day period is deemed to be a reason-
able period to make or change a cash 
or deferred election. 

(iii) Restrictions on amount of elective 
contributions. A plan is permitted to 
limit the amount of elective contribu-
tions that may be made by an eligible 
employee under a plan, provided that 
each NHCE who is an eligible employee 
is permitted (unless the employee is re-
stricted under paragraph (c)(6)(v) of 
this section) to make elective con-
tributions in an amount that is at least 
sufficient to receive the maximum 
amount of matching contributions 
available under the plan for the plan 

year, and the employee is permitted to 
elect any lesser amount of elective 
contributions. However, a plan may re-
quire eligible employees to make cash 
or deferred elections in whole percent-
ages of compensation or whole dollar 
amounts. 

(iv) Restrictions on types of compensa-
tion that may be deferred. A plan may 
limit the types of compensation that 
may be deferred by an eligible em-
ployee under a plan, provided that each 
eligible NHCE is permitted to make 
elective contributions under a defini-
tion of compensation that would be a 
reasonable definition of compensation 
within the meaning of § 1.414(s)–1(d)(2). 
Thus, the definition of compensation 
from which elective contributions may 
be made is not required to satisfy the 
nondiscrimination requirement of 
§ 1.414(s)–1(d)(3). 

(v) Restrictions due to limitations under 
the Internal Revenue Code. A plan may 
limit the amount of elective contribu-
tions made by an eligible employee 
under a plan— 

(A) Because of the limitations of sec-
tion 402(g) or 415; or 

(B) Because, on account of a hardship 
distribution, an employee’s ability to 
make elective contributions has been 
suspended for 6 months in accordance 
with § 1.401(k)–1(d)(3)(iv)(E). 

(7) Examples. The following examples 
illustrate the safe harbor contribution 
requirement of this paragraph (c): 

Example 1. (i) Beginning January 1, 2006, 
Employer A maintains Plan L covering em-
ployees in Divisions D and E, each of which 
includes HCEs and NHCEs. Plan L contains a 
cash or deferred arrangement and provides 
qualified matching contributions equal to 
100% of each eligible employee’s elective 
contributions up to 3% of compensation and 
50% of the next 2% of compensation. For pur-
poses of the matching contribution formula, 
safe harbor compensation is defined as all 
compensation within the meaning of section 
415(c)(3) (a definition that satisfies section 
414(s)). Also, each employee is permitted to 
make elective contributions from all safe 
harbor compensation within the meaning of 
section 415(c)(3) and may change a cash or 
deferred election at any time. Plan L limits 
the amount of an employee’s elective con-
tributions for purposes of section 402(g) and 
section 415, and, in the case of a hardship dis-
tribution, suspends an employee’s ability to 
make elective contributions for 6 months in 
accordance with § 1.401(k)–1(d)(3)(iv)(E). All 
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contributions under Plan L are nonforfeit-
able and are subject to the withdrawal re-
strictions of section 401(k)(2)(B). Plan L pro-
vides for no other contributions and Em-
ployer A maintains no other plans. Plan L is 
maintained on a calendar-year basis, and all 
contributions for a plan year are made with-
in 12 months after the end of the plan year. 

(ii) Based on these facts, matching con-
tributions under Plan L are safe harbor 
matching contributions because they are 
qualified matching contributions equal to 
the basic matching formula. Accordingly, 
Plan L satisfies the safe harbor contribution 
requirement of this paragraph (c). 

Example 2. (i) The facts are the same as in 
Example 1, except that instead of providing a 
basic matching contribution, Plan L pro-
vides a qualified matching contribution 
equal to 100% of each eligible employee’s 
elective contributions up to 4% of safe har-
bor compensation. 

(ii) Plan L’s formula is an enhanced match-
ing formula because each eligible NHCE re-
ceives safe harbor matching contributions at 
a rate that, at any rate of elective contribu-
tions, provides an aggregate amount of 
qualified matching contributions at least 
equal to the aggregate amount of qualified 
matching contributions that would have 
been received under the basic safe harbor 
matching formula, and the rate of matching 
contributions does not increase as the rate of 
an employee’s elective contributions in-
creases. Accordingly, Plan L satisfies the 
safe harbor contribution requirement of this 
paragraph (c). 

Example 3. (i) The facts are the same as in 
Example 2, except that instead of permitting 
each employee to make elective contribu-
tions from all compensation within the 
meaning of section 415(c)(3), each employee’s 
elective contributions under Plan L are lim-
ited to 15% of the employee’s basic com-
pensation. Basic compensation is defined 
under Plan L as compensation within the 
meaning of section 415(c)(3), but excluding 
overtime pay. 

(ii) The definition of basic compensation 
under Plan L is a reasonable definition of 
compensation within the meaning of 
§ 1.414(s)–1(d)(2). 

(iii) Plan L will not fail to satisfy the safe 
harbor contribution requirement of this 
paragraph (c) merely because Plan L limits 
the amount of elective contributions and the 
types of compensation that may be deferred 
by eligible employees, provided that each eli-
gible NHCE may make elective contributions 
equal to at least 4% of the employee’s safe 
harbor compensation. 

Example 4. (i) The facts are the same as in 
Example 1, except that Plan L provides that 
only employees employed on the last day of 
the plan year will receive a safe harbor 
matching contribution. 

(ii) Even if the plan that provides for em-
ployee contributions and matching contribu-
tions satisfies the minimum coverage re-
quirements of section 410(b)(1) taking into 
account this last-day requirement, Plan L 
would not satisfy the safe harbor contribu-
tion requirement of this paragraph (c) be-
cause safe harbor matching contributions 
are not made on behalf of all eligible NHCEs 
who make elective contributions. 

(iii) The result would be the same if, in-
stead of providing safe harbor matching con-
tributions, Plan L provides for a 3% safe har-
bor nonelective contribution that is re-
stricted to eligible employees under the cash 
or deferred arrangement who are employed 
on the last day of the plan year. 

Example 5. (i) The facts are the same as in 
Example 1, except that instead of providing 
qualified matching contributions under the 
basic matching formula to employees in both 
Divisions D and E, employees in Division E 
are provided qualified matching contribu-
tions under the basic matching formula, 
while safe harbor matching contributions 
continue to be provided to employees in Di-
vision D under the enhanced matching for-
mula described in Example 2. 

(ii) Even if Plan L satisfies § 1.401(a)(4)–4 
with respect to each rate of matching con-
tributions available to employees under the 
plan, the plan would fail to satisfy the safe 
harbor contribution requirement of this 
paragraph (c) because the rate of matching 
contributions with respect to HCEs in Divi-
sion D at a rate of elective contributions be-
tween 3% and 5% would be greater than that 
with respect to NHCEs in Division E at the 
same rate of elective contributions. For ex-
ample, an HCE in Division D who would have 
a 4% rate of elective contributions would 
have a rate of matching contributions of 
100% while an NHCE in Division E who would 
have the same rate of elective contributions 
would have a lower rate of matching con-
tributions. 

(d) Notice requirement—(1) General 
rule. The notice requirement of this 
paragraph (d) is satisfied for a plan 
year if each eligible employee is given 
notice of the employee’s rights and ob-
ligations under the plan and the notice 
satisfies the content requirement of 
paragraph (d)(2) of this section and the 
timing requirement of paragraph (d)(3) 
of this section. The notice must be in 
writing or in such other form as may 
be approved by the Commissioner. See 
§ 1.401(a)–21 of this chapter for rules 
permitting the use of electronic media 
to provide applicable notices to recipi-
ents with respect to retirement plans. 

(2) Content requirement—(i) General 
rule. The content requirement of this 
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paragraph (d)(2) is satisfied if the no-
tice is— 

(A) Sufficiently accurate and com-
prehensive to inform the employee of 
the employee’s rights and obligations 
under the plan; and 

(B) Written in a manner calculated to 
be understood by the average employee 
eligible to participate in the plan. 

(ii) Minimum content requirement. Sub-
ject to the requirements of paragraph 
(d)(2)(iii) of this section, a notice is not 
considered sufficiently accurate and 
comprehensive unless the notice accu-
rately describes— 

(A) The safe harbor matching con-
tribution or safe harbor nonelective 
contribution formula used under the 
plan (including a description of the lev-
els of safe harbor matching contribu-
tions, if any, available under the plan); 

(B) Any other contributions under 
the plan or matching contributions to 
another plan on account of elective 
contributions or employee contribu-
tions under the plan (including the po-
tential for discretionary matching con-
tributions) and the conditions under 
which such contributions are made; 

(C) The plan to which safe harbor 
contributions will be made (if different 
than the plan containing the cash or 
deferred arrangement); 

(D) The type and amount of com-
pensation that may be deferred under 
the plan; 

(E) How to make cash or deferred 
elections, including any administrative 
requirements that apply to such elec-
tions; 

(F) The periods available under the 
plan for making cash or deferred elec-
tions; 

(G) Withdrawal and vesting provi-
sions applicable to contributions under 
the plan; and 

(H) Information that makes it easy 
to obtain additional information about 
the plan (including an additional copy 
of the summary plan description) such 
as telephone numbers, addresses and, if 
applicable, electronic addresses, of in-
dividuals or offices from whom employ-
ees can obtain such plan information. 

(iii) References to SPD. A plan will not 
fail to satisfy the content requirements 
of this paragraph (d)(2) merely because, 
in the case of information described in 
paragraph (d)(2)(ii)(B) of this section 

(relating to any other contributions 
under the plan), paragraph (d)(2)(ii)(C) 
of this section (relating to the plan to 
which safe harbor contributions will be 
made) or paragraph (d)(2)(ii)(D) of this 
section (relating to the type and 
amount of compensation that may be 
deferred under the plan), the notice 
cross-references the relevant portions 
of a summary plan description that 
provides the same information that 
would be provided in accordance with 
such paragraphs and that has been pro-
vided (or is concurrently provided) to 
employees. 

(3) Timing requirement—(i) General 
rule. The timing requirement of this 
paragraph (d)(3) is satisfied if the no-
tice is provided within a reasonable pe-
riod before the beginning of the plan 
year (or, in the year an employee be-
comes eligible, within a reasonable pe-
riod before the employee becomes eligi-
ble). The determination of whether a 
notice satisfies the timing requirement 
of this paragraph (d)(3) is based on all 
of the relevant facts and cir-
cumstances. 

(ii) Deemed satisfaction of timing re-
quirement. The timing requirement of 
this paragraph (d)(3) is deemed to be 
satisfied if at least 30 days (and no 
more than 90 days) before the begin-
ning of each plan year, the notice is 
given to each eligible employee for the 
plan year. In the case of an employee 
who does not receive the notice within 
the period described in the previous 
sentence because the employee be-
comes eligible after the 90th day before 
the beginning of the plan year, the tim-
ing requirement is deemed to be satis-
fied if the notice is provided no more 
than 90 days before the employee be-
comes eligible (and no later than the 
date the employee becomes eligible). 
Thus, for example, the preceding sen-
tence would apply in the case of any 
employee eligible for the first plan 
year under a newly established plan 
that provides for elective contribu-
tions, or would apply in the case of the 
first plan year in which an employee 
becomes eligible under an existing plan 
that provides for elective contribu-
tions. If it is not practicable for the no-
tice to be provided on or before the 
date specified in the plan that an em-
ployee becomes eligible, the notice will 
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nonetheless be treated as provided 
timely if it is provided as soon as prac-
ticable after that date and the em-
ployee is permitted to elect to defer 
from all types of compensation that 
may be deferred under the plan earned 
beginning on the date the employee be-
comes eligible. 

(e) Plan year requirement—(1) General 
rule. Except as provided in this para-
graph (e) or in paragraph (f) of this sec-
tion, a plan will fail to satisfy the re-
quirements of sections 401(k)(12), 
401(k)(13), and this section unless plan 
provisions that satisfy the rules of this 
section are adopted before the first day 
of the plan year and remain in effect 
for an entire 12-month plan year. In ad-
dition, except as provided in paragraph 
(g) of this section or in guidance of 
general applicability published in the 
Internal Revenue Bulletin (see 
§ 601.601(d)(2)(ii)(b) of this chapter), a 
plan which includes provisions that 
satisfy the rules of this section will not 
satisfy the requirements of § 1.401(k)– 
1(b) if it is amended to change such 
provisions for that plan year. More-
over, if, as described under paragraph 
(h)(4) of this section, safe harbor 
matching or nonelective contributions 
will be made to another plan for a plan 
year, provisions under that other plan 
specifying that the safe harbor con-
tributions will be made and providing 
that the contributions will be QNECs 
or QMACs must also be adopted before 
the first day of that plan year. 

(2) Initial plan year. A newly estab-
lished plan (other than a successor plan 
within the meaning of § 1.401(k)– 
2(c)(2)(iii)) will not be treated as vio-
lating the requirements of this para-
graph (e) merely because the plan year 
is less than 12 months, provided that 
the plan year is at least 3 months long 
(or, in the case of a newly established 
employer that establishes the plan as 
soon as administratively feasible after 
the employer comes into existence, a 
shorter period). Similarly, a cash or de-
ferred arrangement will not fail to sat-
isfy the requirement of this paragraph 
(e) if it is added to an existing profit 
sharing, stock bonus, or pre-ERISA 
money purchase pension plan for the 
first time during that year provided 
that— 

(i) The plan is not a successor plan; 
and 

(ii) The cash or deferred arrangement 
is made effective no later than 3 
months prior to the end of the plan 
year. 

(3) Change of plan year. A plan that 
has a short plan year as a result of 
changing its plan year will not fail to 
satisfy the requirements of paragraph 
(e)(1) of this section merely because 
the plan year has less than 12 months, 
provided that— 

(i) The plan satisfied the require-
ments of this section for the imme-
diately preceding plan year; and 

(ii) The plan satisfies the require-
ments of this section (determined with-
out regard to paragraph (g) of this sec-
tion) for the immediately following 
plan year (or for the immediately fol-
lowing 12 months if the immediately 
following plan year is less than 12 
months). 

(4) Final plan year. A plan that termi-
nates during a plan year will not fail to 
satisfy the requirements of paragraph 
(e)(1) of this section merely because 
the final plan year is less than 12 
months, provided that the plan satis-
fies the requirement of this section 
through the date of termination and ei-
ther— 

(i) The plan would satisfy the re-
quirements of paragraph (g) of this sec-
tion, treating the termination of the 
plan as a reduction or suspension of 
safe harbor contributions, other than 
the requirements of paragraph 
(g)(1)(i)(A) or (g)(1)(ii)(A) of this sec-
tion (relating to the employer’s finan-
cial condition and information in-
cluded in the initial notice for the plan 
year) and paragraph (g)(1)(i)(D) or 
(g)(1)(ii)(D) of this section (requiring 
that employees have a reasonable op-
portunity to change their cash or de-
ferred elections and, if applicable, em-
ployee contribution elections); or 

(ii) The plan termination is in con-
nection with a transaction described in 
section 410(b)(6)(C) or the employer in-
curs a substantial business hardship 
comparable to a substantial business 
hardship described in section 412(c). 

(f) Plan amendments adopting safe har-
bor nonelective contributions—(1) General 
rule. Notwithstanding paragraph (e)(1) 
of this section, a plan that provides for 
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the use of the current year testing 
method may be amended after the first 
day of the plan year and no later than 
30 days before the last day of the plan 
year to adopt the safe harbor method 
of this section, effective as of the first 
day of the plan year, using nonelective 
contributions under paragraph (b) of 
this section, but only if the plan pro-
vides the contingent and follow-up no-
tices described in this section. A plan 
amendment made pursuant to this 
paragraph (f)(1) for a plan year may 
provide for the use of the safe harbor 
method described in this section solely 
for that plan year and a plan sponsor is 
not limited in the number of years for 
which it is permitted to adopt an 
amendment providing for the safe har-
bor method of this section using non-
elective contributions under paragraph 
(b) of this section and this paragraph 
(f). 

(2) Contingent notice provided. A plan 
satisfies the requirement to provide 
the contingent notice under this para-
graph (f)(2) if it provides a notice that 
would satisfy the requirements of para-
graph (d) of this section, except that, 
in lieu of setting forth the safe harbor 
contributions used under the plan as 
set forth in paragraph (d)(2)(ii)(A) of 
this section, the notice specifies that 
the plan may be amended during the 
plan year to include the safe harbor 
nonelective contribution and that, if 
the plan is amended, a follow-up notice 
will be provided. 

(3) Follow-up notice requirement. A 
plan satisfies the requirement to pro-
vide a follow-up notice under this para-
graph (f)(3) if, no later than 30 days be-
fore the last day of the plan year, each 
eligible employee is given a notice that 
states that the safe harbor nonelective 
contributions will be made for the plan 
year. The notice must be in writing or 
in such other form as may be pre-
scribed by the Commissioner and is 
permitted to be combined with a con-
tingent notice provided under para-
graph (f)(2) of this section for the next 
plan year. 

(g) Permissible reduction or suspension 
of safe harbor contributions—(1) General 
rule—(i) Matching contributions. A plan 
that provides for safe harbor matching 
contributions intended to satisfy the 
requirements of paragraph (c) of this 

section for a plan year will not fail to 
satisfy the requirements of section 
401(k)(3) merely because the plan is 
amended during the plan year to re-
duce or suspend safe harbor matching 
contributions on future elective con-
tributions (and, if applicable, employee 
contributions) provided that— 

(A) In the case of plan years begin-
ning on or after January 1, 2015, the 
employer either— 

(1) Is operating at an economic loss 
as described in section 412(c)(2)(A) for 
the plan year; or 

(2) Includes in the notice described in 
paragraph (d) of this section a state-
ment that the plan may be amended 
during the plan year to reduce or sus-
pend safe harbor matching contribu-
tions and that the reduction or suspen-
sion will not apply until at least 30 
days after all eligible employees are 
provided notice of the reduction or sus-
pension; 

(B) All eligible employees are pro-
vided a supplemental notice that satis-
fies the requirements of paragraph 
(g)(2) of this section; 

(C) The reduction or suspension of 
safe harbor matching contributions is 
effective no earlier than the later of 
the date the amendment is adopted or 
30 days after eligible employees are 
provided the supplemental notice de-
scribed in paragraph (g)(2) of this sec-
tion; 

(D) Eligible employees are given a 
reasonable opportunity (including a 
reasonable period after receipt of the 
supplemental notice) prior to the re-
duction or suspension of safe harbor 
matching contributions to change their 
cash or deferred elections and, if appli-
cable, their employee contribution 
elections; 

(E) The plan is amended to provide 
that the ADP test will be satisfied for 
the entire plan year in which the re-
duction or suspension occurs using the 
current year testing method described 
in § 1.401(k)–2(a)(2)(ii); and 

(F) The plan satisfies the require-
ments of this section (other than this 
paragraph (g)) with respect to amounts 
deferred through the effective date of 
the amendment. 

(ii) Nonelective contributions. For 
amendments adopted after May 18, 
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2009, a plan that provides for safe har-
bor nonelective contributions intended 
to satisfy the requirements of para-
graph (b) of this section for the plan 
year will not fail to satisfy the require-
ments of section 401(k)(3) merely be-
cause the plan is amended during the 
plan year to reduce or suspend safe 
harbor nonelective contributions pro-
vided that— 

(A) The employer either— 
(1) Is operating at an economic loss, 

as described in section 412(c)(2)(A) for 
the plan year; or 

(2) Includes in the notice described in 
paragraph (d) of this section a state-
ment that the plan may be amended 
during the plan year to reduce or sus-
pend safe harbor nonelective contribu-
tions and that the reduction or suspen-
sion will not apply until at least 30 
days after all eligible employees are 
provided notice of the reduction or sus-
pension; 

(B) All eligible employees are pro-
vided a supplemental notice that satis-
fies the requirements of paragraph 
(g)(2) of this section; 

(C) The reduction or suspension of 
safe harbor nonelective contributions 
is effective no earlier than the later of 
the date the amendment is adopted or 
30 days after eligible employees are 
provided the supplemental notice de-
scribed in paragraph (g)(2) of this sec-
tion; 

(D) Eligible employees are given a 
reasonable opportunity (including a 
reasonable period after receipt of the 
supplemental notice) prior to the re-
duction or suspension of nonelective 
contributions to change their cash or 
deferred elections and, if applicable, 
their employee contribution elections; 

(E) The plan is amended to provide 
that the ADP test will be satisfied for 
the entire plan year in which the re-
duction or suspension occurs using the 
current year testing method described 
in § 1.401(k)–2(a)(2)(ii); and 

(F) The plan satisfies the require-
ments of this section (other than this 
paragraph (g)) with respect to safe har-
bor compensation paid through the ef-
fective date of the amendment. 

(2) Supplemental notice. The supple-
mental notice requirement of this 
paragraph (g)(2) is satisfied if each eli-
gible employee is given a notice (in 

writing or such other form as pre-
scribed by the Commissioner) that ex-
plains— 

(i) The consequences of the amend-
ment that reduces or suspends future 
safe harbor contributions; 

(ii) The procedures for changing their 
cash or deferred elections and, if appli-
cable, their employee contribution 
elections; and 

(iii) The effective date of the amend-
ment. 

(h) Additional rules—(1) Contributions 
taken into account. A contribution is 
taken into account for purposes of this 
section for a plan year if and only if 
the contribution would be taken into 
account for such plan year under the 
rules of § 1.401(k)–2(a) or 1.401(m)–2(a). 
Thus, for example, a safe harbor 
matching contribution must be made 
within 12 months of the end of the plan 
year. Similarly, an elective contribu-
tion that would be taken into account 
for a plan year under § 1.401(k)– 
2(a)(4)(i)(B)(2) must be taken into ac-
count for such plan year for purposes of 
this section, even if the compensation 
would have been received after the 
close of the plan year. 

(2) Use of safe harbor nonelective con-
tributions to satisfy other nondiscrimina-
tion tests. A safe harbor nonelective 
contribution used to satisfy the non-
elective contribution requirement 
under paragraph (b) of this section may 
also be taken into account for purposes 
of determining whether a plan satisfies 
section 401(a)(4). Thus, these contribu-
tions are not subject to the limitations 
on qualified nonelective contributions 
under § 1.401(k)–2(a)(6)(ii), but are sub-
ject to the rules generally applicable to 
nonelective contributions under sec-
tion 401(a)(4). See § 1.401(a)(4)–1(b)(2)(ii). 
However, pursuant to section 
401(k)(12)(E)(ii) and section 
401(k)(13)(D)(iv), to the extent they are 
needed to satisfy the safe harbor con-
tribution requirement of paragraph (b) 
of this section, safe harbor nonelective 
contributions may not be taken into 
account under any plan for purposes of 
section 401(l) (including the imputation 
of permitted disparity under 
§ 1.401(a)(4)–7). 

(3) Early participation rules. Section 
401(k)(3)(F) and § 1.401(k)–2(a)(1)(iii)(A), 
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which provide an alternative non-
discrimination rule for certain plans 
that provide for early participation, do 
not apply for purposes of section 
401(k)(12), section 401(k)(13), and this 
section. Thus, a plan is not treated as 
satisfying this section with respect to 
the eligible employees who have not 
completed the minimum age and serv-
ice requirements of section 410(a)(1)(A) 
unless the plan satisfies the require-
ments of this section with respect to 
such eligible employees. However, a 
plan is permitted to apply the rules of 
section 410(b)(4)(B) to treat the plan as 
two separate plans for purposes of sec-
tion 410(b) and apply the safe harbor re-
quirements of this section to one plan 
and apply the requirements of 
§ 1.401(k)–2 to the other plan. See 
§ 1.401(k)–1(b)(4)(vi), Example 2. 

(4) Satisfying safe harbor contribution 
requirement under another defined con-
tribution plan. Safe harbor matching or 
nonelective contributions may be made 
to the plan that contains the cash or 
deferred arrangement or to another de-
fined contribution plan that satisfies 
section 401(a) or 403(a). If safe harbor 
contributions are made to another de-
fined contribution plan, the safe harbor 
plan must specify the plan to which the 
safe harbor contributions are made and 
the contribution requirement of para-
graph (b) or (c) of this section must be 
satisfied in the other defined contribu-
tion plan in the same manner as if the 
contributions were made to the plan 
that contains the cash or deferred ar-
rangement. Consequently, the plan to 
which the contributions are made must 
have the same plan year as the plan 
containing the cash and deferred ar-
rangement and each employee eligible 
under the plan containing the cash or 
deferred arrangement must be eligible 
under the same conditions under the 
other defined contribution plan. The 
plan to which the safe harbor contribu-
tions are made need not be a plan that 
can be aggregated with the plan that 
contains the cash or deferred arrange-
ment. 

(5) Contributions used only once. Safe 
harbor matching or nonelective con-
tributions cannot be used to satisfy the 
requirements of this section with re-
spect to more than one plan. 

(i) [Reserved] 

(j) Qualified automatic contribution ar-
rangement—(1) Automatic contribution re-
quirement—(i) In general. A cash or de-
ferred arrangement is described in this 
paragraph (j) if it is an automatic con-
tribution arrangement described in 
paragraph (j)(1)(ii) of this section 
where the default election under that 
arrangement is a contribution equal to 
the qualified percentage described in 
paragraph (j)(2) of this section multi-
plied by the eligible employee’s com-
pensation from which elective con-
tributions are permitted to be made 
under the cash or deferred arrange-
ment. For plan years beginning on or 
after January 1, 2010, the compensation 
used for this purpose must be safe har-
bor compensation as defined under 
paragraph (b)(2) of this section. 

(ii) Automatic contribution arrange-
ment. An automatic contribution ar-
rangement is a cash or deferred ar-
rangement within the meaning of 
§ 1.401(k)–1(a)(2) that provides that, in 
the absence of an eligible employee’s 
affirmative election, a default election 
applies under which the employee is 
treated as having made an election to 
have a specified contribution made on 
his or her behalf under the plan. The 
default election begins to apply with 
respect to an eligible employee no ear-
lier than a reasonable period of time 
after receipt of the notice describing 
the automatic contribution arrange-
ment. The default election ceases to 
apply with respect to an eligible em-
ployee for periods of time with respect 
to which the employee has an affirma-
tive election that is currently in effect 
to— 

(A) Have elective contributions made 
in a different amount on his or her be-
half (in a specified amount or percent-
age of compensation); or 

(B) Not have any elective contribu-
tions made on his or her behalf. 

(iii) Exception to automatic enrollment 
for certain current employees. An auto-
matic contribution arrangement will 
not fail to be a qualified automatic 
contribution arrangement merely be-
cause the default election provided 
under paragraph (j)(1)(i) of this section 
is not applied to an employee who was 
an eligible employee under the cash or 
deferred arrangement (or a predecessor 
arrangement) immediately prior to the 
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effective date of the qualified auto-
matic contribution arrangement and 
on that effective date had an affirma-
tive election in effect (that remains in 
effect) to— 

(A) Have elective contributions made 
on his or her behalf (in a specified 
amount or percentage of compensa-
tion); or 

(B) Not have elective contributions 
made on his or her behalf. 

(2) Qualified percentage—(i) In general. 
A percentage is a qualified percentage 
only if it— 

(A) Is uniform for all employees (ex-
cept to the extent provided in para-
graph (j)(2)(iii) of this section); 

(B) Does not exceed 10 percent; and 
(C) Satisfies the minimum percent-

age requirements of paragraph (j)(2)(ii) 
of this section. 

(ii) Minimum percentage requirements— 
(A) Initial-period requirement. The min-
imum percentage requirement of this 
paragraph (j)(2)(ii)(A) is satisfied only 
if the percentage that applies for the 
initial period is at least 3 percent. For 
this purpose, the initial period begins 
when the employee first has contribu-
tions made pursuant to a default elec-
tion under an arrangement that is in-
tended to be a qualified automatic con-
tribution arrangement for a plan year 
and ends on the last day of the fol-
lowing plan year. 

(B) Second-year requirement. The min-
imum percentage requirement of this 
paragraph (j)(2)(ii)(B) is satisfied only 
if the percentage that applies for the 
plan year immediately following the 
last day described in paragraph 
(j)(2)(ii)(A) of this section is at least 4 
percent. 

(C) Third-year requirement. The min-
imum percentage requirement of this 
paragraph (j)(2)(ii)(C) is satisfied only 
if the percentage that applies for the 
plan year immediately following the 
plan year described in paragraph 
(j)(2)(ii)(B) of this section is at least 5 
percent. 

(D) Later years requirement. A percent-
age satisfies the minimum percentage 
requirement of this paragraph 
(j)(2)(ii)(D) only if the percentage that 
applies for all plan years following the 
plan year described in paragraph 
(j)(2)(ii)(C) of this section is at least 6 
percent. 

(iii) Exception to uniform percentage 
requirement. A plan does not fail to sat-
isfy the uniform percentage require-
ment of paragraph (j)(2)(i)(A) of this 
section merely because— 

(A) The percentage varies based on 
the number of years (or portions of 
years) since the beginning of the initial 
period for an eligible employee; 

(B) The rate of elective contributions 
under a cash or deferred election that 
is in effect for an employee imme-
diately prior to the effective date of 
the default percentage under the quali-
fied automatic contribution arrange-
ment is not reduced; 

(C) The rate of elective contributions 
is limited so as not to exceed the limits 
of sections 401(a)(17), 402(g) (determined 
with or without catch-up contributions 
described in section 402(g)(1)(C) or 
402(g)(7)), and 415; or 

(D) The default election provided 
under paragraph (j)(1)(i) of this section 
is not applied during the period an em-
ployee is not permitted to make elec-
tive contributions in order for the plan 
to satisfy the requirements of 
§ 1.401(k)–3(c)(6)(v)(B). 

(iv) Treatment of periods without de-
fault contributions. The minimum per-
centages described in paragraph 
(j)(2)(ii) of this section are based on the 
date the initial period begins, regard-
less of whether the employee is eligible 
to make elective contributions under 
the plan after that date. Thus, for ex-
ample, if an employee is ineligible to 
make contributions under the plan for 
6 months because the employee had a 
hardship withdrawal and the 6-month 
period includes a date as of which the 
default minimum percentage is in-
creased, then the default percentage 
must reflect that increase when the 
employee is permitted to resume con-
tributions. However, for purposes of de-
termining the date the initial period 
described in paragraph (j)(2)(ii)(A) of 
this section begins, a plan is permitted 
to treat an employee who for an entire 
plan year did not have contributions 
made pursuant to a default election 
under the qualified automatic con-
tribution arrangement as if the em-
ployee had not had such contributions 
made for any prior plan year as well. 

(k) Modifications to contribution re-
quirements and notice requirements for 
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automatic contribution safe harbor—(1) In 
general. A cash or deferred arrange-
ment satisfies the contribution re-
quirements of this paragraph (k) only 
if it satisfies the contribution require-
ments of either paragraph (b) or (c) of 
this section, as modified by the rules of 
paragraphs (k)(2) and (k)(3) of this sec-
tion. In addition, a cash or deferred ar-
rangement satisfies the notice require-
ment of section 401(k)(13)(E) only if the 
notice satisfies the additional require-
ments of paragraph (k)(4) of this sec-
tion. 

(2) Lower matching requirement. In ap-
plying the requirement of paragraph (c) 
of this section in the case of a cash or 
deferred arrangement, the basic match-
ing formula is modified so that each el-
igible NHCE must receive the sum of— 

(i) 100 percent of the employee’s elec-
tive contributions that do not exceed 1 
percent of the employee’s safe harbor 
compensation; and 

(ii) 50 percent of the employee’s elec-
tive contributions that exceed 1 per-
cent of the employee’s safe harbor 
compensation but that do not exceed 6 
percent of the employee’s safe harbor 
compensation. 

(3) Modified nonforfeiture requirement. 
A cash or deferred arrangement de-
scribed in paragraph (j) of this section 
will not fail to satisfy the require-
ments of paragraph (b) or (c) of this 
section, as applicable, merely because 
the safe harbor contributions are not 
qualified nonelective contributions or 
qualified matching contributions pro-
vided that— 

(i) The contributions are subject to 
the withdrawal restrictions that apply 
to QNECs and QMACs, as set forth in 
§ 1.401(k)–1(d); and 

(ii) Any employee who has completed 
2 years of service (within the meaning 
of section 411(a)) has a nonforfeitable 
right to the account balance attrib-
utable to the safe harbor contributions. 

(4) Additional notice requirements—(i) 
In general. A notice satisfies the re-
quirements of this paragraph (k)(4) 
only if it includes the additional infor-
mation described in paragraph (k)(4)(ii) 
of this section and satisfies the timing 
requirements of paragraph (k)(4)(iii) of 
this section. 

(ii) Additional information. A notice 
satisfies the additional information re-

quirement of this paragraph (k)(4)(ii) 
only if it explains— 

(A) The level of elective contribu-
tions which will be made on the em-
ployee’s behalf if the employee does 
not make an affirmative election; 

(B) The employee’s right under the 
arrangement to elect not to have elec-
tive contributions made on the employ-
ee’s behalf (or to elect to have such 
contributions made in a different 
amount or percentage of compensa-
tion); and 

(C) How contributions under the ar-
rangement will be invested (including, 
in the case of an arrangement under 
which the employee may elect among 2 
or more investment options, how con-
tributions will be invested in the ab-
sence of an investment election by the 
employee). 

(iii) Timing requirements. A notice sat-
isfies the timing requirements of this 
paragraph (k)(4)(iii) only if it is pro-
vided sufficiently early so that the em-
ployee has a reasonable period of time 
after receipt of the notice to make the 
elections described under paragraph 
(k)(4)(ii)(B) and (C) of this section. 
However, the requirement in the pre-
ceding sentence that an employee have 
a reasonable period of time after re-
ceipt of the notice to make an alter-
native election does not permit a plan 
to make the default election effective 
any later than the earlier of— 

(A) The pay date for the second pay-
roll period that begins after the date 
the notice is provided; and 

(B) The first pay date that occurs at 
least 30 days after the notice is pro-
vided. 

[T.D. 9169, 69 FR 78154, Dec. 29, 2004, as 
amended by T.D. 9294, 71 FR 61887, Oct. 20, 
2006; T.D. 9447, 74 FR 8208, Feb. 24, 2009; T.D. 
9641, 78 FR 68737, Nov. 15, 2013] 

§ 1.401(k)–4 SIMPLE 401(k) plan re-
quirements. 

(a) General rule. A cash or deferred ar-
rangement satisfies the SIMPLE 401(k) 
plan provision of section 401(k)(11) for a 
plan year if the arrangement satisfies 
the requirements of paragraphs (b) 
through (i) of this section for that 
year. A plan that contains a cash or de-
ferred arrangement that satisfies this 
section is referred to as a SIMPLE 
401(k) plan. Pursuant to section 
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401(k)(11), a SIMPLE 401(k) plan is 
treated as satisfying the ADP test of 
section 401(k)(3)(A)(ii) for that year. 

(b) Eligible employer—(1) General rule. 
A SIMPLE 401(k) plan must be estab-
lished by an eligible employer. Eligible 
employer for purposes of this section 
means, with respect to any plan year, 
an employer that had no more than 100 
employees who each received at least 
$5,000 of SIMPLE compensation, as de-
fined in paragraph (e)(5) of this section, 
from the employer for the prior cal-
endar year. 

(2) Special rule. An eligible employer 
that establishes a SIMPLE 401(k) plan 
for a plan year and that fails to be an 
eligible employer for any subsequent 
plan year, is treated as an eligible em-
ployer for the 2 plan years following 
the last plan year the employer was an 
eligible employer. If the failure is due 
to any acquisition, disposition, or simi-
lar transaction involving an eligible 
employer, the preceding sentence ap-
plies only if the provisions of section 
410(b)(6)(C)(i) are satisfied. 

(c) Exclusive plan—(1) General rule. 
The SIMPLE 401(k) plan must be the 
exclusive plan for each SIMPLE 401(k) 
plan participant for the plan year. This 
requirement is satisfied if there are no 
contributions made, or benefits ac-
crued, for services during the plan year 
on behalf of any SIMPLE 401(k) plan 
participant under any other qualified 
plan maintained by the employer. 
Other qualified plan for purposes of 
this section means any plan, contract, 
pension, or trust described in section 
219(g)(5)(A) or (B). 

(2) Special rule. A SIMPLE 401(k) plan 
will not be treated as failing the re-
quirements of this paragraph (c) mere-
ly because any SIMPLE 401(k) plan 
participant receives an allocation of 
forfeitures under another plan of the 
employer. 

(d) Election and notice—(1) General 
rule. An eligible employer establishing 
or maintaining a SIMPLE 401(k) plan 
must satisfy the election and notice re-
quirements in paragraphs (d)(2) and (3) 
of this section. 

(2) Employee elections—(i) Initial plan 
year of participation. For the plan year 
in which an employee first becomes eli-
gible under the SIMPLE 401(k) plan, 
the employee must be permitted to 

make a cash or deferred election under 
the plan during a 60-day period that in-
cludes either the day the employee be-
comes eligible or the day before. 

(ii) Subsequent plan years. For each 
subsequent plan year, each eligible em-
ployee must be permitted to make or 
modify his cash or deferred election 
during the 60-day period immediately 
preceding such plan year. 

(iii) Election to terminate. An eligible 
employee must be permitted to termi-
nate his cash or deferred election at 
any time. If an employee does termi-
nate his cash or deferred election, the 
plan is permitted to provide that such 
employee cannot have elective con-
tributions made under the plan for the 
remainder of the plan year. 

(3) Employee notices. The employer 
must notify each eligible employee 
within a reasonable time prior to each 
60-day election period, or on the day 
the election period starts, that he or 
she can make a cash or deferred elec-
tion, or modify a prior election, if ap-
plicable, during that period. The notice 
must state whether the eligible em-
ployer will make the matching con-
tributions described in paragraph (e)(3) 
of this section or the nonelective con-
tributions described in paragraph (e)(4) 
of this section. 

(e) Contributions—(1) General rule. A 
SIMPLE 401(k) plan satisfies the con-
tribution requirements of this para-
graph (e) for a plan year only if no con-
tributions may be made to the SIMPLE 
401(k) plan during such year, other 
than contributions described in this 
paragraph (e) and rollover contribu-
tions described in § 1.402(c)–2, Q&A–1(a). 

(2) Elective contributions. Subject to 
the limitations on annual additions 
under section 415, each eligible em-
ployee must be permitted to make an 
election to have up to $10,000 of elec-
tive contributions made on the employ-
ee’s behalf under the SIMPLE 401(k) 
plan for a plan year. The $10,000 limit is 
increased beginning in 2006 in the same 
manner as the $160,000 amount is ad-
justed under section 415(d), except that 
pursuant to section 408(p)(2)(E)(ii) the 
base period shall be the calendar quar-
ter beginning July 1, 2004 and any in-
crease which is not a multiple of $500 is 
rounded to the next lower multiple of 
$500. 
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(3) Matching contributions. Each plan 
year, the eligible employer must con-
tribute a matching contribution to the 
account of each eligible employee on 
whose behalf elective contributions 
were made for the plan year. The 
amount of the matching contribution 
must equal the lesser of the eligible 
employee’s elective contributions for 
the plan year or 3% of the eligible em-
ployee’s SIMPLE compensation for the 
entire plan year. 

(4) Nonelective contributions. For any 
plan year, in lieu of contributing 
matching contributions described in 
paragraph (e)(3) of this section, an eli-
gible employer may, in accordance 
with plan terms, contribute a nonelec-
tive contribution to the account of 
each eligible employee in an amount 
equal to 2% of the eligible employee’s 
SIMPLE compensation for the entire 
plan year. The eligible employer may 
limit the nonelective contributions to 
those eligible employees who received 
at least $5,000 of SIMPLE compensa-
tion from the employer for the entire 
plan year. 

(5) SIMPLE compensation. Except as 
otherwise provided, the term SIMPLE 
compensation for purposes of this sec-
tion means the sum of wages, tips, and 
other compensation from the eligible 
employer subject to federal income tax 
withholding (as described in section 
6051(a)(3)) and the employee’s elective 
contributions made under any other 
plan, and if applicable, elective defer-
rals under a section 408(p) SIMPLE IRA 
plan, a section 408(k)(6) SARSEP, or a 
plan or contract that satisfies the re-
quirements of section 403(b), and com-
pensation deferred under a section 457 
plan, required to be reported by the 
employer on Form W-2 (as described in 
section 6051(a)(8)). For self-employed 
individuals, SIMPLE compensation 
means net earnings from self-employ-
ment determined under section 1402(a) 
prior to subtracting any contributions 
made under the SIMPLE 401(k) plan on 
behalf of the individual. 

(f) Vesting. All benefits attributable 
to contributions described in paragraph 
(e) of this section must be nonforfeit-
able at all times. 

(g) Plan year. The plan year of a SIM-
PLE 401(k) plan must be the whole cal-
endar year. Thus, in general, a SIM-

PLE 401(k) plan can be established only 
on January 1 and can be terminated 
only on December 31. However, in the 
case of an employer that did not pre-
viously maintain a SIMPLE 401(k) 
plan, the establishment date can be as 
late as October 1 (or later in the case of 
an employer that comes into existence 
after October 1 and establishes the 
SIMPLE 401(k) plan as soon as admin-
istratively feasible after the employer 
comes into existence). 

(h) Other rules. A SIMPLE 401(k) plan 
is not treated as a top-heavy plan 
under section 416. See section 
416(g)(4)(G). 

[T.D. 9169, 69 FR 78154, Dec. 29, 2004] 

§ 1.401(k)–5 Special rules for mergers, 
acquisitions and similar events. 
[Reserved] 

[T.D. 9169, 69 FR 78154, Dec. 29, 2004] 

§ 1.401(k)–6 Definitions. 
Unless otherwise provided, the defini-

tions of this section govern for pur-
poses of section 401(k) and the regula-
tions thereunder. 

Actual contribution percentage (ACP) 
test. Actual contribution percentage test 
or ACP test means the test described in 
§ 1.401(m)–2(a)(1). 

Actual deferral percentage (ADP). Ac-
tual deferral percentage or ADP means 
the ADP of the group of eligible em-
ployees as defined in § 1.401(k)–2(a)(2). 

Actual deferral percentage (ADP) test. 
Actual deferral percentage test or ADP 
test means the test described in 
§ 1.401(k)–2(a)(1). 

Actual deferral ratio (ADR). Actual de-
ferral ratio or ADR means the ADR of 
an eligible employee as defined in 
§ 1.401(k)–2(a)(3). 

Cash or deferred arrangement. Cash or 
deferred arrangement is defined in 
§ 1.401(k)–1(a)(2). 

Cash or deferred election. Cash or de-
ferred election is defined in § 1.401(k)– 
1(a)(3). 

Compensation. Compensation means 
compensation as defined in section 
414(s) and § 1.414(s)–1. The period used 
to determine an employee’s compensa-
tion for a plan year must be either the 
plan year or the calendar year ending 
within the plan year. Whichever period 
is selected must be applied uniformly 
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to determine the compensation of 
every eligible employee under the plan 
for that plan year. A plan may, how-
ever, limit the period taken into ac-
count under either method to that por-
tion of the plan year or calendar year 
in which the employee was an eligible 
employee, provided that this limit is 
applied uniformly to all eligible em-
ployees under the plan for the plan 
year. In the case of an HCE whose ADR 
is determined under § 1.401(k)–2(a)(3)(ii), 
period of participation includes periods 
under another plan for which elective 
contributions are aggregated under 
§ 1.401(k)–2(a)(3)(ii). See also section 
401(a)(17) and § 1.401(a)(17)–1(c)(1). 

Current year testing method. Current 
year testing method means the testing 
method described in § 1.401(k)–2(a)(2)(ii) 
or 1.401(m)–2(a)(2)(ii) under which the 
applicable year is the current plan 
year. 

Designated Roth account. Designated 
Roth account means a separate account 
maintained by a plan to which only 
designated Roth contributions (includ-
ing income, expenses, gains and losses 
attributable thereto) are made. 

Designated Roth contributions. Des-
ignated Roth contributions means des-
ignated Roth contributions as defined 
in § 1.401(k)–1(f)(1). 

Elective contributions. Elective con-
tributions means employer contribu-
tions made to a plan pursuant to a cash 
or deferred election under a cash or de-
ferred arrangement (whether or not the 
arrangement is a qualified cash or de-
ferred arrangement under § 1.401(k)– 
1(a)(4)). 

Eligible employee—(1) General rule. Eli-
gible employee means an employee who 
is directly or indirectly eligible to 
make a cash or deferred election under 
the plan for all or a portion of the plan 
year. For example, if an employee must 
perform purely ministerial or mechan-
ical acts (e.g., formal application for 
participation or consent to payroll 
withholding) in order to be eligible to 
make a cash or deferred election for a 
plan year, the employee is an eligible 
employee for the plan year without re-
gard to whether the employee performs 
the acts. 

(2) Conditions on eligibility. An em-
ployee who is unable to make a cash or 
deferred election because the employee 

has not contributed to another plan is 
also an eligible employee. By contrast, 
if an employee must perform addi-
tional service (e.g., satisfy a minimum 
period of service requirement) in order 
to be eligible to make a cash or de-
ferred election for a plan year, the em-
ployee is not an eligible employee for 
the plan year unless the service is ac-
tually performed. See § 1.401(k)–1(e)(5), 
however, for certain limits on the use 
of minimum service requirements. An 
employee who would be eligible to 
make elective contributions but for a 
suspension due to a distribution, a 
loan, or an election not to participate 
in the plan, is treated as an eligible 
employee for purposes of section 
401(k)(3) for a plan year even though 
the employee may not make a cash or 
deferred election by reason of the sus-
pension. Finally, an employee does not 
fail to be treated as an eligible em-
ployee merely because the employee 
may receive no additional annual addi-
tions because of section 415(c)(1). 

(3) Certain one-time elections. An em-
ployee is not an eligible employee 
merely because the employee, no later 
than the employee’s first becoming eli-
gible to make a cash or deferred elec-
tion under any plan or arrangement of 
the employer (described in section 
219(g)(5)(A)), is given the one-time op-
portunity to elect, and the employee 
does in fact elect, not to be eligible to 
make a cash or deferred election under 
the plan or any other plan or arrange-
ment maintained by the employer (in-
cluding plans not yet established) for 
the duration of the employee’s employ-
ment with the employer. This rule ap-
plies in addition to the rules in 
§ 1.401(k)–1(a)(3)(v) relating to the defi-
nition of a cash or deferred election. In 
no event is an election made after De-
cember 23, 1994, treated as a one-time 
irrevocable election under this para-
graph if the election is made by an em-
ployee who previously became eligible 
under another plan or arrangement 
(whether or not terminated) of the em-
ployer. 

Eligible HCE. Eligible HCE means an 
eligible employee who is an HCE. 

Eligible NHCE. Eligible NHCE means 
an eligible employee who is not an 
HCE. 
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Employee. Employee means an em-
ployee within the meaning of § 1.410(b)– 
9. 

Employee stock ownership plan (ESOP). 
Employee stock ownership plan or ESOP 
means the portion of a plan that is an 
ESOP within the meaning of § 1.410(b)– 
7(c)(2). 

Employer. Employer means an em-
ployer within the meaning of § 1.410(b)– 
9. 

Excess contributions. Excess contribu-
tions means, with respect to a plan 
year, the amount of total excess con-
tributions apportioned to an HCE 
under § 1.401(k)–2(b)(2)(iii). 

Excess deferrals. Excess deferrals means 
excess deferrals as defined in § 1.402(g)– 
1(e)(3). 

Highly compensated employee (HCE). 
Highly compensated employee or HCE has 
the meaning provided in section 414(q). 

Matching contributions. Matching con-
tributions means matching contribu-
tions as defined in § 1.401(m)–1(a)(2). 

Nonelective contributions. Nonelective 
contributions means employer contribu-
tions (other than matching contribu-
tions) with respect to which the em-
ployee may not elect to have the con-
tributions paid to the employee in cash 
or other benefits instead of being con-
tributed to the plan. 

Non-employee stock ownership plan 
(non-ESOP). Non-employee stock owner-
ship plan or non-ESOP means the por-
tion of a plan that is not an ESOP 
within the meaning of § 1.410(b)–7(c)(2). 

Non-highly compensated employee 
(NHCE). Non-highly compensated em-
ployee or NHCE means an employee 
who is not an HCE. 

Plan. Plan is defined in § 1.401(k)– 
1(b)(4). 

Pre-ERISA money purchase pension 
plan. (1) Pre-ERISA money purchase pen-
sion plan is a pension plan— 

(i) That is a defined contribution 
plan (as defined in section 414(i)); 

(ii) That was in existence on June 27, 
1974, and as in effect on that date, in-
cluded a salary reduction agreement; 
and 

(iii) Under which neither the em-
ployee contributions nor the employer 
contributions, including elective con-
tributions, may exceed the levels (as a 
percentage of compensation) provided 

for by the contribution formula in ef-
fect on June 27, 1974. 

(2) A plan was in existence on June 
27, 1974, if it was a written plan adopted 
on or before that date, even if no funds 
had yet been paid to the trust associ-
ated with the plan. 

Pre-tax elective contributions. Pre-tax 
elective contributions means elective 
contributions under a qualified cash or 
deferred arrangement that are not des-
ignated Roth contributions. 

Prior year testing method. Prior year 
testing method means the testing meth-
od under which the applicable year is 
the prior plan year, as described in 
§ 1.401(k)–2(a)(2)(ii) or 1.401(m)– 
2(a)(2)(ii). 

Qualified matching contributions 
(QMACs). Qualified matching contribu-
tions or QMACs means matching con-
tributions that, except as provided oth-
erwise in § 1.401(k)–1(c) and (d), satisfy 
the requirements of § 1.401(k)–1(c) and 
(d) as though the contributions were 
elective contributions, without regard 
to whether the contributions are actu-
ally taken into account under the ADP 
test under § 1.401(k)–2(a)(6) or the ACP 
test under § 1.401(m)–2(a)(6). Thus, the 
matching contributions must satisfy 
the vesting requirements of § 1.401(k)– 
1(c) and be subject to the distribution 
requirements of § 1.401(k)–1(d) when 
they are contributed to the plan. See 
also § 1.401(k)–2(b)(4)(iii) for a rule pro-
viding that a matching contribution 
does not fail to qualify as a QMAC sole-
ly because it is forfeitable under sec-
tion 411(a)(3)(G) as a result of being a 
matching contribution with respect to 
an excess deferral, excess contribution, 
or excess aggregate contribution, or it 
is forfeitable under § 1.414(w)–1(d)(2). 

Qualified nonelective contributions 
(QNECs). Qualified nonelective contribu-
tions or QNECs means employer con-
tributions, other than elective con-
tributions or matching contributions, 
that, except as provided otherwise in 
§ 1.401(k)–1(c) and (d), satisfy the re-
quirements of § 1.401(k)–1(c) and (d) as 
though the contributions were elective 
contributions, without regard to 
whether the contributions are actually 
taken into account under the ADP test 
under § 1.401(k)–2(a)(6) or the ACP test 
under § 1.401(m)–2(a)(6). Thus, the non-
elective contributions must satisfy the 
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vesting requirements of § 1.401(k)–1(c) 
and be subject to the distribution re-
quirements of § 1.401(k)–1(d) when they 
are contributed to the plan. 

Rural cooperative plans. Rural coopera-
tive plan means a plan described in sec-
tion 401(k)(7). 

[T.D. 9169, 69 FR 78154, Dec. 29, 2004, as 
amended by T.D. 9237, 71 FR 10, Jan. 3, 2006; 
T.D. 9447, 74 FR 8210, Feb. 24, 2009] 

§ 1.401(l)–0 Table of contents. 
This section contains a listing of the 

headings of §§ 1.401(l)–1 through 1.401(l)– 
6. 

§ 1.401(l)–1 Permitted disparity with respect to 
employer-provided contributions or benefits. 

(a) Permitted disparity. 
(1) In general. 
(2) Overview. 
(3) Exclusive rules. 
(4) Exceptions. 
(5) Additional rules. 
(b) Relationship to other requirements. 
(c) Definitions. 
(1) Accumulation plan. 
(2) Average annual compensation. 
(3) Base benefit percentage. 
(4) Base contribution percentage. 
(5) Benefit formula. 
(6) Benefit, right, or feature. 
(7) Covered compensation. 
(i) In general. 
(ii) Special rules. 
(A) Rounded table. 
(B) Proposed regulation definition. 
(iii) Period for using covered compensation 

amount. 
(8) Defined benefit plan. 
(9) Defined contribution plan. 
(10) Disparity. 
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(16) Excess plan. 
(i) Defined benefit excess plan. 
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(i) In general. 
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(22) Nonhighly compensated employee. 
(23) Offset level. 
(24) Offset percentage. 
(25) Offset plan. 
(26) PIA. 

(27) Plan. 
(28) Plan year compensation. 
(29) Qualified plan. 
(30) Section 401(l) plan. 
(31) Section 414(s) compensation. 
(32) Social security retirement age. 
(33) Straight life annuity. 
(34) Taxable wage base. 
(35) Year of service. 

§ 1.401(l)–2 Permitted disparity for defined 
contribution plans. 

(a) Requirements. 
(1) In general. 
(2) Excess plan requirement. 
(3) Maximum disparity. 
(4) Uniform disparity. 
(5) Integration level. 
(b) Maximum permitted disparity. 
(1) In general. 
(2) Maximum excess allowance. 
(c) Uniform disparity. 
(1) In general. 
(2) Deemed uniformity. 
(i) In general. 
(ii) Overall permitted disparity. 
(iii) Non-FICA employees. 
(d) Integration level. 
(1) In general. 
(2) Taxable wage base. 
(3) Single dollar amount. 
(4) Intermediate amount. 
(5) Prorated integration level for short 

plan year. 
(e) Examples. 

§ 1.401(l)–3 Permitted disparity for defined 
benefit plans. 

(a) Requirements. 
(1) In general. 
(2) Excess or offset plan requirement. 
(3) Maximum disparity. 
(4) Uniform disparity. 
(5) Integration or offset level. 
(6) Benefits, rights, and features. 
(b) Maximum permitted disparity. 
(1) In general. 
(2) Maximum excess allowance. 
(3) Maximum offset allowance. 
(4) Rules of application. 
(i) Disparity provided for the plan year. 
(ii) Reductions in disparity rate. 
(iii) Normal and optional forms of benefit. 
(A) In general. 
(B) Level annuity forms. 
(C) Other forms. 
(D) Post-retirement cost-of-living adjust-

ments. 
(1) In general. 
(2) Requirements. 
(E) Section 417(e) exception. 
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(c) Uniform disparity. 
(1) In general. 
(2) Deemed uniformity. 
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(ii) Use of fractional accrual and disparity 
for 35 years. 

(iii) Use of fractional accrual and disparity 
for fewer than 35 years. 

(iv) Different social security retirement 
ages. 

(v) Reduction for integration level. 
(vi) Overall permitted disparity. 
(A) In general. 
(B) Unit credit plans. 
(C) Fractional accrual plans. 
(vii) Non-FICA employees. 
(viii) Average annual compensation adjust-

ment for offset plan. 
(ix) PIA offsets. 
(3) Examples. 
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(1) In general. 
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(4) Single dollar amount. 
(5) Intermediate amount. 
(6) Intermediate amount safe harbor. 
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(i) In general. 
(ii) Attained age requirement. 
(iii) Nondiscrimination requirement. 
(A) Minimum percentage test. 
(B) Ratio test. 
(C) High dollar amount test. 
(D) Individual disparity reductions. 
(9) Reduction in the 0.75–percent factor if 

integration or offset level exceeds covered 
compensation. 

(i) In general. 
(ii) Uniform percentage of covered com-

pensation. 
(iii) Single dollar amount. 
(A) Plan-wide reduction. 
(B) Individual reductions. 
(iv) Reductions. 
(A) Table. 
(B) Interpolation. 
(10) Examples. 
(e) Adjustments to the 0.75-percent factor 

for benefits commencing at ages other than 
social security retirement age. 

(1) In general. 
(2) Adjustments. 
(i) Benefits commencing on or after age 55 

and before social security retirement age. 
(ii) Benefits commencing after social secu-

rity retirement age and on or before age 70. 
(iii) Benefits commencing before age 55. 
(iv) Benefits commencing after age 70. 
(3) Tables. 
(4) Benefit commencement date. 
(i) In general. 
(ii) Qualified social security supplement. 
(5) Examples. 
(f) Benefits, rights, and features. 
(1) Defined benefit excess plan. 
(2) Offset plan. 

(3) Examples. 
(g) No reductions in 0.75-percent factor for 

ancillary benefits. 
(h) Benefits attributable to employee con-

tributions not taken into account. 
(i) Multiple integration levels. [Reserved] 
(j) Additional rules. 

§ 1.401(l)–4 Special rules for railroad plans. 

(a) In general. 
(b) Defined contribution plans. 
(1) In general. 
(2) Single integration level method. 
(i) In general. 
(ii) Definitions. 
(3) Two integration level method. 
(i) In general. 
(ii) Total disparity requirement. 
(iii) Intermediate disparity requirement. 
(iv) Definitions. 
(c) Defined benefit excess plans. 
(1) In general. 
(2) Single integration level method. 
(i) In general. 
(ii) Definitions. 
(3) Two integration level method. 
(i) In general. 
(ii) Employee with lower covered com-

pensation. 
(iii) Employee with lower railroad retire-

ment covered compensation. 
(iv) Definitions. 
(d) Offset plans. 
(1) In general. 
(2) Maximum tier 2 and supplementary an-

nuity offset allowance. 
(e) Additional rules. 
(1) Definitions. 
(2) Adjustments to 0.75-percent factor. 
(3) Adjustments to 0.56-percent factor. 
(4) Overall permitted disparity. 

§ 1.401(l)–5 Overall permitted disparity limits. 

(a) Introduction. 
(1) In general. 
(2) Plan requirements. 
(3) Plans taken into account. 
(b) Annual overall permitted disparity 

limit. 
(1) In general. 
(2) Total annual disparity fraction. 
(3) Annual defined contribution plan dis-

parity fraction. 
(4) Annual defined benefit excess plan dis-

parity fraction. 
(5) Annual offset plan disparity fraction. 
(i) In general. 
(ii) PIA offset plans. 
(6) Annual imputed disparity fraction. 
(7) Annual nondisparate fraction. 
(8) Determination of fraction. 
(i) General rule 
(ii) Multiple formulas. 
(iii) Offset arrangements. 
(A) In general. 
(B) Defined benefit plans. 
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(C) Defined contribution plans. 
(iv) Applicable percentages. 
(v) Fractional accrual plans. 
(9) Examples. 
(c) Cumulative permitted disparity limit. 
(1) In general. 
(i) Employees who benefit under defined 

benefit plans. 
(ii) Employees who do not benefit under de-

fined benefit plans. 
(iii) Certain plan years disregarded. 
(iv) Determination of type of plan. 
(v) Applicable plan years. 
(vi) Transition rule for defined contribu-

tion plans. 
(2) Cumulative disparity fraction. 
(3) Determination of total annual disparity 

fractions for prior years. 
(4) Special rules for greater of formulas 

and offset arrangements. 
(i) Greater of formulas. 
(A) In general. 
(B) Separate satisfaction by formulas. 
(C) Single plan. 
(ii) Offset arrangements. 
(A) In general. 
(B) Separate satisfaction by plans. 
(C) No other plan. 
(5) Examples. 
(d) Additional rules. 

§ 1.401(l)–6 Effective dates and transition rules. 

(a) Statutory effective date. 
(1) In general. 
(2) Collectively bargained plans. 
(b) Regulatory effective date. 
(1) In general. 
(2) Plans of tax-exempt organizations. 
(3) Defined contribution plans. 
(4) Defined benefit plans. 
(c) Compliance during transition period. 

[T.D. 8359, 56 FR 47617, Sept. 19, 1991; 57 FR 
10818, Mar. 31, 1992, as amended by T.D. 8486, 
58 FR 46830, Sept. 3, 1993] 

§ 1.401(l)–1 Permitted disparity in em-
ployer-provided contributions or 
benefits. 

(a) Permitted disparity—(1) In general. 
Section 401(a)(4) provides that a plan is 
a qualified plan only if the amount of 
contributions or benefits provided 
under the plan does not discriminate in 
favor of highly compensated employ-
ees. See § 1.401(a)(4)–1(b)(2). Section 
401(a)(5)(C) provides that a plan does 
not discriminate in favor of highly 
compensated employees merely be-
cause of disparities in employer-pro-
vided contributions or benefits pro-
vided to, or on behalf of, employees 
under the plan that are permitted 
under section 401(l). Thus, if a plan sat-
isfies section 401(l), permitted dispari-

ties in employer-provided contribu-
tions or benefits under a plan are dis-
regarded, by reason of section 
401(a)(5)(C), in determining whether the 
plan satisfies any of the safe harbors 
under §§ 1.401(a)(4)–2(b)(2) and 
1.401(a)(4)–3(b). However, even if dis-
parities in employer-provided contribu-
tions or benefits under a plan are per-
mitted under section 401(l) and thus do 
not cause the plan to fail to satisfy 
§ 1.401(a)(4)–1(b)(2), the plan may still 
fail to satisfy section 401(a)(4) for other 
reasons. Similarly, even if disparities 
in employer-provided contributions or 
benefits under a plan are not permitted 
under section 401(l) and thus may not 
be disregarded under section 401(a)(4) 
by reason of section 401(l), the plan 
may still be found to be nondiscrim-
inatory under the tests of section 
401(a)(4), including the rules for imput-
ing permitted disparity under 
§ 1.401(a)(4)–7. 

(2) Overview. Rules relating to dis-
parities in employer-provided contribu-
tions under a defined contribution plan 
are provided in § 1.401(l)–2. For rules re-
lating to disparities in employer-pro-
vided benefits under a defined benefit 
plan, see § 401(l)–3. For rules relating to 
the application of section 401(l) to a 
plan maintained by a railroad em-
ployer, see § 1.401(l)–4. For rules relat-
ing to the overall permitted disparity 
limits, see § 1.401(l)–5. For rules relat-
ing to the effective date of section 
401(l), see § 1.401(l)–6. 

(3) Exclusive rules. The rules provided 
in §§ 1.401(l)–1 through 1.401(l)–6 are the 
exclusive means for a plan to satisfy 
sections 401(l) and 401(a)(5)(C). Accord-
ingly, a plan that provides disparities 
in employer-provided contributions or 
benefits that are not permitted under 
§§ 1.401(l)–1 through 1.401(l)–6 does not 
satisfy section 401(l) or 401(a)(5)(C). 

(4) Exceptions. Sections 401(a)(5)(C) 
and 401(l) are not available in the fol-
lowing arrangements— 

(i) A plan maintained by an em-
ployer, determined for purposes of the 
Federal Insurance Contributions Act or 
the Railroad Retirement Tax Act, as 
applicable, that does not pay any 
wages within the meaning of section 
3121(a) or compensation within the 
meaning of section 3231(e). For this 
purpose, a plan maintained for a self- 
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employed individual within the mean-
ing of section 401(c)(1), who is also sub-
ject to the tax under section 1401, is 
deemed to be a plan maintained by an 
employer that pays wages within the 
meaning of section 3121(a). 

(ii) A plan, or the portion of a plan, 
that is an employee stock ownership 
plan described in section 4975(e)(7) (an 
ESOP) or a tax credit employee stock 
ownership plan described in section 
409(a) (a TRASOP), except as provided 
in § 54.4975–11(a)(7)(ii) of this chapter, 
which contains a limited exception to 
this rule for certain ESOPs in exist-
ence on November 1, 1977. 

(iii) With respect to elective con-
tributions as defined in § 1.401(k)–6 
under a qualified cash or deferred ar-
rangement as defined in § 1.401(k)– 
1(a)(4)(i) or with respect to employee or 
matching contributions defined in 
§ 1.401(m)–1(a)(3) or (a)(2), respectively. 

(iv) With respect to contributions to 
a simplified employee pension made 
under a salary reduction arrangement 
described in section 408(k)(6) (a 
SARSEP). 

(5) Additional rules. The Commis-
sioner may, in revenue rulings, notices, 
or other documents of general applica-
bility, prescribe additional rules that 
may be necessary or appropriate to 
carry out the purposes of section 401(l), 
including rules applying section 401(l) 
with respect to an employer that pays 
wages within the meaning of section 
3121(a) or compensation within the 
meaning of section 3231(e) for some 
years and not other years. 

(b) Relationship to other requirements. 
Unless explicitly provided otherwise, 
section 401(l) does not provide an ex-
ception to any other requirement 
under section 401(a). Thus, for example, 
even if the plan complies with section 
401(l), the plan may not provide a ben-
efit lower than the minimum benefit 
required under section 416. Moreover, a 
plan may not adjust benefits in any 
manner that results in a decrease in 
any employee’s accrued benefit in vio-
lation of section 411(d)(6) and section 
411(b)(1)(G). However, a plan does not 
fail to satisfy section 401(l) merely be-
cause, in order to ensure compliance 
with section 411, an employee’s accrued 
benefit under the plan is defined as the 
greater of the employee’s previously 

accrued benefit and the benefit deter-
mined under a strict application of the 
plan’s benefit formula and accrual 
method. See section 401(a)(15) for addi-
tional rules relating to circumstances 
under which plan benefits may not be 
decreased because of increases in social 
security benefits. 

(c) Definitions. In applying §§ 1.401(l)–1 
through 1.401(l)–6, the definitions in 
this paragraph (c) govern unless other-
wise provided. 

(1) Accumulation plan. Accumulation 
plan means an accumulation plan with-
in the meaning of § 1.401(a)(4)–12. 

(2) Average annual compensation. Aver-
age annual compensation means average 
annual compensation within the mean-
ing of § 1.401(a)(4)–3(e)(2). 

(3) Base benefit percentage. Base benefit 
percentage means the rate at which em-
ployer-provided benefits are deter-
mined under a defined benefit excess 
plan with respect to an employee’s av-
erage annual compensation at or below 
the integration level (expressed as a 
percentage of such average annual 
compensation). 

(4) Base contribution percentage. Base 
contribution percentage means the rate 
at which employer contributions are 
allocated to the account of an em-
ployee under a defined contribution ex-
cess plan with respect to the employ-
ee’s plan year compensation at or 
below the integration level (expressed 
as a percentage of such plan year com-
pensation). 

(5) Benefit formula. Benefit formula 
means benefit formula within the 
meaning of § 1.401(a)(4)–12. 

(6) Benefit, right, or feature. Benefit, 
right, or feature means a benefit, right, 
or feature within the meaning of 
§ 1.401(a)(4)–12. 

(7) Covered compensation—(i) In gen-
eral. Covered compensation for an em-
ployee means the average (without in-
dexing) of the taxable wage bases in ef-
fect for each calendar year during the 
35-year period ending with the last day 
of the calendar year in which the em-
ployee attains (or will attain) social se-
curity retirement age. A 35-year period 
is used for all individuals regardless of 
the year of birth of the individual. In 
determining an employee’s covered 
compensation for a plan year, the tax-
able wage base for all calendar years 
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beginning after the first day of the 
plan year is assumed to be the same as 
the taxable wage base in effect as of 
the beginning of the plan year. An em-
ployee’s covered compensation for a 
plan year beginning after the 35-year 
period applicable under this paragraph 
(c)(7)(i) is the employee’s covered com-
pensation for the plan year during 
which the 35-year period ends. An em-
ployee’s covered compensation for a 
plan year beginning before the 35-year 
period applicable under this paragraph 
(c)(7)(i) is the taxable wage base in ef-
fect as of the beginning of the plan 
year. 

(ii) Special rules—(A) Rounded table. 
For purposes of determining the 
amount of an employee’s covered com-
pensation under paragraph (c)(7)(i) of 
this section, a plan may use tables, 
provided by the Commissioner, that are 
developed by rounding the actual 
amounts of covered compensation for 
different years of birth. 

(B) Proposed regulation definition. For 
plan years beginning before January 1, 
1995, in lieu of the definition of covered 
compensation contained in paragraph 
(c)(7)(i) of this section, a plan may de-
fine covered compensation as the aver-
age (without indexing) of the taxable 
wage bases in effect for each calendar 
year during the 35-year period ending 
with the last day of the calendar year 
preceding the calendar year in which 
the employee attains (or will attain) 
social security retirement age. 

(iii) Period for using covered compensa-
tion amount. A plan must generally pro-
vide that an employee’s covered com-
pensation is automatically adjusted for 
each plan year. However, a plan may 
use an amount of covered compensa-
tion for employees equal to each em-
ployee’s covered compensation (as de-
fined in paragraph (c)(7)(i) or (c)(7)(ii) 
of this section) for a plan year earlier 
than the current plan year, provided 
the earlier plan year is the same for all 
employees and is not earlier than the 
later of— 

(A) The plan year that begins 5 years 
before the current plan year, and 

(B) The plan year beginning in 1989. 

In the case of an accumulation plan, 
the benefit accrued for an employee in 
prior years is not affected by changes 

in the employee’s covered compensa-
tion that occur in later years. 

(8) Defined benefit plan. Defined benefit 
plan means a defined benefit plan with-
in the meaning of § 1.410(b)–9. 

(9) Defined contribution plan. Defined 
contribution plan means a defined con-
tribution plan within the meaning of 
§ 1.410(b)–9. In addition, for purposes of 
§§ 1.401(l)–1 through 1.401(l)–6, a defined 
contribution plan includes a simplified 
employee pension as defined in section 
408(k) (SEP), other than a SEP (or por-
tion or a SEP) that is a salary reduc-
tion arrangement described in section 
408(k)(6) (SARSEP). 

(10) Disparity. Disparity means— 
(i) In the case of a defined contribu-

tion excess plan, the amount by which 
the excess contribution percentage ex-
ceeds the base contribution percentage, 

(ii) In the case of a defined benefit 
excess plan, the amount by which the 
excess benefit percentage exceeds the 
base benefit percentage, and 

(iii) In the case of an offset plan, the 
offset percentage. 

(11) Employee. Employee means em-
ployee within the meaning of 
§ 1.401(a)(4)–12. 

(12) Employer. Employer means the 
employer within the meaning of 
§ 1.410(b)–9. 

(13) Employer contributions. Employer 
contributions means all amounts taken 
into account with respect to an em-
ployee under a plan under § 1.401(a)(4)– 
2(c)(2)(ii). 

(14) Excess benefit percentage. Excess 
benefit percentage means the rate at 
which employer-provided benefits are 
determined under a defined benefit ex-
cess plan with respect to an employee’s 
average annual compensation above 
the integration level (expressed as a 
percentage of such average annual 
compensation). 

(15) Excess contribution percentage. Ex-
cess contribution percentage means the 
rate at which employer contributions 
are allocated to the account of an em-
ployee under a defined contribution ex-
cess plan with respect to the employ-
ee’s plan year compensation above the 
integration level (expressed as a per-
centage of such plan year compensa-
tion). 

(16) Excess plan—(i) Defined benefit ex-
cess plan. Defined benefit excess plan 
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means a defined benefit plan under 
which the rate at which employer-pro-
vided benefits are determined with re-
spect to average annual compensation 
above the integration level under the 
plan (expressed as a percentage of such 
average annual compensation) is great-
er than the rate at which employer- 
provided benefits are determined with 
respect to average annual compensa-
tion at or below the integration level 
(expressed as a percentage of such aver-
age annual compensation). 

(ii) Defined contribution excess plan. 
Defined contribution excess plan means a 
defined contribution plan under which 
the rate at which employer contribu-
tions are allocated to the account of an 
employee with respect to plan year 
compensation above the integration 
level (expressed as a percentage of such 
plan year compensation) is greater 
than the rate at which employer con-
tributions are allocated to the account 
of an employee with respect to plan 
year compensation at or below the in-
tegration level (expressed as a percent-
age of such plan year compensation). 

(17) Final average compensation—(i) In 
general. Final average compensation for 
an employee means the average of the 
employee’s annual section 414(s) com-
pensation for the 3-consecutive-year 
period ending with or within the plan 
year or for the employee’s period of 
employment if shorter. The year in 
which an employee terminates employ-
ment may be disregarded in deter-
mining final average compensation. 
The definition of final average com-
pensation used in the plan must be ap-
plied consistently with respect to all 
employees. For example, if the plan 
provides that the year in which the em-
ployee terminates employment is dis-
regarded in determining final average 
compensation, the year must be dis-
regarded for all employees who termi-
nate employment in that year. The 
plan may specify any 3-consecutive- 
year period ending in the plan year, 
provided the period is determined con-
sistently for all employees. See 
§ 1.401(a)(4)–11(d)(3)(iii) and § 1.414(s)–1(f) 
for rules permitting service and com-
pensation with another employer to be 
taken into account for purposes of non-
discrimination testing, including satis-
fying section 401(l). 

(ii) Limitations. In determining an 
employee’s final average compensation 
under this paragraph (c)(17), annual 
section 414(s) compensation for any 
year in excess of the taxable wage base 
in effect at the beginning of that year 
must not be taken into account. A plan 
may provide that each employee’s final 
average compensation for a plan year 
is limited to the employee’s average 
annual compensation for the plan year. 

(iii) Determination of section 414(s) 
compensation. A plan must use the same 
definition of section 414(s) compensa-
tion to determine final average com-
pensation as the plan uses to determine 
average annual compensation (or plan 
year compensation in the case of an ac-
cumulation plan). 

(18) Gross benefit percentage. Gross ben-
efit percentage means the rate at which 
employer-provided benefits are deter-
mined under an offset plan (before ap-
plication of the offset) with respect to 
an employee’s average annual com-
pensation (expressed as a percentage of 
average annual compensation). 

(19) Highly compensated employee. 
Highly compensated employee means 
HCE within the meaning of § 1.401(a)(4)– 
12. 

(20) Integration level. Integration level 
means the dollar amount specified in 
an excess plan at or below which the 
rate of employer-provided contribu-
tions or benefits (expressed in each 
case as a percentage of an employee’s 
plan year compensation or average an-
nual compensation up to the specified 
dollar amount) under the plan is less 
than the rate of employer-provided 
contributions or benefits (expressed in 
each case as a percentage of the em-
ployee’s plan year compensation or av-
erage annual compensation above the 
specified dollar amount) under the plan 
above such dollar amount. 

(21) Nonexcludable employee. Non-
excludable employee means nonexclud-
able employee within the meaning of 
§ 1.401(a)(4)–12. 

(22) Nonhighly compensated employee. 
Nonhighly compensated employee means 
NHCE within the meaning of 
§ 1.401(a)(4)–12. 

(23) Offset level. Offset level means the 
dollar limit specified in the plan on the 
amount of each employee’s final aver-
age compensation taken into account 
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in determining the offset under an off-
set plan. 

(24) Offset percentage. Offset percentage 
means the rate at which an employee’s 
employer-provided benefit is reduced or 
offset under an offset plan (expressed 
as a percentage of the employee’s final 
average compensation up to the offset 
level). 

(25) Offset plan. Offset plan means a 
defined benefit plan that is not a de-
fined benefit excess plan and that pro-
vides that each employee’s employer- 
provided benefit is reduced or offset by 
a specified percentage of the employ-
ee’s final average compensation up to 
the offset level under the plan. 

(26) PIA. PIA or primary insurance 
amount means the old-age insurance 
benefit under section 202 of the Social 
Security Act (42 U.S.C. 402) payable to 
each employee at a single age that is 
not earlier than age 62 and not later 
than age 65. PIA must be determined 
under the Social Security Act as in ef-
fect at the time the employee’s offset 
is determined. Thus, it is determined 
without assuming any future increases 
in compensation, any future increases 
in the taxable wage base, any changes 
in the formulas used under the Social 
Security Act to determine PIA (for ex-
ample, changes in the breakpoints), or 
any future increases in the consumer 
price index. However, it may be as-
sumed that the employee will continue 
to receive compensation at the same 
rate as that received at the time the 
offset is being determined, until reach-
ing the single age described in the first 
sentence of this paragraph (c)(26). PIA 
must be determined in a consistent 
manner for all employees and in ac-
cordance with revenue rulings or other 
guidance provided by the Commis-
sioner. 

(27) Plan. Plan means a plan within 
the meaning of § 1.401(a)(4)–12 or a com-
ponent plan treated as a plan under 
§ 1.401(a)(4)–9(c). 

(28) Plan year compensation. Plan year 
compensation means plan year com-
pensation within the meaning of 
§ 1.401(a)(4)–12. 

(29) Qualified plan. Qualified plan 
means a qualified plan within the 
meaning of § 1.401(a)(4)–12. 

(30) Section 401(l) plan. Section 401( l) 
plan means a section 401(l) plan within 
the meaning of § 1.401(a)(4)–12. 

(31) Section 414(s) compensation. Sec-
tion 414(s) compensation means section 
414(s) compensation within the mean-
ing of § 1.401(a)(4)–12. 

(32) Social security retirement age. So-
cial security retirement age for an em-
ployee means the social security re-
tirement age of the employee as deter-
mined under section 415(b)(8). 

(33) Straight life annuity. Straight life 
annuity means a straight life annuity 
within the meaning of § 1.401(a)(4)–12. 

(34) Taxable wage base. Taxable wage 
base means the contribution and ben-
efit base under section 230 of the Social 
Security Act (42 U.S.C. 430). 

(35) Year of service. Year of service 
means a year of service as defined in 
the plan for purposes of the benefit for-
mula and the accrual method under the 
plan, unless the context clearly indi-
cates otherwise. See § 1.401(a)(4)–11(d)(3) 
for rules on years of service that may 
be taken into account for purposes of 
nondiscrimination testing, including 
satisfying section 401(l). 

[T.D. 8359, 56 FR 47618, Sept. 19, 1991; 57 FR 
10818, 10951, Mar. 31, 1992, as amended by T.D. 
8486, 58 FR 46831, Sept. 3, 1993; T.D. 9169, 69 
FR 78153, Dec. 29, 2004] 

§ 1.401(l)–2 Permitted disparity for de-
fined contribution plans. 

(a) Requirements—(1) In general. Dis-
parity in the rates of employer con-
tributions allocated to employees’ ac-
counts under a defined contribution 
plan is permitted under section 401(l) 
and this section for a plan year only if 
the plan satisfies paragraphs (a)(2) 
through (a)(5) of this section. A plan 
that otherwise satisfies this paragraph 
(a) will not be considered to fail sec-
tion 401(l) merely because it contains 
one or more provisions described in 
§ 1.401(a)(4)–2(b)(4). See § 1.401(a)(4)– 
8(b)(3)(i)(C) for special rules applicable 
to target benefit plans. 

(2) Excess plan requirement. The plan 
must be a defined contribution excess 
plan. 

(3) Maximum disparity. The disparity 
for all employees under the plan must 
not exceed the maximum permitted 
disparity prescribed in paragraph (b) of 
this section. 
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(4) Uniform disparity. The disparity 
for all employees under the plan must 
be uniform within the meaning of para-
graph (c) of this section. 

(5) Integration level. The integration 
level specified in the plan must satisfy 
paragraph (d) of this section. 

(b) Maximum permitted disparity—(1) 
In general. The disparity provided for 
the plan year must not exceed the max-
imum excess allowance as defined in 
paragraph (b)(2) of this section. In addi-
tion, the plan must satisfy the overall 
permitted disparity limits of § 1.401(l)– 
5. 

(2) Maximum excess allowance. The 
maximum excess allowance for a plan 
year is the lesser of— 

(i) The base contribution percentage, 
or 

(ii) The greater of— 
(A) 5.7 percent, reduced as required 

under paragraph (d) of this section, or 
(B) The percentage rate of tax under 

section 3111(a), in effect as of the begin-
ning of the plan year, that is attrib-
utable to the old age insurance portion 
of the Old Age, Survivors and Dis-
ability Insurance provisions of the So-
cial Security Act, reduced as required 
under paragraph (d) of this section. For 
a year in which the percentage rate of 
tax described in this paragraph 
(b)(2)(ii)(B) exceeds 5.7 percent, the 
Commissioner will publish the rate of 
such tax and a revised table under 
paragraph (d)(4) of this section. 

(c) Uniform disparity—(1) In general. 
The disparity provided under a plan is 
uniform only if the plan uses the same 
base contribution percentage and the 
same excess contribution percentage 
for all employees in the plan. 

(2) Deemed uniformity—(i) In general. 
The disparity under a plan does not fail 
to be uniform for purposes of this para-
graph (c) merely because the plan con-
tains one or more of the provisions de-
scribed in paragraphs (c)(2) (ii) and (iii) 
of this section. 

(ii) Overall permitted disparity. The 
plan provides that, in the case of each 
employee who has reached the cumu-
lative permitted disparity limit appli-
cable to the employee under § 1.401(l)– 
5(c), employer contributions are allo-
cated to the account of the employee 
with respect to the employee’s total 

plan year compensation at the excess 
contribution percentage. 

(iii) Non-FICA employees. The plan 
provides that, in the case of each em-
ployee under the plan with respect to 
whom none of the taxes under section 
3111(a), section 3221, or section 1401 is 
required to be paid, employer contribu-
tions are allocated to the account of 
the employee with respect to the em-
ployee’s total plan year compensation 
at the excess contribution percentage. 

(d) Integration level—(1) In general. 
The integration level under the plan 
must satisfy paragraph (d)(2), (d)(3), or 
(d)(4) of this section, as modified by 
paragraph (d)(5) of this section in the 
case of a short plan year. If a reduction 
applies to the disparity factor under 
this paragraph (d), the reduced factor 
is used for all purposes in determining 
whether the permitted disparity rules 
for defined contribution plans are sat-
isfied. 

(2) Taxable wage base. The require-
ment of this paragraph (d)(2) is satis-
fied only if the integration level under 
the plan for each employee is the tax-
able wage base in effect as of the begin-
ning of the plan year. 

(3) Single dollar amount. The require-
ment of this paragraph (d)(3) is satis-
fied only if the integration level under 
the plan for all employees is a single 
dollar amount (either specified in the 
plan or determined under a formula 
specified in the plan) that does not ex-
ceed the greater of $10,000 or 20 percent 
of the taxable wage base in effect as of 
the beginning of the plan year. 

(4) Intermediate amount. The require-
ment of this paragraph (d)(4) is satis-
fied only if— 

(i) The integration level under the 
plan for all employees is a single dollar 
amount (either specified in the plan or 
determined under a formula specified 
in the plan) that is greater than the 
highest amount determined under 
paragraph (d)(3) of this section and less 
than the taxable wage base, and 

(ii) The plan adjusts the factor deter-
mined under paragraph (b)(2)(ii) of this 
section in accordance with the table 
below. 
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TABLE 

If the integration level The 5.7 per-
cent factor in 
the maximum 
excess allow-

ance is re-
duced to— 

Is more than But not more than 

Greater of $10,000 or 
20% of taxable 
wage base.

80% of taxable wage 
base.

4.3% 

80% of taxable wage 
base.

Amount less than 
taxable wage base.

5.4% 

(5) Prorated integration level for short 
plan year. If a plan uses paragraph (2) 
or (4) of the definition of plan year 
compensation under § 1.401(a)(4)–12 (i.e., 
section 414(s) compensation for the 
plan year or the period of plan partici-
pation) and has a plan year that com-
prises fewer than 12 months, the inte-
gration level under the plan for each 
employee must be an amount equal to 
the otherwise applicable integration 
level described in paragraph (d)(2), 
(d)(3), or (d)(4) of this section, multi-
plied by a fraction, the numerator of 
which is the number of months in the 
plan year, and the denominator of 
which is 12. No adjustment to the max-
imum excess allowance is required as a 
result of the application of this para-
graph (d)(5), other than any adjustment 
already required under paragraph (d)(4) 
of this section. 

(e) Examples. The following examples 
illustrate this section. In each exam-
ple, 5.7 percent exceeds the percentage 
rate of tax described in paragraph 
(b)(2)(ii)(B) of this section. 

Example 1. Employer X maintains a profit- 
sharing plan with the calendar year as its 
plan year. For the 1989 plan year, the plan 
provides that the account of each employee 
who has plan year compensation in excess of 
the taxable wage base in effect at the begin-
ning of the plan year will receive an alloca-
tion for the plan year of 5.7 percent of plan 
year compensation in excess of the taxable 
wage base. The plan provides that no alloca-
tion will be made to the account of any em-
ployee for the plan year with respect to plan 
year compensation not in excess of the tax-
able wage base. The maximum excess allow-
ance is exceeded for the 1989 plan year be-
cause the excess contribution percentage (5.7 
percent) for the plan year exceeds the base 
contribution percentage (0 percent) for the 
plan year by more than the lesser of the base 
contribution percentage (0 percent) or the 
percentage determined under paragraph 
(b)(2)(ii) of this section (5.7 percent) for the 
plan year. 

Example 2. Employer Y maintains a money 
purchase pension plan with the calendar year 
as its plan year. For the 1990 plan year, the 
plan provides that the account of each em-
ployee will receive an allocation of 5 percent 
of the employee’s plan year compensation up 
to the taxable wage base in effect at the be-
ginning of the plan year plus an allocation of 
10 percent of the employee’s plan year com-
pensation in excess of the taxable wage base. 
The maximum excess allowance is not ex-
ceeded for the plan year because the excess 
contribution percentage (10 percent) for the 
plan year does not exceed the base contribu-
tion percentage (5 percent) for the plan year 
by more than the lesser of the base contribu-
tion percentage (5 percent) or the percentage 
determined under paragraph (b)(2)(ii) of this 
section (5.7 percent) for the plan year. 

Example 3. Assume the same facts as in Ex-
ample 2, except that the plan provides that, 
with respect to plan year compensation in 
excess of the taxable wage base, the account 
of each employee will receive an allocation 
for the plan year of 12 percent of such com-
pensation. The maximum excess allowance is 
exceeded for the plan year because the excess 
contribution percentage (12 percent) for the 
plan year exceeds the base contribution per-
centage (5 percent) for the plan year by more 
than the lesser of the base contribution per-
centage (5 percent) or the percentage deter-
mined under paragraph (b)(2)(ii) of this sec-
tion (5.7 percent) for the plan year. 

Example 4. Employer Z maintains a money 
purchase pension plan with a plan year be-
ginning July 1 and ending June 30. The tax-
able wage base for the 1990 calendar year is 
$51,300 and the taxable wage base for the 1991 
calendar year is $53,400. For the plan year be-
ginning July 1, 1990, and ending June 30, 1991, 
the plan provides that the account of each 
employee will receive an allocation of 4 per-
cent of the employee’s plan year compensa-
tion up to $53,400 plus an allocation of 6 per-
cent of the employee’s plan year compensa-
tion in excess of $53,400. Although the excess 
contribution percentage (6 percent) for the 
plan year does not exceed the base contribu-
tion percentage (4 percent) for the plan year 
by more than the lesser of the base contribu-
tion percentage (4 percent) or the percentage 
determined under paragraph (b)(2)(ii) of this 
section (5.7 percent), the plan does not sat-
isfy paragraph (a)(5) of this section because 
the integration level of $53,400 exceeds the 
maximum permitted integration level of 
$51,300 (the taxable wage base in effect as of 
the beginning of the plan year). 

Example 5. Assume the same facts as in Ex-
ample 4, except that for the plan year begin-
ning July 1, 1990, and ending June 30, 1991, 
the plan provides that the account of each 
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employee will receive an allocation of 5 per-
cent of the employee’s plan year compensa-
tion up to $30,000 plus an allocation of 9 per-
cent of the employee’s plan year compensa-
tion in excess of $30,000. The integration 
level of $30,000 is 58 percent of the taxable 
wage base of $51,300 for the 1990 calendar 
year. The maximum excess allowance is not 
exceeded for the plan year because the excess 
contribution percentage (9 percent) for the 
plan year does not exceed the base contribu-
tion percentage (5 percent) for the plan year 
by more than the lesser of the base contribu-
tion percentage (5 percent) or the percentage 
determined under paragraphs (b)(2)(ii) and 
(d) of this section (4.3 percent) for the plan 
year. 

[T.D. 8359, 56 FR 47621, Sept. 19, 1991; 57 FR 
10818, 10951, Mar. 31, 1992, as amended by T.D. 
8486, 58 FR 46832, Sept. 3, 1993] 

§ 1.401(l)–3 Permitted disparity for de-
fined benefit plans. 

(a) Requirements—(1) In general. Dis-
parity in the rates of employer-pro-
vided benefits under a defined benefit 
plan is permitted under section 401(l) 
and this section for a plan year only if 
the plan satisfies paragraphs (a)(2) 
through (a)(6) of this section. A plan 
that otherwise satisfies this paragraph 
(a) will not be considered to fail sec-
tion 401(l) merely because it contains 
one or more provisions described in 
§ 1.401(a)(4)–3(b)(6) (such as multiple 
formulas). Section 401(a)(5)(D) and 
§ 1.401(a)(5)–1(d) provide other rules 
under which benefits provided under a 
defined benefit plan (including defined 
benefit excess and offset plans) may be 
limited. See § 1.401(a)(4)–3(b)(5)(viii) for 
special rules under which an insurance 
contract plan may satisfy § 1.401(a)(4)– 
1(b)(2) and section 401(l). See 
§ 1.401(a)(4)–8(c)(3)(iii)(B) for special 
rules applicable to cash balance plans. 

(2) Excess or offset plan requirement. 
The plan must be a defined benefit ex-
cess plan or an offset plan. 

(3) Maximum disparity. The disparity 
for all employees under the plan must 
not exceed the maximum permitted 
disparity prescribed in paragraph (b) of 
this section. 

(4) Uniform disparity. The disparity 
for all employees under the plan must 
be uniform within the meaning of para-
graph (c) of this section. 

(5) Integration or offset level. The inte-
gration or offset level specified in the 

plan must satisfy paragraph (d) of this 
section. 

(6) Benefits, rights, and features. The 
benefits, rights, and features provided 
under the plan must satisfy paragraph 
(f)(1) of this section. 

(b) Maximum permitted disparity—(1) 
In general. In the case of a defined ben-
efit excess plan, the disparity provided 
for the plan year may not exceed the 
maximum excess allowance as defined 
in paragraph (b)(2) of this section. In 
the case of an offset plan, the disparity 
provided for the plan year may not ex-
ceed the maximum offset allowance as 
defined in paragraph (b)(3) of this sec-
tion. In addition, either type of plan 
must satisfy the overall permitted dis-
parity limits of § 1.401(l)–5. 

(2) Maximum excess allowance. The 
maximum excess allowance for a plan 
year is the lesser of— 

(i) 0.75 percent, reduced as required 
under paragraphs (d) and (e) of this sec-
tion, or 

(ii) The base benefit percentage for 
the plan year. 

(3) Maximum offset allowance. The 
maximum offset allowance for a plan 
year is the lesser of— 

(i) 0.75 percent, reduced as required 
under paragraphs (d) and (e) of this sec-
tion, or 

(ii) One-half of the gross benefit per-
centage, multiplied by a fraction (not 
to exceed one), the numerator of which 
is the employee’s average annual com-
pensation, and the denominator of 
which is the employee’s final average 
compensation up to the offset level. 

(4) Rules of application—(i) Disparity 
provided for the plan year. Disparity 
provided for the plan year generally 
means the disparity provided under the 
plan’s benefit formula for the employ-
ee’s year of service with respect to the 
plan year. However, if a plan deter-
mines each employee’s accrued benefit 
under the fractional accrual method of 
section 411(b)(1)(C), disparity provided 
under the plan also means the dis-
parity in the benefit accrued for the 
employee for the plan year. Thus, a 
plan using the fractional accrual meth-
od must satisfy this paragraph (b) with 
respect to the plan’s benefit formula 
and with respect to the benefits ac-
crued for the plan year. 
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(ii) Reduction in disparity rate. Any re-
ductions in the 0.75–percent factor re-
quired under paragraphs (d) and (e) of 
this section are cumulative. 

(iii) Normal and optional forms of ben-
efit—(A) In general. A plan satisfies the 
maximum permitted disparity require-
ment of this paragraph (b) only if the 
plan satisfies this paragraph (b) with 
respect to each optional form of benefit 
(including the normal form of benefit) 
provided under the plan. 

(B) Level annuity forms. In the case of 
an optional form of benefit payable as 
a level annuity over a period of not less 
than the life of the employee, the op-
tional form must satisfy the maximum 
permitted disparity requirement of this 
paragraph (b). Thus, for example, if the 
form of a defined benefit plan’s normal 
retirement benefit is an annuity for 
life with a 10-year certain feature and 
the plan permits employees to elect an 
optional form of benefit in the form of 
a straight life annuity, the plan must 
satisfy the maximum disparity require-
ment of this paragraph (b) with respect 
to each of the optional forms of ben-
efit. An annuity that decreases only 
after the death of the employee, or 
that decreases only after the death of 
either the employee or the joint annu-
itant, is considered a level annuity for 
purposes of this paragraph (b). 

(C) Other forms. In the case of an op-
tional form of benefit that is not de-
scribed in paragraph (b)(4)(iii)(B) of 
this section, the optional form must 
satisfy the maximum permitted dis-
parity requirement of this paragraph 
(b), when the respective portions of the 
optional form are normalized under the 
rules of § 1.401(a)(4)–12 to a straight life 
annuity commencing at the same time 
as the optional form of benefit, regard-
less of whether the straight life annu-
ity form is actually provided under the 
plan. In the case of a defined benefit 
excess plan, the respective portions are 
the portion of the optional form attrib-
utable to average annual compensation 
up to the integration level (the ‘‘base 
portion’’) and the portion of the op-
tional form attributable to average an-
nual compensation in excess of the in-
tegration level (the ‘‘excess portion’’). 
In the case of an offset plan, the re-
spective portions are the optional form 
determined without regard to the off-

set (the ‘‘gross amount’’) and the offset 
applied to the gross amount to deter-
mine the optional form (the ‘‘offset 
amount’’). 

(D) Post-retirement cost-of-living ad-
justments—(1) In general. A benefit does 
not fail to be a level annuity described 
in paragraph (b)(4)(iii)(B) of this sec-
tion merely because it provides an 
automatic post-retirement cost-of-liv-
ing adjustment that satisfies para-
graph (b)(4)(iii)(D)(2) of this section. 
Thus, increases in the employee’s an-
nuity pursuant to such a cost-of-living 
adjustment do not cause the disparity 
provided under the optional form of 
benefit to exceed the maximum dis-
parity permitted under this paragraph 
(b). For rules on ad hoc post-retirement 
cost-of-living adjustments, see 
§ 1.401(a)(4)–10(b). 

(2) Requirements. A cost-of-living ad-
justment satisfies this paragaph 
(b)(4)(iii)(D)(2) if— 

(i) It is included in the accrued ben-
efit of all employees, and. 

(ii) It increases, on a uniform and 
consistent basis, the benefits of all 
former employees who are no younger 
than age 62, at a rate no greater than 
adjustments to social security benefits 
under section 215(i)(2)(A) of the Social 
Security Act that have occurred since 
the later of the employee’s attainment 
of age 62 or commencement of benefits. 

(E) Section 417(e) exception. A plan 
will not fail to satisfy this paragraph 
(b) merely because the disparity in a 
benefit that is subject to the interest 
rate restrictions of sections 401(a)(11) 
and 417(e) exceeds the maximum dis-
parity that would otherwise be allowed 
under this paragraph (b) if the increase 
in disparity is required to satisfy 
§ 1.417(e)–1(d). In applying the exception 
in this paragraph (b)(4)(iii)(E), for pur-
poses of determining what is required 
under § 1.417(e)–1(d), a plan may use the 
rate described in § 1.417(e)–1(d)(2)(i) for 
all employees, without regard to 
whether the present value of an em-
ployee’s vested benefit exceeds $25,000. 

(5) Examples. The following examples 
illustrate this paragraph (b). Unless 
otherwise provided, the following facts 
apply. The plan is noncontributory and 
is the only plan ever maintained by the 
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employer. The plan uses a normal re-
tirement age of 65 and contains no pro-
vision that would require a reduction 
in the 0.75-percent factor under para-
graph (b)(2) or (b)(3) of this section. In 
the case of a defined benefit excess 
plan, the plan uses each employee’s 
covered compensation as the integra-
tion level; in the case of an offset plan, 
the plan uses each employee’s covered 
compensation as the offset level and 
provides that an employee’s final aver-
age compensation is limited to the em-
ployee’s average annual compensation. 
Each example discusses the benefit for-
mula applicable to an employee who 
has a social security retirement age of 
65. 

Example 1. Plan N is a defined benefit ex-
cess plan that provides a normal retirement 
benefit of 0.5 percent of average annual com-
pensation in excess of the integration level, 
for each year of service. The plan provides no 
benefits with respect to average annual com-
pensation up to the integration level. The 
disparity provided under the plan exceeds 
the maximum excess allowance because the 
excess benefit percentage (0.5 percent) ex-
ceeds the base benefit percentage (0 percent) 
by more than the base benefit percentage (0 
percent). 

Example 2. Plan O is an offset plan that 
provides a normal retirement benefit equal 
to 2 percent of average annual compensation, 
minus 0.75 percent of final average com-
pensation up to the offset level, for each year 
of service up to 35. The disparity provided 
under the plan satisfies this paragraph (b) 
because the offset percentage (0.75 percent) 
does not exceed the maximum offset allow-
ance equal to the lesser of 0.75 percent or 
one-half of the gross benefit percentage (1 
percent). 

Example 3. Plan P is a defined benefit ex-
cess plan that provides a normal retirement 
benefit of 0.5 percent of average annual com-
pensation up to the integration level, plus 
1.25 percent of average annual compensation 
in excess of the integration level, for each 
year of service up to 35. The disparity pro-
vided under the plan exceeds the maximum 
excess allowance because the excess benefit 
percentage (1.25 percent) exceeds the base 
benefit percentage (0.5 percent) by more than 
the base benefit percentage (0.5 percent). 

Example 4. Plan Q is an offset plan that 
provides a normal retirement benefit of 1 
percent of average annual compensation, 
minus 0.75 percent of final average com-
pensation up to the offset level, for each year 
of service up to 35. The disparity under the 
plan exceeds the maximum offset allowance 
because the offset percentage exceeds one- 

half of the gross benefit percentage (0.5 per-
cent). 

Example 5. (a) Plan R is an offset plan that 
provides a normal retirement benefit of 1 
percent of average annual compensation, 
minus 0.5 percent of final average compensa-
tion up to the offset level, for each year of 
service up to 35. The plan determines an em-
ployee’s average annual compensation using 
an averaging period comprising five consecu-
tive 12-month periods and taking into ac-
count the employee’s compensation for the 
ten consecutive 12-month periods ending 
with the plan year. The plan does not pro-
vide that an employee’s final average com-
pensation is limited to the employee’s aver-
age annual compensation. 

(b) Employee A has average annual com-
pensation of $20,000, final average compensa-
tion of $25,000, and covered compensation of 
$32,000. The maximum offset allowance appli-
cable to Employee A for the plan year under 
paragraph (b)(3) of this section is one-half of 
the gross benefit percentage multiplied by 
the ratio, not to exceed one, of Employee A’s 
average annual compensation to Employee 
A’s final average compensation up to the off-
set level. Thus, the maximum offset allow-
ance is 0.4 percent (1⁄2×1 percent×$20,000/ 
$25,000). With respect to Employee A, the 
benefit formula provides an offset that ex-
ceeds the maximum offset allowance. The 
plan must therefore reduce Employee A’s off-
set percentage to 0.4 percent. (Under para-
graph (c)(2)(viii) of this section, Employee 
A’s adjusted disparity rate is deemed uni-
form.) 

(c) Alternatively, under § 1.401(l)–1(c)(17)(ii) 
(the definition of final average compensa-
tion), the plan could specify that an employ-
ee’s final average compensation is limited to 
the amount of the employee’s average an-
nual compensation. Thus, the ratio of aver-
age annual compensation to final average 
compensation would always be equal to at 
least one, and the maximum offset allowance 
under the plan would be one-half of the gross 
benefit percentage. 

Example 6. Plan S is a defined benefit ex-
cess plan that provides a base benefit per-
centage of 1 percent of average annual com-
pensation up to the integration level for 
each year of service. The plan also provides, 
for each of the first 10 years of service, an ex-
cess benefit percentage of 1.85 percent of av-
erage annual compensation in excess of the 
integration level. For each year of service 
after 10, the plan provides an excess benefit 
percentage of 1.65 percent of the employee’s 
average annual compensation in excess of 
the integration level. The disparity provided 
under the plan exceeds the maximum excess 
allowance because the excess benefit per-
centage for each of the first ten years of 
service (1.85 percent) exceeds the base benefit 
percentage (1 percent) by more than 0.75 per-
cent. 
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Example 7. The facts are the same as in Ex-
ample 6, except that the plan provides an ex-
cess benefit percentage of 1.65 percent of av-
erage annual compensation in excess of the 
integration level for each of the first 10 years 
of service and an excess benefit percentage of 
1.85 percent of average annual compensation 
in excess of the integration level for each 
year of service after 10. The disparity pro-
vided under the plan exceeds the maximum 
excess allowance because the excess benefit 
percentage for each year of service after 10 
(1.85 percent) exceeds the base benefit per-
centage (1 percent) by more than 0.75 per-
cent. 

Example 8. Plan T is a defined benefit ex-
cess plan that provides a normal retirement 
benefit of 1.0 percent of average annual com-
pensation up to the integration level, plus 1.7 
percent of average annual compensation in 
excess of the integration level, for each year 
of service up to 35, payable in the form of a 
joint and survivor annuity. The plan also al-
lows an employee to receive the retirement 
benefit in the form of an actuarially equiva-
lent straight life annuity. The actuarially 
equivalent straight life annuity equals 1.09 
percent of average annual compensation up 
to the integration level, plus 1.85 percent of 
average annual compensation in excess of 
the integration level, for each year of service 
up to 35. The disparity provided under the 
plan with respect to the straight life annuity 
form of benefit (0.76 percent) exceeds the 
maximum excess allowance because the ex-
cess benefit percentage (1.85 percent) exceeds 
the base benefit percentage (1.09 percent) by 
more than 0.75 percent. 

Example 9. Plan U is a defined benefit ex-
cess plan that provides a normal retirement 
benefit of 1.0 percent of average annual com-
pensation up to the integration level, plus 1.7 
percent of average annual compensation in 
excess of the integration level, for each year 
of service up to 35, payable in the form of a 
straight life annuity. Plan U provides a sin-
gle sum optional form of benefit at normal 
retirement age equal to 100 times the month-
ly annuity payable at that age. Thus, if an 
employee elects the single sum optional 
form of benefit, the base portion of the single 
sum benefit is 8.33 percent (100 times 1.0 per-
cent/12) of average annual compensation up 
to the integration level per year of service, 
and the excess portion of the single sum ben-
efit is 14.17 percent (100 times 1.7 percent/12) 
of average annual compensation in excess of 
the integration level per year of service. 
Each respective portion of the single sum op-
tion is normalized to a straight life annuity 
commencing at normal retirement age, using 
8-percent interest and the UP–84 mortality 
table. After normalization, the base portion 
of the benefit is 1.02 percent of average an-
nual compensation up to the integration 
level, and the excess portion of the benefit is 
1.73 percent of average annual compensation 

in excess of the integration level. The single 
sum optional form of benefit satisfies this 
paragraph (b) because the disparity provided 
in the optional form of benefit does not ex-
ceed the maximum excess allowance. 

(c) Uniform disparity—(1) In general. 
The disparity provided under a defined 
benefit excess plan is uniform only if 
the plan uses the same base benefit 
percentage and the same excess benefit 
percentage for all employees with the 
same number of years of service. The 
disparity provided under an offset plan 
is uniform only if the plan uses the 
same gross benefit percentage and the 
same offset percentage for all employ-
ees with the same number of years of 
service. The disparity provided under a 
plan that determines each employee’s 
accrued benefit under the fractional 
accrual method of section 411(b)(1)(C) is 
uniform only if the plan satisfies one of 
the deemed uniformity rules of para-
graph (c)(2) (ii) or (iii) of this section. 

(2) Deemed uniformity—(i) In general. 
The disparity provided under a plan 
does not fail to be uniform for purposes 
of this paragraph (c) merely because 
the plan contains one or more of the 
provisions described in paragraphs 
(c)(2) (ii) through (ix) of this section. 

(ii) Use of fractional accrual and dis-
parity for 35 years. The plan contains a 
benefit formula as described in para-
graphs (c)(2)(ii) (A) and (B) of this sec-
tion, and the plan determines each em-
ployee’s accrued benefit under the 
method described in § 1.401(a)(4)– 
3(b)(4)(i)(B), i.e., by multiplying the 
employee’s fractional rule benefit 
(within the meaning of § 1.411(b)– 
1(b)(3)(ii)(A)) by a fraction, the numer-
ator of which is the employee’s years of 
service determined as of the plan year, 
and the denominator of which is the 
employee’s projected years of service 
as of normal retirement age. 

(A) For each year of service at least 
up to 35, the benefit plan formula pro-
vides the same base benefit percentage 
and the same excess benefit percentage 
for all employees in the case of a de-
fined benefit excess plan or the same 
gross benefit percentage and the same 
offset percentage for all employees in 
the case of an offset plan. 

(B) For each additional year of serv-
ice, the benefit formula provides a uni-
form percentage of all average annual 
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compensation that is no greater than 
the excess benefit percentage or the 
gross benefit percentage under para-
graph (c)(2)(ii)(A) of this section, 
whichever is applicable. 

(iii) Use of fractional accrual and dis-
parity for fewer than 35 years. The plan 
contains a benefit formula as described 
in paragraphs (c)(2)(iii) (A) through (C) 
of this section, and the plan determines 
each employee’s accrued benefit under 
the method described in § 1.401(a)(4)– 
3(b)(4)(i)(B). 

(A) For each year in the employee’s 
initial period of service comprising 
fewer than 35 years, the benefit for-
mula provides the same base benefit 
percentage and the same excess benefit 
percentage for all employees in the 
case of a defined benefit excess plan or 
the same gross benefit percentage and 
the same offset percentage for all em-
ployees in the case of an offset plan. 

(B) For each year of service after the 
initial period and at least up to 35, the 
benefit formula provides a uniform per-
centage of all average annual com-
pensation, that is equal to the excess 
benefit percentage or the gross benefit 
percentage under paragraph 
(c)(2)(iii)(A) of this section. 

(C) For each year of service after the 
period described in paragraph 
(c)(2)(iii)(B) of this section, the benefit 
formula provides a uniform percentage 
of all average annual compensation 
that is no greater than the excess ben-
efit percentage or the gross benefit per-
centage under paragraph (c)(2)(iii)(A) 
of this section. 

(iv) Different social security retirement 
ages. The benefit formula uses the same 
excess benefit percentage or the same 
gross benefit percentage for all em-
ployees with the same number of years 
of service and, for employees with so-
cial security retirement ages later 
than age 65, adjusts the 0.75-percent 
factor in the maximum excess or offset 
allowance as required under paragraph 
(e)(1) of this section, by increasing the 
base benefit percentage in the case of a 
defined benefit excess plan, or reducing 
the offset percentage in the case of an 
offset plan. 

(v) Reduction for integration level. The 
plan uses an integration level or offset 
level greater than each employee’s cov-
ered compensation and makes indi-

vidual reductions in the 0.75-percent 
factor, as permitted under paragraph 
(d)(9)(iii)(B) of this section, by increas-
ing the base benefit percentage in the 
case of a defined benefit excess plan or 
reducing the offset percentage in the 
case of an offset plan. 

(vi) Overall permitted disparity—(A) In 
general. The benefit formula provides 
that, with respect to each employee’s 
years of service after reaching the cu-
mulative permitted disparity limit ap-
plicable to the employee under 
§ 1.401(l)–5(c), employer-provided bene-
fits are determined with respect to the 
employee’s total average annual com-
pensation at a rate equal to the nondis-
parate percentage. For purposes of this 
paragraph (c)(2)(vi), the nondisparate 
percentage is generally the excess ben-
efit percentage or gross benefit per-
centage otherwise applicable under the 
benefit formula to an employee with 
the same number of years of service. 

(B) Unit credit plans. In the case of a 
unit credit plan described in 
§ 1.401(a)(4)–3(b)(3), if the 411(b)(1)(B) 
limit percentage is less than the non-
disparate percentage, the 411(b)(1)(B) 
limit percentage must be substituted 
for the nondisparate percentage. For 
this purpose, the 411(b)(1)(B) limit per-
centage is 1331⁄3 percent of the smallest 
base benefit percentage, or 1331⁄3 per-
cent of the smallest difference between 
the gross benefit percentage and the 
offset percentage, whichever is applica-
ble, where the smallest base benefit 
percentage or difference is determined 
by reference to the benefit formula as 
applied to employees with no more 
years of service than the employee. 

(C) Fractional accrual plans. In the 
case of a fractional accrual plan de-
scribed in § 1.401(a)(4)–3(b)(4), the ben-
efit formula must provide for the non-
disparate percentage with respect to 
years of service after the employee 
would reach the cumulative permitted 
disparity limit applicable to the em-
ployee under § 1.401(l)–5(c) as modified 
by this paragraph (c)(2)(vi)(C). Solely 
for purposes of this paragraph 
(c)(2)(vi)(C), the employee’s annual dis-
parity fractions (and thus the year in 
which the employee would reach the 
cumulative permitted disparity limit) 
are determined using the disparity pro-
vided under the benefit formula (rather 
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than the special rule for fractional ac-
crual plans in § 1.401(l)–5(b)(8)(v)). 

(vii) Non-FICA employees. The plan 
provides that, in the case of each em-
ployee under the plan with respect to 
whom none of the taxes under section 
3111(a), section 3221, or section 1401 is 
required to be paid, employer-provided 
benefits are determined with respect to 
the employee’s total average annual 
compensation at the excess benefit per-
centage or gross benefit percentage ap-
plicable to an employee with the same 
number of years of service. 

(viii) Average annual compensation ad-
justment for offset plan. In the case of 
each employee whose final average 
compensation exceeds the employee’s 
average annual compensation, the plan 
adjusts the offset percentage as re-
quired under paragraph (b)(3)(ii) of this 
section in order to satisfy the max-
imum offset allowance. 

(ix) PIA offsets. In the case of an off-
set plan, the plan provides that the off-
set applied to each employee’s benefit 
is the lesser of a specified percentage of 
the employee’s PIA and an offset that 
otherwise satisfies the requirements of 
this section (the ‘‘section 401(l) over-
lay’’). The specified percentage of PIA 
must be the same for all employees 
with the same number of years of serv-
ice. In the case of a plan that deter-
mines each employee’s accrued benefit 
under the fractional accrual method of 
section 411(b)(1)(C), the specified per-
centage of PIA is deemed to be the 
same for all employees with the same 
number of years of service if the plan 
satisfies either of the deemed uni-
formity rules in paragraph (c)(2)(ii) or 
(iii) of this section, substituting ‘‘off-
set, expressed as a percentage of PIA, 
per year of service’’ for the term ‘‘off-
set percentage’’ (in addition to satis-
fying either of those rules with respect 
to the section 401(l) overlay). 

(3) Examples. The following examples 
illustrate this paragraph (c). Unless 
otherwise provided, the following facts 
apply. The plan is noncontributory and 
is the only plan ever maintained by the 
employer. The plan uses a normal re-
tirement age of 65 and contains no pro-
vision that would require a reduction 
in the 0.75-percent factor under para-
graph (b)(2) or (b)(3) of this section. In 
the case of a defined benefit excess 

plan, the plan uses each employee’s 
covered compensation as the integra-
tion level; in the case of an offset plan, 
the plan uses each employee’s covered 
compensation as the offset level and 
provides that an employee’s final aver-
age compensation is limited to the em-
ployee’s average annual compensation. 
Each example discusses the benefit for-
mula applicable to an employee who 
has a social security retirement age of 
65. 

Example 1. Plan M is a defined benefit ex-
cess plan that satisfies the 1331⁄3 percent ac-
crual rule of section 411(b)(1)(B). The plan 
provides a normal retirement benefit of 1.0 
percent of average annual compensation up 
to the integration level, plus 1.65 percent of 
average annual compensation in excess of 
the integration level, for each year of service 
up to 25. The plan also provides a benefit of 
1.0 percent of all average annual compensa-
tion for each year of service in excess of 25. 
The disparity provided under the plan is uni-
form because the plan uses the same base 
and excess benefit percentages for all em-
ployees with the same number of years of 
service. If the plan formula were the same 
except that it used a different excess benefit 
percentage for some of the years of service 
between one and 25, the disparity under the 
plan would continue to be uniform. 

Example 2. Plan O is a defined benefit ex-
cess plan that provides a normal retirement 
benefit of 50 percent of average annual com-
pensation up to the integration level and 
68.75 percent of average annual compensation 
in excess of the integration level, multiplied 
by a fraction, the numerator of which is the 
employee’s service, up to 25 years, and the 
denominator of which is 25. The plan deter-
mines an employee’s accrued benefit as de-
scribed in § 1.401(a)(4)–3(b)(4)(i)(B). The ben-
efit formula thus provides a base benefit per-
centage of 2 percent (50 percent×1⁄25) and an 
excess benefit percentage of 2.75 percent 
(68.75 percent×1⁄25) for each of an employee’s 
first 25 years of service and no benefit for 
years of service after 25. The disparity pro-
vided under the plan is not uniform within 
the meaning of this paragraph (c) because 
the benefit formula does not satisfy either of 
the uniform disparity rules for fractional ac-
crual plans under paragraphs (c)(2) (ii) and 
(iii) of this section. 

Example 3. Plan P is an offset plan that 
provides a normal retirement benefit of 2 
percent of average annual compensation for 
each year of service up to 35, minus 0.75 per-
cent of the final average compensation up to 
the offset level for each year of service up to 
25. The plan determines an employee’s ac-
crued benefit under the method described in 
§ 1.401(a)(4)–3(b)(4)(i)(B). Because the formula 
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under the plan provides the same gross ben-
efit percentage and offset percentage for 25 
years of service (fewer than 35) and, for years 
of service after 25 and up to 35, provides a 
benefit at a uniform rate (equal to the gross 
benefit percentage) of all average annual 
compensation, and the plan accrues the ben-
efit ratably, the disparity under the plan is 
deemed to be uniform under paragraph 
(c)(2)(iii) of this section. 

Example 4. Plan Q is an offset plan that 
benefits employees with social security re-
tirement ages of 65, 66, and 67. For each year 
of service up to 35, the plan provides a nor-
mal retirement benefit equal to 2 percent of 
average annual compensation, minus an off-
set based on the employee’s final average 
compensation up to the offset level. For em-
ployees with a social security retirement age 
of 65, the offset percentage is 0.75 percent; for 
employees with a social security retirement 
age of 66, the offset percentage is 0.70 per-
cent; and for employees with a social secu-
rity retirement age of 67, the offset percent-
age is 0.65 percent. The disparity under the 
plan is deemed to be uniform under para-
graph (c)(2)(iv) of this section because the 
plan uses the same gross benefit percentage 
for all employees and reduces the offset per-
centage for employees with social security 
retirement ages of 66 and 67 to comply with 
the adjustments in the 0.75-percent factor in 
the maximum excess or offset allowance re-
quired under paragraph (e)(1) of this section. 
(Because Plan Q effectively provides unre-
duced benefits prior to the social security re-
tirement age for employees with social secu-
rity retirement ages of 66 and 67, the 0.75-per-
cent factor in the maximum offset allowance 
must be reduced to 0.70 percent and 0.65 per-
cent, respectively.) Alternatively, Plan Q 
could satisfy this paragraph (c) if it provided 
a uniform offset percentage of 0.65 percent 
for all employees because 0.65 percent is the 
maximum offset allowance under the plan 
for an employee with a social security retire-
ment age of 67. 

Example 5. Plan R is an offset plan that 
provides a normal retirement benefit of 2 
percent of average annual compensation, 
minus an offset determined as a percentage 
of total final average compensation, for each 
year of service up to 35. For an employee 
whose final average compensation does not 
exceed the employee’s covered compensa-
tion, the offset percentage is 0.75 percent. 
For an employee whose final average com-
pensation exceeds the employee’s covered 
compensation, the plan reduces the offset 
percentage, as required by paragraph (d) of 
this section. The reduced offset percentage is 
determined by comparing the employee’s 
final average compensation to the employ-
ee’s covered compensation as permitted 
under paragraph (d)(9)(iii)(B) of this section. 
The disparity provided under the plan is 
deemed uniform under paragraph (c)(2)(v) of 

this section because the plan uses the same 
gross benefit percentage for all employees 
and makes individual reductions in the 0.75- 
percent factor, as permitted under paragraph 
(d)(9)(iii)(B) of this section, by reducing the 
offset percentage in the case of an employee 
whose final average compensation exceeds 
covered compensation. 

(d) Requirements for integration or off-
set level—(1) In general. The integration 
level under a defined benefit excess 
plan or the offset level under an offset 
plan must satisfy paragraphs (d)(2), 
(d)(3), (d)(4), (d)(5) or (d)(6) of this sec-
tion, as modified by paragraph (d)(7) of 
this section in the case of a short plan 
year. Paragraph (d)(8) of this section 
contains demographic tests that apply 
to certain defined benefit plans. Para-
graph (d)(9) of this section explains cer-
tain reductions required in the 0.75-per-
cent factor under paragraph (b)(2) or 
(b)(3) of this section. Paragraph (d)(10) 
of this section contains examples. If a 
reduction applies to the 0.75-percent 
factor under this paragraph (d), the re-
duced factor is used for all purposes in 
determining whether the permitted dis-
parity rules for defined benefit plans 
are satisfied. 

(2) Covered compensation. The require-
ment of this paragraph (d)(2) is satis-
fied only if the integration or offset 
level under the plan for each employee 
is the employee’s covered compensa-
tion. 

(3) Uniform percentage of covered com-
pensation. The requirement of this 
paragraph (d)(3) is satisfied only if— 

(i) The integration or offset level 
under the plan for each employee is a 
uniform percentage (greater than 100 
percent) of each employee’s covered 
compensation, 

(ii) In the case of a defined benefit 
excess plan, the integration level does 
not exceed the taxable wage base in ef-
fect for the plan year, and, in the case 
of an offset plan, the offset level does 
not exceed the employee’s final aver-
age compensation, and 

(iii) The plan adjusts the 0.75-percent 
factor in the maximum excess or offset 
allowance in accordance with para-
graph (d)(9) of this section. 

(4) Single dollar amount. The require-
ment of this paragraph (d)(4) is satis-
fied only if the integration or offset 
level under the plan for all employees 
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is a single dollar amount (either speci-
fied in the plan or determined under a 
formula specified in the plan) that does 
not exceed the greater of $10,000 or one- 
half of the covered compensation of an 
individual who attains social security 
retirement age in the calendar year in 
which the plan year begins. In the case 
of a calendar year in which no indi-
vidual could attain social security re-
tirement age, for example, the year 
2003, this rule is applied using covered 
compensation of an individual attain-
ing social security retirement age in 
the preceding calendar year. 

(5) Intermediate amount. The require-
ment of this paragraph (d)(5) is satis-
fied only if— 

(i) The integration or offset level 
under the plan for all employees is a 
single dollar amount (either specified 
in the plan or determined under a for-
mula specified in the plan) that is 
greater than the highest amount deter-
mined under paragraph (d)(4) of this 
section, 

(ii) In the case of a defined benefit 
excess plan, the single dollar amount 
does not exceed the taxable wage base 
in effect for the plan year, and, in the 
case of an offset plan, the single dollar 
amount does not exceed the employee’s 
final average compensation, 

(iii) The plan satisfies the demo-
graphic requirements of paragraph 
(d)(8) of this section, and 

(iv) The plan adjusts the 0.75-percent 
factor in the maximum excess or offset 
allowance in accordance with para-
graph (d)(9) of this section. 
For purposes of this paragraph (d)(5), 
an offset level of each employee’s final 
average compensation is considered a 
single dollar amount determined under 
a formula specified in the plan. 

(6) Intermediate amount safe harbor. 
The requirement of this paragraph 
(d)(6) is satisfied only if— 

(i) The integration or offset level 
under the plan for all employees is a 
single dollar amount described in para-
graph (d)(5) of this section, and 

(ii) The 0.75-percent factor in the 
maximum excess or offset allowance 
under paragraph (b)(2) or (b)(3) of this 
section is reduced to the lesser of the 
adjusted factor determined under para-
graph (d)(9) of this section or 80 percent 
of the otherwise applicable factor 

under paragraph (b)(2) or (b)(3) of this 
section, determined without regard to 
paragraph (d)(9) of this section. 

(7) Prorated integration level for short 
plan year. If an accumulation plan uses 
paragraph (2) or (4) of the definition of 
plan year compensation under 
§ 1.401(a)(4)–12 (i.e., section 414(s) com-
pensation for the plan year or the pe-
riod of plan participation) and has a 
plan year that comprises fewer than 12 
months, the integration or offset level 
under the plan for each employee must 
be an amount equal to the otherwise 
applicable integration or offset level 
described in paragraph (d)(2), (d)(3), 
(d)(4), (d)(5), or (d)(6) of this section, 
multiplied by a fraction, the numer-
ator of which is the number of months 
in the plan year and the denominator 
of which is 12. No adjustment to the 
maximum excess or offset allowance is 
required as a result of the application 
of this paragraph (d)(7), other than any 
adjustment already required under 
paragraph (d)(6) or (d)(9) of this sec-
tion. 

(8) Demographic requirements—(i) In 
general. A plan that satisfies the demo-
graphic requirements of paragraphs 
(d)(8)(ii) and (iii) of this section may 
use an integration level described in 
paragraph (d)(5) of this section. 

(ii) Attained age requirement. The re-
quirement of this paragraph (d)(8)(ii) is 
satisfied only if the average attained 
age of the nonhighly compensated em-
ployees in the plan is not greater than 
the greater of— 

(A) Age 50, or 
(B) 5 plus the average attained age of 

the highly compensated employees in 
the plan. For purposes of this para-
graph (d)(8)(ii), attained ages are deter-
mined as of the beginning of the plan 
year. 

(iii) Nondiscrimination requirement. 
The requirement of this paragraph 
(d)(8)(iii) is satisfied only if at least 
one of the following tests in paragraphs 
(d)(8)(iii) (A) through (D) of this sec-
tion is satisfied. 

(A) Minimum percentage test. This test 
is satisfied only if more than 50 percent 
of the nonhighly compensated employ-
ees in the plan have average annual 
compensation at least equal to 120 per-
cent of the integration or offset level. 
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(B) Ratio test. This test is satisfied 
only if the percentage of nonhighly 
compensated nonexcludable employees, 
who are in the plan and who have aver-
age annual compensation at least equal 
to 120 percent of the integration or off-
set level, is at least 70 percent of the 
percentage of highly compensated non-
excludable employees who are employ-
ees in the plan. 

(C) High dollar amount test. This test 
is satisfied only if the integration or 
offset level exceeds 150 percent of the 
covered compensation of an individual 
who attains social security retirement 
age in the calendar year in which the 
plan year begins. In the case of a cal-
endar year in which no individual could 
attain social security retirement age, 
for example, the year 2003, this rule is 
applied using covered compensation of 
an individual attaining social security 
retirement age in the preceding cal-
endar year. 

(D) Individual disparity reductions. 
This test is satisfied only if the plan is 
an offset plan that uses an offset level 
of each employee’s final average com-
pensation and makes individual dis-
parity reductions as permitted under 
paragraph (d)(9)(iii)(B) of this section. 

(9) Reduction in the 0.75-percent factor 
if integration or offset level exceeds cov-
ered compensation—(i) In general. If the 
integration or offset level specified 
under the plan is each employee’s cov-
ered compensation as of the plan year, 
no reduction in the 0.75-percent factor 
in the maximum excess or offset allow-
ance is required for the plan year under 
this paragraph (d)(9). If a plan specifies 
an integration or offset level that ex-
ceeds an employee’s covered compensa-
tion, the 0.75-percent factor in the 
maximum excess or offset allowance 
must be reduced as required in para-
graph (d)(9)(ii) or (iii) of this section. 
Paragraph (d)(9)(iv) of this section con-
tains a table of the applicable reduc-
tions. 

(ii) Uniform percentage of covered com-
pensation. If a plan specifies an integra-
tion or offset level that is a uniform 
percentage (in excess of 100 percent) of 
each employee’s covered compensation, 
the 0.75-percent factor in the maximum 
excess or offset allowance must be re-
duced in accordance with the table in 
paragraph (d)(9)(iv) of this section. 

Thus, for example, if a plan specifies an 
integration or offset level of 120 per-
cent of each employee’s covered com-
pensation, the 0.75-percent factor in 
the maximum excess or offset allow-
ance must be reduced to 0.69 percent in 
accordance with the table because the 
specified integration or offset level is 
more than covered compensation but 
not more than 125 percent of covered 
compensation. 

(iii) Single dollar amount. If a plan 
specifies an integration or offset level 
of a single dollar amount as permitted 
under paragraph (d)(5) of this section 
(for example, $30,000), the applicable re-
duction in the maximum excess or off-
set allowance must be determined 
under paragraph (d)(9)(iii) (A) or (B) of 
this section, as specified under the 
plan. 

(A) Plan-wide reduction. The applica-
ble reduction in the maximum excess 
or offset allowance under the table in 
paragraph (d)(9)(iv) of this section may 
be determined by comparing the single 
dollar amount specified in the plan to 
the covered compensation of an indi-
vidual attaining social security retire-
ment age in the calendar year in which 
the plan year begins. Thus, for exam-
ple, if a plan specifies a single integra-
tion or offset level of $30,000 that is 
uniformly applicable to all employees 
for a plan year and the covered com-
pensation of an individual attaining so-
cial security retirement age in the cal-
endar year in which the plan year be-
gins is $20,000, the 0.75-percent factor in 
the maximum excess or offset allow-
ance must be reduced to 0.60 percent 
for all employees in accordance with 
the table in paragraph (d)(9)(iv) of this 
section because the specified integra-
tion or offset level of $30,000 is more 
than 125 percent of $20,000 but not more 
than 150 percent of $20,000. In the case 
of a calendar year in which no indi-
vidual could attain social security re-
tirement age (for example, 2003), the 
comparison is made with covered com-
pensation of an individual who at-
tained social security retirement age 
in the preceding calendar year. If an 
offset plan uses an offset level of each 
employee’s final average compensa-
tion, the reduction under this para-
graph (d)(9)(iii)(A) is determined by 
comparing the highest possible amount 
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of final average compensation to the 
covered compensation of an individual 
attaining social security retirement 
age in the calendar year in which the 
plan year begins. 

(B) Individual reductions. The applica-
ble reduction in the maximum excess 
or offset allowance under the table in 
paragraph (d)(9)(iv) of this section may 
be determined by comparing the single 
dollar amount specified in the plan to 
the covered compensation of each em-
ployee under the plan. Thus, for exam-
ple, if a plan specifies a single integra-
tion or offset level of $30,000 that is 
uniformly applicable to all employees 
for a plan year, the 0.75-percent factor 
in the maximum excess or offset allow-
ance must be reduced to 0.60 percent 
for an employee with covered com-
pensation of $20,000, but need not be re-
duced for an employee whose covered 
compensation is $30,000 or greater. 

(iv) Reductions—(A) Table. 

TABLE 

If the integration or offset level is The permitted dis-
parity factor is 

100 percent of covered compensation 0.75 percent 
125 percent of covered compensation 0.69 percent 
150 percent of covered compensation 0.60 percent 
175 percent of covered compensation 0.53 percent 
200 percent of covered compensation 0.47 percent 
The taxable wage base or final aver-

age compensation.
0.42 percent 

(B) Interpolation. If the integration or 
offset level used under a plan is be-
tween the percentages of covered com-
pensation in the table, the permitted 
disparity factor applicable to the plan 
can be determined either by straight- 
line interpolation between the per-
mitted disparity factors in the table or 
by rounding the integration or offset 
level up to the next highest percentage 
of covered compensation in the table. 

(10) Examples. The following examples 
illustrate this paragraph (d). Unless 
otherwise provided, the following facts 
apply. The plan is noncontributory and 
is the only plan ever maintained by the 
employer. The plan uses a normal re-
tirement age of 65 and contains no pro-
vision that would require a reduction 
in the 0.75-percent factor under para-
graph (b)(2) or (b)(3) of this section. In 
the case of an offset plan, the plan pro-
vides that an employee’s final average 
compensation is limited to the employ-

ee’s average annual compensation. 
Each example discusses the benefit for-
mula applicable to an employee who 
has a social security retirement age of 
65. 

Example 1. (a) Plan M is a defined benefit 
excess plan that uses the calendar year as its 
plan year. For the 1989 plan year, the plan 
uses an integration level of $20,000, which is 
118 percent of the 1989 covered compensation 
of $16,968 for an individual reaching social se-
curity retirement age in 1989. The plan may 
use that integration level without satisfying 
paragraph (d)(8) of this section, provided the 
adjustment to the 0.75-percent factor re-
quired under paragraph (d)(6) of this section 
is made. That adjustment is the lesser of the 
factor determined under paragraph (d)(9) of 
this section or 80 percent of the factor other-
wise applicable under paragraph (b)(2) or 
(b)(3) of this section. 

(b) The plan determines the factor under 
paragraph (d)(9) of this section by comparing 
the integration level to the covered com-
pensation of an individual attaining social 
security retirement age in the calendar year 
in which the plan year begins and by round-
ing the integration level up to 125 percent of 
that covered compensation amount. The 0.75- 
percent factor is therefore replaced by 0.69 
percent pursuant to the table in paragraph 
(d)(9) of this section. The 0.69–percent factor 
is 92 percent of the 0.75-percent factor. Be-
cause the lesser of 80 percent and 92 percent 
is 80 percent, the 0.75-percent factor is re-
duced to 0.6 percent (80 percent of 0.75 per-
cent) under paragraph (d)(6) of this section. 
The 0.6–percent factor applies to benefits 
commencing at age 65 for an employee with 
a social security retirement age of 65. In de-
termining normal retirement benefits for 
employees with social security retirement 
ages of 66 or 67, the applicable factors for 
benefits commencing at age 65 are, respec-
tively, 0.56 percent (80 percent of 0.7 percent) 
and 0.52 percent (80 percent of 0.65 percent). 

(c) The plan could also determine the fac-
tor under paragraph (d)(9) of this section by 
comparing the integration level to the cov-
ered compensation of each employee under 
the plan, or by straight line interpolation be-
tween the disparity factors contained in the 
table in paragraph (d)(9) of this section, or 
both. (Of course, if the plan satisfied para-
graph (d)(8) of this section, the plan could 
use the factor determined under paragraph 
(d)(9) of this section.) 

Example 2. (a) Plan N, an accumulation 
plan, is a defined benefit excess plan that, for 
each year of service up to 35, accrues a nor-
mal retirement benefit of 1 percent of plan 
year compensation up to the taxable wage 
base, plus 1.75 percent of plan year com-
pensation above the taxable wage base, for 
each year of service up to 35. An employee’s 
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total retirement benefit is the sum of the ac-
cruals for all years. The plan satisfies para-
graph (d)(8) of this section. 

(b) Because the plan uses the taxable wage 
base (an amount above covered compensa-
tion) as the integration level, it must reduce 
the 0.75-percent factor in the maximum ex-
cess allowance as required under paragraphs 
(d)(5) and (d)(9) of this section. The reduced 
factor, if determined on a plan-wide basis 
under paragraph (d)(9)(iii)(A) of this section, 
is 0.42 percent. The plan must therefore re-
duce the disparity in the plan so that it does 
not exceed 0.42 percent. 

Example 3. (a) For the 1990 plan year, Plan 
O provides a normal retirement benefit of 2 
percent of average annual compensation, 
minus a percentage of final average com-
pensation up to $48,000, for each year of serv-
ice up to 35. The plan satisfies paragraph 
(d)(8) of this section. As permitted under 
paragraph (d)(9) of this section, the plan pro-
vides that each employee’s offset percentage 
is determined by comparing $48,000 to the 
employee’s covered compensation and by 
rounding the result up to the next highest 
percentage of covered compensation. 

(b) Employee A has a social security retire-
ment age of 66 and covered compensation of 
$40,000. Because the plan provides for com-
mencement of Employee A’s benefit at age 
65, the 0.75-percent factor in the maximum 
offset allowance is reduced to 0.7 percent 
under paragraph (e)(1) of this section (the 
‘‘paragraph (e) factor’’). In addition, because 
$48,000 is rounded up to 125 percent of Em-
ployee A’s covered compensation, the 0.75- 
percent factor in the maximum offset allow-
ance is reduced to 0.69 percent under para-
graph (d)(9) of this section (the ‘‘paragraph 
(d) factor’’). The reductions are cumulative 
under paragraph (b)(3)(ii) of this section. 

(c) The cumulative reductions can be made 
by multiplying the paragraph (e) facdtor by 
the ratio of the paragraph (d) factor to 0.75 
percent or by multiplying the paragraph (d) 
factor by the ratio of the paragraph (e) fac-
tor to 0.75 percent. The disparity factor for 
Employee A is therefore 0.64 percent ((0.7 
percent×0.69 percent/0.75 percent) or (0.69 per-
cent×0.7 percent/0.75 percent)). 

Example 4. Plan P is an offset plan that 
uses the calendar year as the plan year and 
uses an offset level of each employee’s final 
average compensation. Assume that the tax-
able wage bases for 1990–1992 are the fol-
lowing: 
1990—$51,300 
1991—$53.400 
1992—$58,000 

Employee B’s final average compensation, 
determined as of the close of the 1992 plan 
year, is the average of Employee B’s annual 
compensation for the period 1990–1992. Em-
ployee B’s annual compensation for each 
year is the following: 

1990—$47,000 
1991—$59,000 
1992—$65,000 
For purposes of determining the offset ap-
plied to Employee B’s employer-provided 
benefit under the plan. Employee’s B’s final 
average compensation as of the close of the 
1992 plan year is $52,800 ($47,000 + $53,400 + 
$58,000/3). This is because annual compensa-
tion in excess of the taxable wage base in ef-
fect at the beginning of the year may not be 
taken into account in determining an em-
ployee’s final average compensation or in de-
termining the employee’s offset. If the plan 
determines the offset applied to Employee 
B’s benefit by reference to compensation in 
excess of $52,800, the plan fails to satisfy this 
paragraph (d). 

(e) Adjustments to the 0.75-percent fac-
tor for benefits commencing at ages other 
than social security retirement age—(1) In 
general. The 0.75-percent factor in the 
maximum excess allowance and in the 
maximum offset allowance applies to a 
benefit commencing at an employee’s 
social security retirement age. Except 
as provided in paragraph (g) of this sec-
tion, if a benefit payable to an em-
ployee under a defined benefit excess 
plan or a defined benefit offset plan 
commences at an age before the em-
ployee’s social security retirement age 
(including a benefit payable at the nor-
mal retirement age under the plan), 
the 0.75-percent factor in the maximum 
excess allowance or in the maximum 
offset allowance, respectively, is re-
duced in accordance with paragraph 
(e)(2)(i) of this section. If a benefit pay-
able to an employee under a defined 
benefit excess plan or a defined offset 
plan commences at an age after the 
employee’s social security retirement 
age, the 0.75-percent factor in the max-
imum excess allowance or in the max-
imum offset allowance, respectively, 
may be increased in accordance with 
paragraph (e)(2)(ii) of this section. 
Paragraph (e)(4) of this section pro-
vides rules on the age at which a ben-
efit commences. See paragraph (f) of 
this section for the requirements appli-
cable to optional forms of benefit. 

(2) Adjustments—(i) Benefits com-
mencing on or after age 55 and before so-
cial security retirement age. If benefits 
commence before an employee’s social 
security retirement age, the 0.75-per-
cent factor in the maximum excess al-
lowance and in the maximum offset al-
lowance must be reduced for such early 
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commencement of benefits in accord-
ance with the tables set forth in para-
graph (e)(3) of this section. 

(ii) Benefits commencing after social se-
curity retirement age and on or before age 
70. If benefits commence after an em-
ployee’s social security retirement age, 
the 0.75-percent factor in the maximum 
excess allowance and in the maximum 
offset allowance may be increased for 
such delayed commencement of bene-
fits in accordance with the tables set 
forth in paragraph (e)(3) of this section. 

(iii) Benefits commencing before age 55. 
If benefits commence before the em-
ployee attains age 55, the 0.75-percent 
factor in the maximum excess allow-
ance and in the maximum offset allow-
ance is further reduced (on a monthly 
basis to reflect the month in which 
benefits commence) to a factor that is 
the actuarial equivalent of the 0.75-per-
cent factor, as adjusted under the ta-
bles in paragraph (e)(3) of this section, 
applicable to a benefit commencing in 
the month in which the employee at-
tains age 55. In determining actuarial 
equivalence for this purpose, a reason-
able interest rate must be used. In ad-
dition, a reasonable mortality table 
must be used to determine the actu-
arial present value, as defined in 
§ 1.401(a)(4)–12, of the benefits com-
mencing at age 55 and at the earlier 
commencement age, and a reasonable 
mortality table may be used to deter-
mine the actuarial present value at the 
earlier commencement age of the bene-
fits commencing at age 55. A standard 
interest rate and a standard mortality 
table, as defined in § 1.401(a)(4)–12, are 
considered reasonable. 

(iv) Benefits commencing after age 70. If 
benefits commence after the employee 
attains age 70, the 0.75-percent factor 
in the maximum excess allowance and 
in the maximum offset allowance may 
be further increased (on a monthly 
basis to reflect the month in which 
benefits commence) to a factor that is 
the actuarial equivalent of the 0.75-per-
cent factor (as adjusted in accordance 
with this paragraph (e)) applicable to a 
benefit commencing in the month in 
which the employee attains age 70. In 
determining actuarial equivalence for 
this purpose, a reasonable interest rate 
must be used. In addition, a reasonable 
mortality table must be used to deter-

mine the actuarial present value, as de-
fined in § 1.401(a)(4)–12, of the benefits 
commencing at age 70 and at the later 
commencement age, and a reasonable 
mortality table may be used to deter-
mine the value at the later commence-
ment age of the benefits commencing 
at age 70. A standard interest rate and 
a standard mortality table, as defined 
in § 1.401(a)(4)–12, are considered reason-
able. 

(3) Tables. Tables I, II, and III provide 
the adjustments in the 0.75-percent fac-
tor in the maximum excess allowance 
and in the maximum offset allowance 
applicable to benefits commencing on 
or after age 55 and on or before age 70 
to an employee who has a social secu-
rity retirement age of 65, 66 or 67. 
Table IV is a simplified table for a plan 
that uses a single disparity factor of 
0.65 percent for all employees at age 65. 
The factors in the following tables are 
applicable to benefits that commence 
in the month the employee attains the 
specified age. Accordingly, if benefits 
commence in a month other than the 
month in which the employee attains 
the specified age, appropriate adjust-
ments in the 0.75-percent factor in the 
maximum excess allowance and the 
maximum offset allowance must be 
made. For this purpose, adjustments 
may be based on straight-line inter-
polation from the factors in the tables 
or in accordance with the methods of 
adjustment specified in paragraphs 
(e)(2)(iii) and (iv) of this section. 

TABLE I 
[Social security retirement age 67] 

Age at which benefits com-
mence 

Annual factor in maximum 
excess allowance and max-
imum offset allowance (per-

cent) 

70 1.002 
69 0.908 
68 0.825 
67 0.750 
66 0.700 
65 0.650 
64 0.600 
63 0.550 
62 0.500 
61 0.475 
60 0.450 
59 0.425 
58 0.400 
57 0.375 
56 0.344 
55 0.316 
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TABLE II 
[Social security retirement age 66] 

Age at which benefits com-
mence 

Annual factor in maximum 
excess allowance and max-
imum offset allowance (per-

cent) 

70 1.101 
69 0.998 
68 0.907 
67 0.824 
66 0.750 
65 0.700 
64 0.650 
63 0.600 
62 0.550 
61 0.500 
60 0.475 
59 0.450 
58 0.425 
57 0.400 
56 0.375 
55 0.344 

TABLE III 
[Social security retirement age 65] 

Age at which benefits com-
mence 

Annual factor in maximum 
excess allowance and max-
imum offset allowance (per-

cent) 

70 1.209 
69 1.096 
68 0.996 
67 0.905 
66 0.824 
65 0.750 
64 0.700 
63 0.650 
62 0.600 
61 0.550 
60 0.500 
59 0.475 
58 0.450 
57 0.425 
56 0.400 
55 0.375 

TABLE IV 
[Simplified table] 

Age at which benefits com-
mence 

Annual factor in maximum 
excess allowance and max-
imum offset allowance (per-

cent) 

70 1.048 
69 0.950 
68 0.863 
67 0.784 
66 0.714 
65 0.650 
64 0.607 
63 0.563 
62 0.520 
61 0.477 
60 0.433 
59 0.412 
58 0.390 
57 0.368 
56 0.347 
55 0.325 

(4) Benefit commencement date—(i) In 
general. Except as provided in para-
graph (e)(4)(ii) of this section, a benefit 
commences for purposes of this para-
graph (e) on the first day of the period 
for which the benefit is paid under the 
plan. 

(ii) Qualified social security supple-
ment. If a plan uses a qualified social 
security supplement, as defined in 
§ 1.401(a)(4)–12, to provide an aggregate 
benefit at retirement before social se-
curity retirement age that is a uniform 
percentage of average annual com-
pensation, benefits will be considered 
to commence on the first day of the pe-
riod for which the qualified social secu-
rity supplement is no longer payable. 
In order for this paragraph (e)(4)(ii) to 
apply, the uniform percentage must be 
equal to the excess benefit percentage 
in the case of an excess plan or the 
gross benefit percentage in the case of 
an offset plan. 

(5) Examples. The following examples 
illustrate this paragraph (e). Unless 
otherwise provided, the following facts 
apply. The plan is noncontributory and 
is the only plan ever maintained by the 
employer. The plan uses a normal re-
tirement age of 65 and contains no pro-
vision that would require a reduction 
in the 0.75-percent factor under para-
graph (b)(2) or (b)(3) of this section. In 
the case of a defined benefit excess 
plan, the plan uses each employee’s 
covered compensation as the integra-
tion level; in the case of an offset plan, 
the plan uses each employee’s covered 
compensation as the offset level and 
provides that an employee’s final aver-
age compensation is limited to the em-
ployee’s average annual compensation. 
Each example discusses the benefit for-
mula applicable to an employee who 
has a social security retirement age of 
65. 

Example 1. Plan M is a defined benefit ex-
cess plan that, for an employee with a social 
security retirement age of 65, provides a nor-
mal retirement benefit of 1.25 percent of av-
erage annual compensation up to the inte-
gration level, plus 2.0 percent of average an-
nual compensation in excess of the integra-
tion level, for each year of service up to 35. 
For an employee with at least 20 years of 
service, the plan provides a benefit com-
mencing at age 55 that is equal to the benefit 
payable at age 65. For that employee, the 
disparity provided under the plan at age 55 is 
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0.75 percent (2 percent–1.25 percent). Because 
this disparity exceeds the 0.375 percent fac-
tor provided in the table for a benefit pay-
able at age 55 to an employee with a social 
security retirement age of 65, the plan fails 
to satisfy paragraphs (b) and (e) of this sec-
tion with respect to the early retirement 
benefit. 

Example 2. Assume the same facts as in Ex-
ample 1, except that the base benefit percent-
age under the plan is 1.75 percent. Thus, the 
disparity provided under the plan at age 55 is 
0.25 percent (2 percent–1.75 percent). Because 
the disparity does not exceed the 0.375 per-
cent factor provided in the table for a benefit 
payable at age 55 to an employee with a so-
cial security retirement age of 65, the plan 
does not fail to satisfy paragraphs (b) and (e) 
of this section with respect to the early re-
tirement benefit. 

Example 3. Plan N is an offset plan that, for 
an employee with a social security retire-
ment age of 65, provides a normal retirement 
benefit of 1.75 percent of average annual 
compensation, minus 0.75 percent of final av-
erage compensation up to the offset level, for 
each year of service up to 35. For an em-
ployee with at least 20 years of service, the 
plan provides a benefit commencing at age 55 
that is equal to the benefit payable at age 65. 
For that employee, the disparity provided 
under the plan at age 55 is 0.75 percent. Be-
cause this disparity exceeds the 0.375–percent 
factor provided in the table for an offset ap-
plied to a benefit payable at age 55 to an em-
ployee with a social security retirement age 
of 65, the plan fails to satisfy paragraphs (b) 
and (e) of this section with respect to the 
early retirement benefit. The plan would not 
fail to satisfy paragraphs (b) and (e) of this 
section with respect to the early retirement 
benefit if the applicable factor for deter-
mining the offset applied to the benefit were 
reduced to 0.375 percent. 

Example 4. Plan O is a defined benefit ex-
cess plan that, for an employee with a social 
security retirement age of 65, provides a nor-
mal retirement benefit of 1.25 percent of av-
erage annual compensation up to the inte-
gration level, plus 2.0 percent of average an-
nual compensation in excess of the integra-
tion level, for each year of service up to 35. 
The plan provides benefits commencing be-
fore normal retirement age with the fol-
lowing reductions: 

Age Percentage of normal retire-
ment benefit (%) 

64 ........................................... 90 
63 ........................................... 85 
62 ........................................... 80 

Under the plan, a benefit payable at age 64 is 
equal to 90 percent of the normal retirement 
benefit payable at age 65. Thus, the excess 
benefit percentage under the plan is 1.8 per-
cent, the base benefit percentage under the 

plan is 1.125 percent, and the disparity pro-
vided under the plan at age 64 is 0.675 per-
cent. Similarly, a benefit payable at age 63 is 
equal to 85 percent of the normal retirement 
benefit payable at age 65. Thus, the excess 
benefit percentage under the plan is 1.7 per-
cent, the base benefit percentage under the 
plan is 1.0625 percent, and the disparity pro-
vided under the plan at age 63 is 0.6375 per-
cent. Finally, a benefit payable at age 62 is 
equal to 80 percent of the normal retirement 
benefit payable at age 65. Thus, the excess 
benefit percentage under the plan is 1.6 per-
cent, the base benefit percentage under the 
plan is 1.0 percent, and the disparity pro-
vided under the plan at age 62 is 0.6 percent. 
Because the disparities provided under the 
plan at each early commencement age do not 
exceed the factors provided in the applicable 
table in paragraph (e)(3) of this section, the 
plan does not fail to satisfy paragraphs (b) 
and (e) of this section with respect to the 
early retirement benefits. 

Example 5. Plan P is a defined benefit ex-
cess plan that provides a normal retirement 
benefit of 0.75 percent of average annual 
compensation up to the integration level, 
plus 1.5 percent of average annual compensa-
tion in excess of the integration level, for 
each year of service up to 35. The plan does 
not provide any benefits, other than normal 
retirement benefits, commencing before an 
employee’s social security retirement age. 
Employee A, born in 1947, has a social secu-
rity retirement age of 66. Because the plan 
provides for the distribution of normal re-
tirement benefits before Employee A’s social 
security retirement age, the 0.75-percent fac-
tor in the maximum excess allowance appli-
cable to Employee A must be reduced to 0.70 
percent in accordance with this paragraph 
(e). Accordingly, the disparity provided to A 
under the plan exceeds the maximum excess 
allowance because the excess benefit per-
centage (1.5 percent) exceeds the base benefit 
percentage (0.75 percent) by more than the 
maximum excess allowance of 0.70 percent, 
as reduced in accordance with this paragraph 
(e). 

Example 6. Assume the same facts as in Ex-
ample 5, except that the plan also provides an 
early retirement benefit, commencing at age 
62, to an employee who satisfies the condi-
tions for early retirement specified in the 
plan. The early retirement benefit is based 
upon the employee’s accrued benefit at early 
retirement age and equals the amount that 
would have been paid commencing at the 
employee’s normal retirement age based 
upon the employee’s average annual com-
pensation, covered compensation and years 
of service at the date of the employee’s early 
retirement. Employee B, who has a social se-
curity retirement age of 65, meets the condi-
tions for early retirement under the plan and 
retires at age 62 with 30 years of service. At 
the time of early retirement, Employee B 
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has average annual compensation of $20,000 
and covered compensation of $16,000. Under 
the plan’s benefit formula, Employee B has 
accrued a normal retirement benefit, com-
mencing at age 65, of $5,400 ((22.5 per-
cent×$16,000)+(45 percent×$4,000)) based on 
Employee B’s average annual compensation, 
covered compensation and years of service at 
early retirement. Accordingly, under the 
plan’s early retirement provisions, Employee 
B is entitled to receive, commencing at early 
retirement, a benefit of $5,400. Because the 
early retirement benefit is a benefit com-
mencing at age 62 (before Employee B’s so-
cial security retirement age), the 0.75-per-
cent factor in the maximum excess allow-
ance must be reduced to 0.60 percent in ac-
cordance with this paragraph (e). Accord-
ingly, the disparity provided to Employee B 
under the plan at early retirement exceeds 
the maximum excess allowance. 

Example 7. (a) Plan Q is a defined benefit 
excess plan that provides a normal retire-
ment benefit of 1.35 percent of average an-
nual compensation up to the integration 
level, plus 2 percent of average annual com-
pensation in excess of the integration level, 
for each year of service up to 35. The plan 
provides that an employee with 10 years of 
service at age 55 may receive an unreduced 
retirement benefit. The plan also provides 
that employee with a supplemental benefit 
of 0.65 percent of average annual compensa-
tion up to the integration level for each year 
of service up to 35, payable from early retire-
ment until age 65. The supplemental benefit 
is a qualified social security supplement 
under § 1.401(a)(4)–12. The effect of the supple-
ment is to provide an employee with a uni-
form benefit of 2 percent of average annual 
compensation from early retirement until 
age 65, when the supplement is no longer 
payable. Therefore, for purposes of this para-
graph (e), the employee’s benefit will be con-
sidered to commence at age 65. 

(b) Assume that Plan Q is instead an offset 
plan that provides a normal retirement ben-
efit of 2 percent of average annual compensa-
tion, minus 0.65 percent of final average com-
pensation up to the offset level, for each year 
of service up to 35. The plan provides the 
same early retirement benefit on the same 
conditions, except that the supplement is 
0.65 percent of an employee’s final average 
compensation up to the offset level. An em-
ployee at age 55 thus receives a uniform ben-
efit of 2 percent of average annual compensa-
tion until age 65, when the supplement is no 
longer payable. Therefore, for purposes of 
this paragraph (e), the employee’s benefit 
will be considered to commence at age 65. 

(f) Benefits, rights, and features—(1) 
Defined benefit excess plan. In the case 
of a defined benefit excess plan, each 
benefit, right, or feature provided 
under the plan with respect to em-

ployer-provided benefits attributable 
to average annual compensation above 
the integration level (an ‘‘excess ben-
efit, right, or feature’’) must also be 
provided on the same terms with re-
spect to employer-provided benefits at-
tributable to average annual com-
pensation up to the integration level (a 
‘‘base benefit, right, or feature’’). Al-
ternatively, an excess benefit, right, or 
feature may be provided on different 
terms than the base benefit, right, or 
feature, if the terms used to determine 
the base benefit, right, or feature 
produce a benefit, right, or feature of 
inherently equal or greater value than 
the benefit, right, or feature that 
would be produced under the terms 
used to determine the excess benefit, 
right, or feature. 

(2) Offset plan. In the case of an offset 
plan, each benefit, right, or feature 
provided under the plan with respect to 
employer-provided benefits before ap-
plication of the offset (a ‘‘gross benefit, 
right, or feature’’) must be provided on 
the same terms as those used to deter-
mine the offset applied to the gross 
benefit, right, or feature. Alter-
natively, a gross benefit, right, or fea-
ture may be provided on different 
terms from those used to determine the 
offset applied to the gross benefit, 
right, or feature, if the terms used to 
determine the gross benefit, right, or 
feature produce a benefit, right, or fea-
ture of inherently equal or greater 
value than the benefit, right, or feature 
that would be produced under the 
terms used to determine the offset ap-
plied to the gross benefit, right, or fea-
ture. In addition, if benefits commence 
before an employee’s normal retire-
ment age, the gross benefit percentage 
under the plan must be reduced by a 
number of percentage points that is 
not less than the number of percentage 
points by which the offset percentage 
must be reduced, from normal retire-
ment age to the age at which benefits 
commence, under the rules of para-
graph (e) of this section. 

(3) Examples. The following examples 
illustrate this paragraph (f). Unless 
otherwise provided, the following facts 
apply. The plan is noncontributory and 
is the only plan ever maintained by the 
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employer. The plan uses a normal re-
tirement age of 65 and contains no pro-
vision that would require a reduction 
in the 0.75-percent factor under para-
graph (b)(2) or (b)(3) of this section. In 
the case of a defined benefit excess 
plan, the plan uses each employee’s 
covered compensation as the integra-
tion level; in the case of an offset plan, 
the plan uses each employee’s covered 
compensation as the offset level and 
provides that an employee’s final aver-
age compensation is limited to the em-
ployee’s average annual compensation. 
Each example discusses the benefit for-
mula applicable to an employee who 
has a social security retirement age of 
65. All optional forms of benefit under 
each plan are provided on the same 
terms. 

Example 1. Plan M is a defined benefit ex-
cess plan that provides a normal retirement 
benefit of 1 percent of average annual com-
pensation up to the integration level, plus 
1.65 percent of average annual compensation 
above the integration level, for each year of 
service up to 35. The plan provides an early 
retirement benefit for any employee who ter-
minates employment at or after age 55 with 
10 or more years of service. In determining 
an employee’s early retirement, the 1.65 per-
cent excess benefit percentage is reduced in 
accordance with the table in paragraph (e)(3) 
of this section for a plan that uses a single 
disparity factor of 0.65 percent for all em-
ployees at age 65. However, a larger reduc-
tion factor is applied to determine the base 
benefit percentage at early retirement. The 
plan violates this paragraph (f) because the 
excess early retirement benefit is not pro-
vided on the same terms as the base early re-
tirement benefit, nor do the terms used to 
determine the base early retirement benefit 
produce an early retirement benefit of inher-
ently equal or greater value than the early 
retirement benefit that would be produced 
under the terms used to determine the excess 
benefit, right, or feature. 

Example 2. The facts are the same as in Ex-
ample 1 except that the plan determines the 
early retirement benefit by applying the 
same reduction factors under paragraph 
(e)(3) of this section to the base and excess 
benefit percentages. Furthermore, if an em-
ployee terminates employment at or after 
age 55 with 30 or more years of service, the 
plan provides that the base benefit percent-
age of 1 percent is not reduced. Although the 
excess early retirement benefit is provided 
on different terms than the base early retire-
ment benefit, the plan satisfies this para-
graph (f) because the terms used to deter-
mine the base early retirement benefit 
produce an early retirement of inherently 

equal or greater value than the early retire-
ment benefit that would be produced under 
the terms used to determine the excess ben-
efit, right, or feature. 

Example 3. Plan N is an offset plan that 
provides a normal retirement benefit of 2 
percent of average annual compensation, 
minus 0.65 percent of final average com-
pensation up to the offset level, for each year 
of service up to 35. In determining the quali-
fied joint and survivor (‘‘QJSA’’) form of the 
normal retirement benefit, the plan applies a 
factor of 80 percent to the gross benefit per-
centage and a factor of 100 percent to the off-
set percentage. Thus, the QJSA form is 1.6 
percent of average annual compensation, 
minus 0.65 percent of final average com-
pensation up to the offset level, for each year 
of service up to 35. The plan violates this 
paragraph (f) because the gross QJSA form is 
not provided on the same terms as the terms 
used to determine the offset applied to the 
QJSA, nor does it produce a QJSA benefit 
that is of inherently equal or greater value 
than the QJSA benefit that would be pro-
duced under the terms used to determine the 
offset under the plan. 

Example 4. Plan O is a defined benefit ex-
cess plan that provides a normal retirement 
benefit of 1 percent of average annual com-
pensation up to the integration level, plus 
1.65 percent of average annual compensation 
above the integration level, for each year of 
service up to 35. The plan also provides a sin-
gle sum optional form of benefit determined 
by applying a single interest rate and mor-
tality assumption to the entire normal re-
tirement benefit. The plan satisfies this 
paragraph (f) because the excess optional 
form is provided on the same terms as the 
base optional form. The plan would also sat-
isfy this paragraph (f) if it used a lower in-
terest rate to determine the base optional 
form than used to determine the excess op-
tional form because the lower interest rate 
would produce an optional form of inher-
ently equal or greater value than the op-
tional form produced by using the same in-
terest rate. 

Example 5. Plan R is a defined benefit ex-
cess plan that provides a normal retirement 
benefit of 1 percent of average annual com-
pensation up to the integration level, plus 
1.65 percent of average annual compensation 
above the integration level, for each year of 
service up to 35. If an employee continues to 
work after normal retirement age, the plan 
provides that the employee receives credit 
for additional years of service up to the serv-
ice limit of 35. The plan also provides that 
the disparity provided under the plan will in-
crease as permitted under paragraph (e) of 
this section for benefits commencing after 
social security retirement age. However, the 
plan does not provide an increase in the base 
benefit percentage to reflect the fact that 
the employee has delayed commencement of 
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benefits past normal retirement age. Thus, 
for example, for an employee at age 68, the 
plan provides a benefit of 1 percent of aver-
age annual compensation up to the integra-
tion level, plus 1.86 percent of average an-
nual compensation above the integration 
level, for each year of service up to 35. The 
plan violates this paragraph (f) because the 
excess benefit provided for an employee after 
normal retirement age is not provided on the 
same terms as the base benefit, nor do the 
terms used to determine the base benefit 
produce a benefit of inherently equal or 
greater value than the benefit that would be 
produced under the terms used to determine 
the excess benefit. 

Example 6. Plan Q is an offset plan that 
provides a normal retirement benefit of 2 
percent of average annual compensation, 
minus 0.65 percent of final average com-
pensation up to the offset level, for each year 
of service up to 35. In accordance with para-
graph (e) of this section, the plan reduces the 
offset percentage under the plan for early re-
tirement and provides a benefit at age 55 of 
2 percent of average annual compensation, 
minus 0.325 percent of final average com-
pensation up to the offset level, for each year 
of service up to 35. However, the early retire-
ment benefit does not meet this paragraph 
(f) because an employee’s gross benefit per-
centage is not reduced for early retirement. 

Example 7. The facts are the same as in Ex-
ample 6 except that the plan reduces the 
gross benefit percentage for early retirement 
at age 55 to 1.675 percent. Because the gross 
benefit percentage is reduced by 0.325 percent 
(from 2.0 percent to 1.675 percent), the same 
percentage point reduction made in the off-
set percentage (from 0.65 percent to 0.325 per-
cent), the early retirement benefit meets 
this paragraph (f). 

(g) No reductions in 0.75-percent factor 
for ancillary benefits. For purposes of 
applying the maximum excess allow-
ance or the maximum offset allowance 
under paragraph (b)(2) or (3) of this sec-
tion, no reduction is made to the 0.75- 
percent factor merely because the plan 
provides disparity in qualified dis-
ability benefits (within the meaning of 
section 411(a)(9)) or preretirement 
death benefits and the relevant bene-
fits are payable before an employee’s 
social security retirement age. 

(h) Benefits attributable to employee 
contributions not taken into account. 
Benefits attributable to employee con-
tributions to a defined benefit plan are 
not taken into account in determining 
whether the disparity provided under a 
defined benefit excess plan or an offset 
plan exceeds the maximum permitted 

disparity described in paragraph (b) of 
this section. See § 1.401(a)(4)–6(b) for 
methods of determining the employer- 
provided benefit under a plan that in-
cludes employee contributions not al-
located to separate accounts (i.e., a 
contributory DB plan), including 
§ 1.401(a)(4)–6(b)(2)(iii)(B) for adjust-
ments to the base and excess benefit 
percentages or the gross benefit per-
centage under a section 401(l) plan. If, 
after adjustment, the employee’s base 
benefit percentage or gross benefit per-
centage (whichever is applicable) is 
less than zero, such percentage is 
deemed to be zero for purposes of the 
maximum excess allowance or max-
imum offset allowance under paragraph 
(b)(2) or (3) of this section. 

(i) Multiple integration levels [Re-
served] 

(j) Additional rules. The Commissioner 
may, in revenue rulings, notices or 
other documents of general applica-
bility, prescribe additional rules as 
may be necessary or appropriate to 
carry out the purposes of this section, 
including updated tables under para-
graphs (d) and (e) of this section pro-
viding for reductions in the 0.75-per-
cent factor in the maximum excess al-
lowance and in the maximum offset al-
lowance and rules in paragraph (h) of 
this section for determining the por-
tion of an employee’s benefit attrib-
utable to employee contributions. 

[T.D. 8359, 56 FR 47622, Sept. 19, 1991; 57 FR 
10818, 10819, 10951, 10952, Mar. 31, 1992, as 
amended by T.D. 8486, 58 FR 46832, Sept. 3, 
1993] 

§ 1.401(l)–4 Special rules for railroad 
plans. 

(a) In general. Section 401(l)(6) pro-
vides that, in the case of a plan main-
tained by a railroad employer that cov-
ers employees who are entitled to bene-
fits under the Railroad Retirement Act 
of 1974, in determining whether such a 
plan satisfies section 401(l), rules simi-
lar to the rules under section 401(l) 
apply and such rules take into account 
the employer-derived portion of tier 2 
and supplemental annuity benefits pro-
vided under the railroad retirement 
system. In general, for purposes of de-
termining whether a defined contribu-
tion plan or a defined benefit plan 
maintained by a railroad employer and 
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covering employees described in te pre-
ceding sentence, satisfies section 401(l), 
the employer-derived portion of an em-
ployee’s tier 2 benefits and supple-
mentary annuity benefits under the 
Railroad Retirement Act of 1974 are 
treated as though such benefits were 
provided by the railroad employer 
under a qualified plan. Paragraph (b) of 
this section contains rules for defined 
contribution plans. Paragraph (c) of 
this section contains rules for defined 
benefit excess plans. Paragraph (d) of 
this section contains rules for offset 
plans. Paragraph (e) of this section 
contains definitions and additional 
rules of application. 

(b) Defined contribution plans—(1) In 
general. A defined contribution plan 
maintained by a railroad employer sat-
isfies section 401(l) and § 1.401(l)–2 for a 
plan year only if the plan satisfies 
paragraph (b)(2) or (b)(3) of this section 
for the plan year. 

(2) Single integration level method—(i) 
In general. A plan satisfies this para-
graph (b)(2) if— 

(A) The plan specifies a single inte-
gration level for all employees that 
does not exceed the railroad retirement 
taxable wage base in effect as of the be-
ginning of the plan year, 

(B) The plan uses the same base con-
tribution percentage and the same ex-
cess contribution percentage for all 
employees, and 

(C) The excess contribution percent-
age does not exceed the sum of 11.4 per-
centage points and the base contribu-
tion percentage. 

(ii) Definitions. The following defini-
tions govern for purposes of this para-
graph (b)(2). 

(A) Base contribution percentage 
means the rate at which employer con-
tributions are allocated to the account 
of an employee under the plan with re-
spect to the employee’s plan year com-
pensation at or below the railroad re-
tirement taxable wage base (expressed 
as a percentage of such plan year com-
pensation). 

(B) Excess contribution percentage 
means the rate at which employer con-
tributions are allocated to the account 
of an employee under the plan with re-
spect to the employee’s plan year com-
pensation above the railroad retire-
ment taxable wage base (expressed as a 

percentage of such plan year compensa-
tion). 

(3) Two integration level method—(i) In 
general. A plan satisfies this paragraph 
(b)(3) if— 

(A) The plan specifies two integra-
tion levels for all employees, equal to 
the railroad retirement taxable wage 
base in effect as of the beginning of the 
plan year and the taxable wage base in 
effect as of the beginning of the plan 
year, and 

(B) The plan satisfies paragraphs 
(b)(3) (ii) and (iii) of this section. 

(ii) Total disparity requirement. A plan 
satisfies this paragraph (b)(3)(ii) if— 

(A) The plan uses the same base con-
tribution percentage and the same ex-
cess contribution percentage for all 
employees, and 

(B) The excess contribution percent-
age does not exceed the sum of 11.4 per-
centage points and the base contribu-
tion percentage. 

(iii) Intermediate disparity requirement. 
A plan satisfies this paragraph 
(b)(3)(iii) if— 

(A) The plan uses the same base con-
tribution percentage and the same in-
termediate contribution percentage for 
all employees, and 

(B) The intermediate contribution 
percentage does not exceed the sum of 
5.7 percentage points and the base con-
tribution percentage. 

(iv) Definitions. The following defini-
tions govern for purposes of this para-
graph (b)(3). 

(A) Base contribution percentage 
means the rate at which employer con-
tributions are allocated to the account 
of an employee under the plan with re-
spect to the employee’s plan year com-
pensation at or below the railroad re-
tirement taxable wage base (expressed 
as a percentage of such plan year com-
pensation). 

(B) Intermediate contribution percent-
age means the rate at which employer 
contributions are allocated to the ac-
count of an employee under the plan 
with respect to the employee’s plan 
year compensation between the rail-
road retirement taxable wage base and 
the taxable wage base (expressed as a 
percentage of such plan year compensa-
tion). 
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(C) Excess contribution percentage 
means the rate at which employer con-
tributions are allocated to the account 
of an employee under the plan with re-
spect to the employee’s plan year com-
pensation above the taxable wage base 
(expressed as a percentage of such plan 
year compensation). 

(c) Defined benefit excess plans—(1) In 
general. A defined benefit excess plan 
maintained by a railroad employer sat-
isfies section 401(l) and § 1.401(l)–3 for a 
plan year only if the plan satisfies 
paragraph (c)(2) or (c)(3) of this section 
for the plan year. 

(2) Single integration level method—(i) 
In general. A plan satisfies this para-
graph (c)(2) if— 

(A) The plan specifies a single inte-
gration level for all employees that 
does not exceed railroad retirement 
covered compensation, 

(B) The plan uses the same base ben-
efit percentage and the same excess 
benefit percentage for all employees, 
and 

(C) The excess benefit percentage 
does not exceed the lesser of— 

(1) Two times the sum of 0.56 percent 
and the base benefit percentage, or 

(2) 0.56 percent plus the base benefit 
percentage plus 0.75 percent. 

(ii) Definitions. The following defini-
tions govern for purposes of this para-
graph (c)(2). 

(A) Base benefit percentage means the 
rate at which employer-provided bene-
fits are determined under the plan with 
respect to an employee’s average an-
nual compensation at or below the em-
ployee’s railroad retirement covered 
compensation (expressed as a percent-
age of such average annual compensa-
tion). 

(B) Excess benefit percentage means 
the rate at which employer-provided 
benefits are determined under the plan 
with respect to an employee’s average 
annual compensation above the em-
ployee’s railroad retirement covered 
compensation (expressed as a percent-
age of such average annual compensa-
tion). 

(3) Two integration level method—(i) In 
general. A plan satisfies this paragraph 
(c)(3) for a plan year if— 

(A) The plan specifies two integra-
tion levels for all employees, equal to 
each employee’s railroad retirement 

covered compensation and each em-
ployee’s covered compensation, and 

(B) The plan satisfies paragraph (c)(3) 
(ii) and (iii) of this section. 

(ii) Employee with lower covered com-
pensation. A plan satisfies this para-
graph (c)(3)(ii) if, with respect to each 
employee whose lower integration level 
is the employee’s covered compensa-
tion— 

(A) The plan uses the same base ben-
efit percentage and the same inter-
mediate benefit percentage for all em-
ployees, 

(B) The intermediate benefit percent-
age does not exceed the base benefit 
percentage by more than the lesser of 
0.75 percent or the base benefit percent-
age, 

(C) The plan uses the same inter-
mediate benefit percentage and the 
same excess benefit percentage for all 
employees, and 

(D) The excess benefit percentage 
does not exceed the intermediate ben-
efit percentage by more than 0.56 per-
cent. 

(iii) Employee with lower railroad re-
tirement covered compensation. A plan 
satisfies this paragraph (c)(3)(iii) if, 
with respect to each employee whose 
lower integration level is the employ-
ee’s railroad retirement covered com-
pensation— 

(A) The plan uses the same base ben-
efit percentage and the same excess 
benefit percentage for all employees, 

(B) The excess benefit percentage 
does not exceed the lesser of— 

(1) Two times the sum of 0.56 percent 
and the base benefit percentage, or 

(2) The sum of 0.56 percent plus the 
base benefit percentage plus 0.75 per-
cent, 

(C) The plan uses the same the base 
benefit percentage and the same inter-
mediate benefit percentage for all em-
ployees, and 

(D) The intermediate benefit percent-
age does not exceed the sum of 0.56 per-
cent plus the base benefit percentage. 

(iv) Definitions. The following defini-
tions govern for purposes of this para-
graph (c)(3). 

(A) Base benefit percentage means the 
rate at which employer-provided bene-
fits are determined under the plan with 
respect to an employee’s average an-
nual compensation at or below the 
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lower integration level specified in the 
plan (expressed as a percentage of such 
average annual compensation). 

(B) Intermediate benefit percentage 
means the rate at which employer-pro-
vided benefits are determined under 
the plan with respect to an employee’s 
average annual compensation between 
the lower and higher integration levels 
specified in the plan (expressed as a 
percentage of such average annual 
compensation). 

(C) Excess benefit percentage means 
the rate at which employer-provided 
benefits are determined under the plan 
with respect to an employee’s average 
annual compensation above the higher 
integration level specified in the plan 
(expressed as a percentage of such aver-
age annual compensation). 

(d) Offset plans—(1) In general. An off-
set plan maintained by a railroad em-
ployer satisfies section 401(l) and 
§ 1.401(l)–3 for a plan year only if— 

(i) The plan satisfies § 1.401(l)–3 for 
the plan year without regard to the off-
set for the employer-derived portion of 
tier 2 and supplementary annuity bene-
fits provided under the railroad retire-
ment system, and 

(ii) The offset for the employer-de-
rived portion of tier 2 and supple-
mentary annuity benefits provided 
under the railroad retirement system 
does not exceed the maximum tier 2 
and supplementary annuity offset al-
lowance. 

(2) Maximum tier 2 and supplementary 
annuity offset allowance. For purposes 
of paragraph (d)(1) of this section, the 
maximum tier 2 and supplementary an-
nuity offset allowance for a plan year 
is equal to 0.56 percent of the employ-
ee’s railroad retirement covered com-
pensation for the plan year. 

(e) Additional rules—(1) Definitions. 
The following definitions govern for 
purposes of this section. 

(i) Railroad retirement taxable wage 
base means the applicable base, as de-
termined under section 3231(e)(2)B)(ii), 
for purposes of the tax under section 
3221(b) (the tier 2 tax). 

(ii) Railroad retirement covered com-
pensation for an employee means 12 
multiplied by the average of the 60 
highest monthly railroad retirement 
taxable wage bases in effect for the em-
ployee’s period of employment. The 

monthly railroad retirement taxable 
wage base is determined by dividing 
the railroad retirement taxable wage 
base for the calendar year in which the 
month occurs by 12. An employee’s 
railroad retirement covered compensa-
tion for the plan year is determined as 
of the beginning of the plan year. A 
plan must provide that an employee’s 
railroad retirement covered compensa-
tion is automatically adjusted for each 
plan year. See § 1.401(l)–1(b) for rules re-
lating to prohibited decreases in an 
employee’s accrued benefit within the 
meaning of section 411(d)(6) or section 
411(b)(1)(G). 

(2) Adjustments to 0.75-percent factor. 
The 0.75-percent factor in the max-
imum excess allowance and in the max-
imum offset allowance is subject to the 
reductions prescribed in § 1.401(l)–3 (d) 
and (e), except that in the case of an 
employee with at least 30 years of serv-
ice with a railroad employer, the fol-
lowing tables are substituted for Ta-
bles I through III contained in § 1.401(l)– 
3(e)(3). 

TABLE I 
[Social security retirement age 67] 

Age at which benefits com-
mence 

Annual factor in maximum 
excess allowance and max-
imum offset allowance (per-

cent) 

66 0.750 
65 0.750 
64 0.750 
63 0.750 
62 0.750 
61 0.525 
60 0.525 
59 0.508 
58 0.490 
57 0.472 
56 0.433 
55 0.398 

TABLE II 
[Social security retirement age 66] 

Age at which benefits com-
mence 

Annual factor in maximum 
excess allowance and max-
imum offset allowance (per-

cent) 

65 0.750 
64 0.750 
63 0.750 
62 0.750 
61 0.563 
60 0.563 
59 0.544 
58 0.525 
57 0.506 
56 0.488 
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TABLE II—Continued 
[Social security retirement age 66] 

Age at which benefits com-
mence 

Annual factor in maximum 
excess allowance and max-
imum offset allowance (per-

cent) 

55 0.447 

TABLE III 
[Social security retirement age 65] 

Age at which benefits com-
mence 

Annual factor in maximum 
excess allowance and max-
imum offset allowance (per-

cent) 

64 0.750 
63 0.750 
62 0.750 
61 0.600 
60 0.600 
59 0.580 
58 0.560 
57 0.540 
56 0.520 
55 0.500 

(3) Adjustments to 0.56-percent factor. 
The 0.56-percent factor for defined ben-
efit excess plans and offset plans under 
paragraphs (c) and (d) of this section 
respectively is subject to the reduc-
tions prescribed in § 1.401(l)–3 (d) and 
(e), except that, for purposes of apply-
ing this paragraph (e)(3)— 

(i) ‘‘Railroad retirement covered 
compensation’’ is substituted for ‘‘cov-
ered compensation’’ in § 1.401(l)–3(d), 

(ii) The reductions under § 1.401(l)– 
3(d) are made by multiplying the 0.56- 
percent factor by the ratio of the appli-
cable factor from the table in § 1.401(l)– 
(3)(d)(9)(iv)(A) to 0.75, and 

(iii) The following tables are sub-
stituted for Tables I through III set 
forth in § 1.401(l)–3(e)(3). 

(A) Tables applicable to 0.56% factor 
for employees covered by tier 2 of rail-
road retirement with 30 or more years 
of railroad service. 

TABLE I 
[Social security retirement age 67] 

Age at which benefits com-
mence 

Annual factor in maximum 
excess allowance and max-
imum offset allowance (per-

cent) 

66 0.560 
65 0.560 
64 0.560 
63 0.560 
62 0.560 
61 0.560 
60 0.560 
59 0.541 

TABLE I—Continued 
[Social security retirement age 67] 

Age at which benefits com-
mence 

Annual factor in maximum 
excess allowance and max-
imum offset allowance (per-

cent) 

58 0.523 
57 0.504 
56 0.462 
55 0.425 

TABLE II 
[Social security retirement age 66] 

Age at which benefits com-
mence 

Annual factor in maximum 
excess allowance and max-
imum offset allowance (per-

cent) 

65 0.560 
64 0.560 
63 0.560 
62 0.560 
61 0.560 
60 0.560 
59 0.541 
58 0.523 
57 0.504 
56 0.485 
55 0.445 

TABLE III 
[Social security retirement age 65] 

Age at which benefits com-
mence 

Annual factor in maximum 
excess allowance and max-
imum offset allowance (per-

cent) 

64 0.560 
63 0.560 
62 0.560 
61 0.560 
60 0.560 
59 0.541 
58 0.523 
57 0.504 
56 0.485 
55 0.467 

(B) Tables applicable to 0.56% factor 
for employees covered by tier 2 of rail-
road retirement with less than 30 years 
of railroad service. 

TABLE I 
[Social security retirement age 67] 

Age at which benefits com-
mence 

Annual factor in maximum 
excess allowance and max-
imum offset allowance (per-

cent) 

66 0.523 
65 0.485 
64 0.448 
63 0.420 
62 0.392 
61 0.379 
60 0.366 
59 0.353 
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TABLE I—Continued 
[Social security retirement age 67] 

Age at which benefits com-
mence 

Annual factor in maximum 
excess allowance and max-
imum offset allowance (per-

cent) 

58 0.340 
57 0.327 
56 0.300 
55 0.275 

TABLE II 
[Social security retirement age 66] 

Age at which benefits com-
mence 

Annual factor in maximum 
excess allowance and max-
imum offset allowance (per-

cent) 

65 0.523 
64 0.485 
63 0.448 
62 0.420 
61 0.392 
60 0.378 
59 0.364 
58 0.350 
57 0.336 
56 0.322 
55 0.295 

TABLE III 
[Social security retirement age 65] 

Age at which benefits com-
mence 

Annual factor in maximum 
excess allowance and max-
imum offset allowance (per-

cent) 

64 0.523 
63 0.485 
62 0.448 
61 0.418 
60 0.388 
59 0.373 
58 0.358 
57 0.343 
56 0.329 
55 0.314 

(4) Overall permitted disparity. The 
overall permitted disparity rules of 
§ 1.401(l)–5 apply to employees who ben-
efit under a plan maintained by a rail-
road employer. 

[T.D. 8359, 56 FR 47632, Sept. 19, 1991; 57 FR 
10819, 10952, Mar. 31, 1992] 

§ 1.401(l)–5 Overall permitted disparity 
limits. 

(a) Introduction—(1) In general. The 
maximum excess allowance and max-
imum offset allowance limit the dis-
parity that can be provided under a 
plan for a plan year. The overall per-
mitted disparity rules apply to limit 
the disparity provided for a plan year if 

an employee benefits under more than 
one plan maintained by the employer 
(the ‘‘annual overall permitted dis-
parity limit’’) and to limit the dis-
parity provided for an employee’s total 
years of service, either in a single plan 
or in more than one plan of the em-
ployer (the ‘‘cumulative overall per-
mitted disparity limit’’). The overall 
permitted disparity rules take into ac-
count the disparity provided under a 
section 401(l) plan and the permitted 
disparity imputed under a plan that 
satisfies section 401(a)(4) by relying on 
§ 1.401(a)(4)–7. A plan that is not a sec-
tion 401(l) plan is generally deemed to 
impute permitted disparity under 
§ 1.401(a)(4)–7 unless established other-
wise. Paragraph (b) of this section pro-
vides rules on the annual overall per-
mitted disparity limit. Paragraph (c) of 
this section provides rules on the cu-
mulative overall permitted disparity 
limit. 

(2) Plan requirements. In order to sat-
isfy section 401(l), a plan must provide 
that the overall permitted disparity 
limits may not be exceeded and must 
specify how employer-provided con-
tributions or benefits under the plan 
are adjusted, if necessary, to satisfy 
the overall permitted disparity limits. 
Any adjustments made to satisfy the 
overall permitted disparity limits must 
be made in a uniform manner for all 
employees. 

(3) Plans taken into account. For pur-
poses of this section, all plans of the 
employer are taken into account. In 
addition, all plans of any other em-
ployer are taken into account for all 
periods of service with the other em-
ployer for which the employee receives 
credit for purposes of benefit accrual 
under any plan of the current em-
ployer. 

(b) Annual overall permitted disparity 
limit—(1) In general. If, in the plan year, 
an employee benefits under more than 
one plan, the annual overall permitted 
disparity limit is satisfied only if the 
employee’s total annual disparity frac-
tion, as defined in paragraph (b)(2) of 
this section, does not exceed one. Para-
graphs (b)(3) through (b)(8) of this sec-
tion explain the determination of an 
employee’s annual disparity fractions. 
Paragraph (b)(9) of this section pro-
vides examples. 
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(2) Total annual disparity fraction. An 
employee’s total annual disparity frac-
tion is the sum of the employee’s an-
nual disparity fractions, as defined in 
paragraphs (b)(3) through (b)(7) of this 
section. An employee’s total annual 
disparity fraction is determined as of 
the end of the current plan year, based 
on the employee’s annual disparity 
fractions under all plans with plan 
years ending in the current plan year. 

(3) Annual defined contribution plan 
disparity fraction. For a plan year, the 
annual defined contribution plan dis-
parity fraction for an employee bene-
fiting under a defined contribution 
plan that is a section 401(l) plan is a 
fraction— 

(i) The numerator of which is the dis-
parity provided under the plan for the 
plan year, and 

(ii) The denominator of which is the 
maximum excess allowance under 
§ 1.401(l)–2(b)(2) for the plan year. 

(4) Annual defined benefit excess plan 
disparity fraction. For a plan year, the 
annual defined benefit excess plan dis-
parity fraction for an employee bene-
fiting under a defined benefit excess 
plan that is a section 401(l) plan is a 
fraction— 

(i) The numerator of which is the dis-
parity provided under the plan for the 
plan year, and 

(ii) The denominator of which is the 
maximum excess allowance under 
§ 1.401(l)–3(b)(2) for the plan year. 

(5) Annual offset plan disparity frac-
tion—(i) In general. For a plan year, the 
annual offset plan disparity fraction 
for an employee benefiting under an 
offset plan that is a section 401(l) plan 
is a fraction— 

(A) The numerator of which is the 
disparity provided under the plan for 
the plan year; and 

(B) The denominator of which is the 
maximum offset allowance under 
§ 1.401(l)–3(b)(3) for the plan year. 

(ii) PIA offset plans. In the case of an 
offset plan that applies an offset of a 
specified percentage of the employee’s 
PIA, as permitted under § 1.401(l)– 
3(c)(2)(ix), the numerator of the annual 
offset plan disparity fraction is the off-
set percentage used in the section 401(l) 
overlay under the plan. 

(6) Annual imputed disparity fraction. 
For a plan year, the annual imputed 

disparity fraction for an employee ben-
efiting under a plan that imputes per-
mitted disparity with respect to the 
employee under § 1.401(a)(4)–7 is one. 

(7) Annual nondisparate fraction. For a 
plan year, the annual nondisparate 
fraction for an employee benefiting 
under a plan that neither is a section 
401(l) plan nor imputes permitted dis-
parity under § 1.401(a)(4)–7 is zero. 

(8) Determination of fraction—(i) Gen-
eral rule. A separate annual disparity 
fraction is generally determined for 
each plan under which the employee 
benefits. Thus, for example, if two 
plans are aggregated and treated as a 
single plan for purposes of section 
401(a)(4), a single annual disparity frac-
tion applies to the aggregated plan. 

(ii) Multiple formulas. If a plan pro-
vides an allocation or benefit equal to 
the sum of two or more formulas, each 
formula is considered a separate plan 
for purposes of this section. If a plan 
provides an allocation or benefit equal 
to the greater of two or more formulas, 
an annual disparity fraction is cal-
culated for the employee under each 
formula and the largest of the fractions 
is the employee’s annual disparity frac-
tion under the plan. 

(iii) Offset arrangements—(A) In gen-
eral. If an employee benefits under two 
plans taken into account under para-
graph (a)(3) of this section as described 
in paragraph (b)(8)(iii)(B) or (C) of this 
section, the employee’s annual dis-
parity fraction under both plans is the 
larger of the annual disparity fractions 
calculated separately under each plan. 

(B) Defined benefit plans. The employ-
ee’s employer-provided accrued benefit 
under a defined benefit plan is offset by 
the employee’s total employer-pro-
vided accrued benefit under another de-
fined benefit plan or by the actuarial 
equivalent (as defined in § 1.401(a)(4)–12) 
of the employee’s total account bal-
ance under a defined contribution plan 
that is attributable to employer con-
tributions. 

(C) Defined contribution plans. The 
amount allocated to the employee’s ac-
count under a defined contribution 
plan is offset by the total amount allo-
cated to the employee’s account under 
another defined contribution plan. 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00407 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



396 

26 CFR Ch. I (4–1–15 Edition) § 1.401(l)–5 

(iv) Applicable percentages. The dis-
parity provided under a plan is deter-
mined on the base and excess percent-
ages under an excess plan and the off-
set percentage under an offset plan, re-
gardless of whether the employee’s 
plan year or average annual compensa-
tion exceeds the integration or offset 
level under the plan. 

(v) Fractional accrual plans. If a sec-
tion 401(l) plan determines each em-
ployee’s accrued benefit under the frac-
tional accrual method of section 
411(b)(1)(C), the numerator of an em-
ployee’s annual disparity fraction is 
based on the disparity provided in the 
benefit accrued for the employee for 
the plan year. 

(9) Examples. The following examples 
illustrate this paragraph (b). Except as 
otherwise provided, each plan is a sec-
tion 401(l) plan. 

Example 1. (a) Employee A benefits for the 
plan year under a defined contribution ex-
cess plan, Plan X, and a defined benefit ex-
cess plan, Plan Y, of the employer. Plans X 
and Y have the same plan year. Employee A 
benefits under no other plan of the employer 
for the plan year of any other plan ending in 
the plan year of Plans X and Y. Plan X pro-
vides a base contribution percentage of 5 per-
cent and an excess contribution percentage 
of 7 percent, thus providing Employee A with 
disparity of 2 percent for the plan year. The 
maximum excess allowance for the plan year 
under Plan X is 5 percent. Plan Y provides a 
base benefit percentage of 1 percent and an 
excess benefit percentage of 1.35 percent, 
thus providing Employee A with disparity of 
0.35 percent for the plan year. The maximum 
excess allowance for the plan year under 
Plan Y is 0.75 percent. 

(b) Employee A’s annual defined contribu-
tion plan disparity fraction under Plan X for 
the plan year is 0.4 (2 percent divided by 5 
percent). Employee A’s annual defined ben-
efit excess plan disparity fraction under Plan 
Y for the plan year is 0.47 (0.35 percent di-
vided by 0.75 percent). Employee A’s total 
annual disparity fraction is the sum of 0.4 
and 0.47 or 0.87. Because Employee A’s total 
annual disparity fraction does not exceed 
one, the plans satisfy the annual overall per-
mitted disparity limit with respect to Em-
ployee A for the plan year. 

Example 2. (a) The facts are the same as in 
Example 1, except that Plan Y is a defined 
contribution plan, rather than a defined ben-
efit plan. Plan X and Plan Y cover the same 
employees and are identical in their terms 
except for the base and excess contribution 
percentages provided under the plans. Plan Y 
provides a base contribution percentage of 3 

percent and an excess contribution percent-
age of 6 percent, thus providing Employee A 
with disparity of 3 percent for the plan year. 
The maximum excess allowance for the plan 
year under Plan Y is 3 percent. 

(b) Employee A’s annual defined contribu-
tion plan disparity fraction under Plan X for 
the plan year is 0.4 (2 percent divided by 5 
percent). Employee A’s annual defined con-
tribution plan disparity fraction under Plan 
Y for the plan year is 1 (3 percent divided by 
3 percent). Because Employee A’s total an-
nual disparity fraction (the sum of 0.4 and 1 
or 1.4) exceeds one, the plans do not satisfy 
the annual overall permitted disparity re-
quirements with respect to Employee A for 
the plan year. 

(c) Plan X and Plan Y are aggregated for 
purposes of section 401(a)(4) and form a sin-
gle section 401(l) plan. Under the plan, the 
base contribution percentage is 8 percent (5 
percent plus 3 percent), and the excess con-
tribution percentage is 13 percent (7 percent 
plus 6 percent). A single annual defined con-
tribution plan disparity fraction is deter-
mined for Employee A for the plan year, the 
numerator of which is the disparity of 5 per-
cent provided under the plan (13 percent 
minus 8 percent), and the denominator of 
which is 5.7 percent, the maximum excess al-
lowance that applies to the plan. Because 
Employee A’s only annual disparity fraction 
of 0.88 (5 percent divided by 5.7 percent) does 
not exceed one, Employee A’s total annual 
disparity fraction also does not exceed one. 
The plan thus satisfies the annual overall 
permitted disparity limit with respect to 
Employee A for the plan year. 

Example 3. Assume the same facts as in Ex-
ample 2, except that Plan X and Plan Y use 
different integration levels. Therefore, when 
Plan X and Plan Y are aggregated to form a 
single plan for purposes of section 401(a)(4), 
the single plan does not satisfy section 401(l). 
In applying the general test of § 1.401(a)(4)– 
2(c), the plan imputes disparity under 
§ 1.401(a)(4)–7. Employee A’s only annual dis-
parity fraction is the annual imputed dis-
parity fraction of one. Employee A’s total 
annual disparity fraction is also one, and the 
plan satisfies the annual overall permitted 
disparity limit with respect to Employee A 
for the plan year. 

Example 4. (a) Employee B participates in 
two plans: Plan M, which is a section 401(l) 
plan, and Plan N, which is subject to the 
general test under § 1.401(a)(4)–3(c). Plan M 
provides that the disparity provided an em-
ployee for the plan year will be reduced to 
the extent necessary to satisfy the annual 
overall permitted disparity limits. The em-
ployer wishes to impute permitted disparity 
under § 1.401(a)(4)–7 in order for Plan N to 
satisfy section 401(a)(4). Employee B’s im-
puted disparity fraction under Plan N is 
therefore one, and Plan M provides no dis-
parity for Employee B for the plan year. As 
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a result, Plan M provides disparity that is 
neither uniform nor deemed uniform under 
§ 1.401(l)–3(c); Plan M therefore does not sat-
isfy section 401(l). 

(b) Assume instead that Plan M provides 
that the annual overall permitted disparity 
limits must be satisfied without reducing the 
disparity provided for an employee under 
Plan M, thus requiring a reduction in the 
employee’s annual disparity fraction under 
another plan. In that case, the disparity pro-
vided under Plan M would be uniform for the 
plan year and Plan M would continue to sat-
isfy section 401(l). However, imputation of 
permitted disparity with respect to Em-
ployee B would not be allowed under Plan N. 

(c) Cumulative permitted disparity 
limit—(1) In general—(i) Employees who 
benefit under defined benefit plans. In 
the case of an employee who has bene-
fited under one or more defined benefit 
plans for a plan year described in para-
graph (c)(1)(v) of this section, the cu-
mulative permitted disparity limit is 
satisfied if the employee’s cumulative 
disparity fraction, as defined in para-
graph (c)(2) of this section, does not ex-
ceed 35. 

(ii) Employees who do not benefit under 
defined benefit plans. In the case of an 
employee who has not benefited under 
a defined benefit plan for any plan year 
described in paragraph (c)(1)(v) of this 
section, the cumulative permitted dis-
parity limit is satisfied. 

(iii) Certain plan years disregarded. 
For purposes of this paragraph (c), an 
employee is not treated as benefiting 
under a defined benefit plan for a plan 
year described in paragraph (c)(1)(v) of 
this section if the employer can estab-
lish that for that plan year the defined 
benefit plan was not a section 401(l) 
plan and did not impute permitted dis-
parity under § 1.401(a)(4)–7. 

(iv) Determination of type of plan. For 
purposes of this paragraph (c), a target 
benefit plan that relies on the special 
rule of § 1.401(a)(4)–8(b)(3) to satisfy sec-
tion 401(a)(4) and a DB/DC plan within 
the meaning of § 1.401(a)(4)–9(a) are 
treated as defined benefit plans. Simi-
larly, a cash balance plan that relies on 
the special rule of § 1.401(a)(4)–8(c)(3) to 
satisfy section 401(a)(4) is treated as a 
defined contribution plan. 

(v) Applicable plan years. In applying 
paragraphs (c)(1) (i), (ii), and (iii) of 
this section, for purposes of deter-
mining whether an employee benefits 
under a defined benefit plan, the appli-

cable plan years are all plan years that 
begin on or after the regulatory effec-
tive date, as set forth in § 1.401(l)–6(b), 
or, in the case of governmental plans, 
as set forth in § 1.401(a)(4)–13(b). 

(vi) Transition rule for defined con-
tribution plans. A defined contribution 
plan is deemed to satisfy the cumu-
lative permitted disparity limit for the 
first plan year to which these regula-
tions apply, as set forth in § 1.401(l)– 
6(b), or, in the case of governmental 
plans, as set forth in § 1.401(a)(4)–13(b). 

(2) Cumulative disparity fraction. An 
employee’s cumulative disparity frac-
tion is the sum of the employee’s total 
annual disparity fractions, as defined 
in paragraph (b)(2) of this section, at-
tributable to the employee’s total 
years of service under all plans. 

(3) Determination of total annual dis-
parity fractions for prior years. For each 
of the employee’s years of service cred-
ited as of the end of the last plan year 
beginning before January 1, 1989, not to 
exceed 35, under all plans as of that 
time that are taken into account under 
paragraph (a)(3) of this section (wheth-
er or not terminated), the employee’s 
total annual disparity fraction is one. 
Therefore, if, before the first plan year 
beginning on or after January 1, 1989, 
an employee never participated in or 
benefited under any plan taken into ac-
count under paragraph (a)(3) of this 
section, the employee’s total annual 
disparity fractions are determined 
without regard to this paragraph (c)(3). 
An employer may apply the rule in this 
paragraph (c)(3) with respect to all em-
ployees, using a year (including the 
current year) that is chosen by the em-
ployer and is later than 1989. Thus, for 
example, in lieu of calculating annual 
disparity fractions for all plan years, 
the employer may assume that the full 
disparity limit has been used in each 
prior plan year for which an employee 
has been credited with a year of serv-
ice. 

(4) Special rules for greater of formulas 
and offset arrangements—(i) Greater of 
formulas—(A) In general. A defined ben-
efit plan that is a section 401(l) plan 
and that provides a benefit equal to the 
greater of the benefits determined 
under two or more formulas is deemed 
to satisfy the cumulative permitted 
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disparity limit with respect to an em-
ployee if each of the requirements in 
paragraphs (c)(4)(i) (B) and (C) of this 
section is satisfied. For this purpose, a 
plan that uses a fresh-start formula 
that determines the accrued benefit as 
the greater of two amounts under 
§ 1.401(a)(4)–13(c)(4) (ii) or (iii) provides 
a benefit equal to the greater of the 
benefits determined under two or more 
formulas. 

(B) Separate satisfaction by formulas. 
Each formula under the plan would sat-
isfy the cumulative permitted dis-
parity limit if it were the only formula 
under the plan. In the case of a current 
formula that applies to the employee’s 
total years of service (as, for example, 
under § 1.401(a)(4)–13(c)(4) (ii)(B) or 
(iii)(B)), for purposes of determining 
whether that formula would satisfy the 
cumulative permitted disparity limit if 
it were the only formula under the 
plan, the special rule for prior years 
under paragraph (c)(3) of this section 
may be disregarded. 

(C) Single plan. The employee has 
never benefited under another plan 
taken into account under paragraph 
(a)(3) of this section that is a section 
401(l) plan or that satisfies section 
401(a)(4) by relying on § 1.401(a)(4)–7. 
For this purpose, if the benefit under 
the plan is offset in an offset arrange-
ment described in paragraph 
(b)(8)(iii)(B) of this section, the other 
plan is disregarded. In addition, a plan 
does not fail the requirements of this 
paragraph (c)(4)(i)(C) merely because 
the employee benefits under another 
defined benefit plan, provided that— 

(1) With respect to each benefit for-
mula under the plan, no years of serv-
ice taken into account under that ben-
efit formula are taken into account 
under a benefit formula of the other 
plan; and 

(2) Paragraph (c)(4)(i)(B) of this sec-
tion would be satisfied if the plans 
were treated as a single plan that pro-
vided a benefit equal to the greater of 
the benefits provided under two or 
more formulas. For this purpose, a for-
mula consists of the sum of a formula 
for the years of service taken into ac-
count under one plan and a formula for 
the years of service taken into account 
under the other plan. Thus, each pos-
sible combination of the formulas 

under the plans must satisfy paragraph 
(c)(4)(i)(B) of this section. 

(ii) Offset arrangements—(A) In gen-
eral. If a defined benefit plan is a sec-
tion 401(l) plan and the benefit under 
the plan (the gross benefit plan) is off-
set by the benefit under another plan 
(the offsetting plan) in an offset ar-
rangement described in paragraph 
(b)(8)(iii)(B) of this section, the gross 
benefit plan is deemed to satisfy the 
cumulative permitted disparity limit 
with respect to an employee if each of 
the requirements in paragraphs 
(c)(4)(ii) (B) and (C) of this section is 
satisfied. 

(B) Separate satisfaction by plans. This 
requirement is satisfied if the gross 
benefit plan would satisfy the cumu-
lative disparity limit if no offset ap-
plied, and the offsetting plan satisfies 
the cumulative permitted disparity 
limit, not taking into account the 
gross benefit plan. 

(C) No other plan. Except for the plans 
in the offset arrangement, the em-
ployee has never benefited under an-
other plan taken into account under 
paragraph (a)(3) of this section that is 
a section 401(l) plan or that satisfies 
section 401(a)(4) by relying on 
§ 1.401(a)(4)–7. An offset arrangement 
does not fail the requirements of this 
paragraph (c)(4)(ii)(C) merely because 
the employee benefits under another 
defined benefit plan, provided no years 
of service taken into account under a 
benefit formula of any plan in the off-
set arrangement are also taken into ac-
count under a benefit formula of the 
other plan. 

(5) Examples. The following examples 
illustrate this paragraph (c). In each 
example the plan is noncontributory 
and, unless provided otherwise, is the 
only plan ever maintained by the em-
ployer. Each plan uses a normal retire-
ment age of 65 and contains no provi-
sion that would require a reduction in 
the 0.75-percent factor under § 1.401(l)– 
3(b)(2) or (3). Each example discusses 
the benefit formula applicable to an 
employee who has a social security re-
tirement age of 65. 

Example 1. Plan M is a defined benefit ex-
cess plan that provides a normal retirement 
benefit of 1 percent of average annual com-
pensation up to covered compensation, plus 
1.75 percent of average annual compensation 
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above covered compensation, for each year of 
service without limit. The disparity provided 
under the plan for the plan year is 0.75 per-
cent, the excess benefit percentage of 1.75 
percent minus the base benefit percentage of 
1 percent. The maximum excess allowance 
for the plan year is 0.75 percent. Thus, each 
employee’s annual defined benefit excess 
plan disparity fraction under the plan for 
each plan year is one. Because the plan con-
tains no limit on the years of service taken 
into account under the plan, the sum of the 
total annual disparity fractions for a poten-
tial employee with more than 35 years of 
service will exceed 35. In addition, the plan 
does not provide that the overall permitted 
disparity limits may not be exceeded as re-
quired by paragraph (a)(2) of this section. 
The plan therefore does not satisfy the cu-
mulative permitted disparity limit of this 
paragraph (c). 

Example 2. Plan N is an offset plan that 
provides a normal retirement benefit of 2 
percent of average annual compensation, 
minus 0.75 percent of final average com-
pensation up to the lesser of covered com-
pensation and average annual compensation, 
for each year of service up to 35. The dis-
parity provided under the plan for the plan 
year is 0.75 percent, the offset percentage. 
The maximum offset allowance for the plan 
year is 0.75 percent. Thus, each employee’s 
annual offset plan disparity fraction under 
the plan for each plan year is one. Because 
the plan limits the years of service taken 
into account under the plan to 35, the sum of 
the total annual disparity fractions for an 
employee cannot exceed 35. The plan there-
fore satisfies the cumulative permitted dis-
parity limit of this paragraph (c). 

Example 3. Plan O is a defined benefit ex-
cess plan that provides a normal retirement 
benefit of 0.75 percent of average annual 
compensation up to covered compensation, 
plus 1.25 percent of average annual com-
pensation above covered compensation, for 
each year of service up to 45. The disparity 
provided under the plan for the plan year is 
0.5 percent, the excess benefit percentage of 
1.25 percent minus the base benefit percent-
age of 0.75 percent. The maximum excess al-
lowance for the plan year is 0.75 percent. 
Thus, each employee’s annual defined benefit 
excess plan disparity fraction under the plan 
for each plan year is 0.67 (0.5 percent divided 
by 0.75 percent). Because the plan limits the 
years of service taken into account under 
the plan to 45, the sum of the total annual 
disparity fractions for an employee cannot 
exceed 30 (0.67×45). The plan therefore satis-
fies the cumulative permitted disparity limit 
of this paragraph (c). 

Example 4. (a) Plan P is a defined contribu-
tion excess plan. Plan P provides a base con-
tribution percentage of 6 percent and an ex-
cess contribution percentage of 11.7 percent, 
thus providing disparity of 5.7 percent for 

the plan year. Because the maximum excess 
allowance for each plan year under Plan P is 
5.7 percent, each employee’s annual defined 
contribution plan disparity fraction under 
Plan P for each plan year is one. Plan Q is a 
defined benefit excess plan maintained by 
the same employer. Plan Q provides a base 
benefit percentage of 1 percent and an excess 
benefit percentage of 1.75 percent for each 
year of service up to 35, thus providing dis-
parity of 0.75 percent for the plan year. Be-
cause the maximum excess allowance for 
each plan year under Plan Q is 0.75 percent, 
each employee’s annual defined benefit ex-
cess plan disparity fraction under Plan Q for 
each plan year is one. 

(b) Employee A benefits under Plan P for 
the 1980 through the 1994 plan years. The sum 
of Employee A’s total annual disparity frac-
tions under Plan P is 15. (Under paragraph 
(c)(3)(i) of this section, Employee A’s annual 
disparity fraction for each year of service as 
of the end of the 1988 plan year is one.) As of 
the 1995 plan year, Employee A no longer 
benefits under Plan P and begins to benefit 
under Plan Q for the first time. In order to 
satisfy the cumulative permitted disparity 
limit of this paragraph (c), Plan Q must pro-
vide that no disparity will be provided if the 
sum of an employee’s total annual disparity 
fractions reaches 35, taking into account the 
employee’s annual defined contribution plan 
disparity fractions under Plan P as well as 
the employee’s annual defined benefit excess 
plan disparity fractions under Plan Q. Thus, 
after Employee A has benefited under Plan Q 
for 20 years, Plan Q may not provide any dis-
parity in additional benefits accrued for Em-
ployee A. 

Example 5. (a) Plan O is a noncontributory 
defined benefit excess plan. Plan O provides 
an employee whose social security retire-
ment age is 65 with the greater of the bene-
fits determined under two formulas. The 
first formula provides a benefit of 1 percent 
of average annual compensation up to cov-
ered compensation, plus 1.75 percent of aver-
age annual compensation above covered 
compensation, for each year of service up to 
35. The second formula provides a benefit of 
1 percent of average annual compensation up 
to covered compensation, plus 1.6 percent of 
average annual compensation above covered 
compensation, for each year of service up to 
40. 

(b) Under paragraph (b)(4) of this section, 
an employee’s annual defined benefit excess 
plan fraction for each of the 35 years under 
the first formula is 0.75/0.75 or one, and an 
employee’s annual defined benefit excess 
plan fraction for each of the 40 years under 
the second formula is 0.6/0.75 or 0.8. Under 
paragraph (b)(8)(ii) of this section, an em-
ployee’s annual defined benefit excess plan 
fraction (and total annual disparity fraction 
because the employee benefits only under 
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Plan O) for the plan year is the larger frac-
tion under the two formulas or one. There-
fore, after 35 years, the employee has a cu-
mulative disparity fraction of 35. The dis-
parity provided under the second formula for 
years of service after 35 thus exceeds the cu-
mulative permitted disparity limit unless 
the plan qualifies for the special rule in para-
graph (c)(4)(i) of this section. 

(c) Assume the condition in paragraph 
(c)(4)(i)(C) of this section is satisfied because 
no employee has benefited under another 
plan taken into account under paragraph 
(a)(3) of this section. In addition, the largest 
cumulative disparity fraction possible under 
the first formula is 35 times one or 35, and 
the largest cumulative disparity fraction 
possible under the second formula is 40 times 
0.8 or 32. Thus, the requirement of paragraph 
(c)(4)(i)(B) of this section is also satisfied be-
cause each formula would satisfy the cumu-
lative permitted disparity limit if it were 
the only formula under the plan. Under para-
graph (c)(4)(i) of this section, the plan is 
deemed to satisfy the cumulative permitted 
disparity limit with respect to an employee 
whose social security retirement age is 65. 

(d) Additional rules. The Commis-
sioner may prescribe additional rules 
under this section as the Commissioner 
considers appropriate. Additional rules 
may include (without being limited to) 
rules for computing the fractions de-
scribed in this section with respect to 
terminated plans, rules for applying 
the overall permitted disparity limits 
to employees who benefit under plans 
maintained by railroad employers, and 
rules for determining which plans do 
not satisfy section 401(l) if the overall 
permitted disparity limits are exceed-
ed. 

[T.D. 8359, 56 FR 47634, Sept. 19, 1991; 57 FR 
10819, 10952, Mar. 31, 1992, as amended by T.D. 
8486, 58 FR 46833, Sept. 3, 1993] 

§ 1.401(l)–6 Effective dates and transi-
tion rules. 

(a) Statutory effective date—(1) In gen-
eral. Except as otherwise provided in 
paragraph (a)(2) of this section, section 
401(a)(5)(C) is effective for plan years 
beginning on or after January 1, 1989, 
and section 401(l) is effective with re-
spect to plan years, and benefits attrib-
utable to plan years, beginning on or 
after January 1, 1989. The preceding 
sentence is applicable to a plan with-
out regard to whether the plan was in 
existence as of a particular date. 

(2) Collectively bargained plans. (i) In 
the case of a plan maintained pursuant 

to 1 or more collective bargaining 
agreements between employee rep-
resentatives and 1 or more employers 
ratified before March 1, 1986, sections 
401(a)(5) and 401(l) are applicable for 
plan years beginning on or after the 
later of— 

(A) January 1, 1989; or 
(B) The date on which the last of 

such collective bargaining agreements 
terminates (determined without regard 
to any extension of any such agree-
ment occurring on or after March 1, 
1986). However, notwithstanding the 
preceding sentence, sections 401(a)(5) 
and 401(l) apply to plans described in 
this paragraph (a)(2) no later than the 
first plan year beginning after January 
1, 1991. 

(ii) For purposes of paragraph 
(a)(2)(i)(B) of this section, a change 
made after October 22, 1986, in the 
terms or conditions of a collectively 
bargained plan, pursuant to a collec-
tive bargaining agreement ratified be-
fore March 1, 1986, is not treated as a 
change in the terms and conditions of 
the plan. 

(iii) In the case of a collectively bar-
gained plan described in paragraph 
(a)(2)(i) of this section, if the date in 
paragraph (a)(2)(i)(B) of this section 
precedes November 15, 1988, then the 
date in this paragraph (a)(2) is replaced 
with the date on which the last of any 
collective bargaining agreements in ef-
fect on November 15, 1988, terminates, 
provided that the plan complies during 
this period with a reasonable good 
faith interpretation of section 401(l). 

(iv) Whether a plan is maintained 
pursuant to a collective bargaining 
agreement is determined under the 
principles applied under section 1017(c) 
of the Employee Retirement Income 
Security Act of 1974. See H.R. Rep. No. 
1280, 93d Cong., 2d Sess. 266 (1974). In ad-
dition, a plan is not treated as main-
tained under a collective bargaining 
agreement unless the employee rep-
resentatives satisfy section 7701(a)(46) 
of the Internal Revenue Code after 
March 31, 1984. See § 301.7701–17T of this 
chapter for other requirements for a 
plan to be considered to be collectively 
bargained. 

(b) Regulatory effective date—(1) In 
general. Except as otherwise provided 
in paragraph (b)(2) of this section, 
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§§ 1.401(l)–1 through 1.401(l)–6 apply to 
plan years beginning on or after Janu-
ary 1, 1994. 

(2) Plans of tax-exempt organizations. 
In the case of plans maintained by an 
organization exempt from income tax-
ation under section 501(a), including 
plans subject to section 403(b)(12)(A)(i) 
(nonelective plans), §§ 1.401(l)–1 through 
1.401(l)–6 apply to plan years beginning 
on or after January 1, 1996. 

(3) Defined contribution plans. A de-
fined contribution plan satisfies sec-
tion 401(l) with respect to a plan year 
beginning on or after the effective date 
of these regulations, as set forth in 
paragraphs (b)(1) and (b)(2) of this sec-
tion, if it satisfies the applicable re-
quirements of §§ 1.401(l)–1 through 
1.401(l)–5 for the plan year. 

(4) Defined benefit plans. A defined 
benefit excess plan or offset plan satis-
fies section 401(l) with respect to all 
plan years, and benefits attributable to 
all plan years, beginning on or after 
the effective date of these regulations, 
as set forth in paragraphs (b)(1) and 
(b)(2) of this section, by satisfying the 
applicable requirements of §§ 1.401(l)–1 
through 1.401(l)–5 and the requirements 
of § 1.401(a)(4)–13(c) (and § 1.401(a)(4)– 
13(d), if applicable), using a fresh-start 
date that is on or after December 31, 
1988, and before the effective date of 
these regulations. A defined benefit ex-
cess plan or offset plan that does not 
satisfy section 401(l) with respect to all 
plan years beginning on or after the ef-
fective date of these regulations may, 
under the rules of § 1.401(a)(4)–13(c) (and 
§ 1.401(a)(4)–13(d), if applicable), satisfy 
section 401(l) for plan years beginning 
after a fresh-start date by satisfying 
the applicable requirements of 
§§ 1.401(l)–1 through 1.401(l)–5 after the 
fresh-start date. 

(c) Compliance during transition period. 
For plan years beginning on or after 
January 1, 1989, and before the effective 
date of these regulations, as set forth 
in paragraph (b) of this section, a plan 
must be operated in accordance with a 
reasonable, good faith interpretation of 
section 401(l). Whether a plan is oper-
ated in accordance with a reasonable, 
good faith interpretation of section 
401(l) will generally be determined 
based on all of the relevant facts and 
circumstances, including the extent to 

which an employer has resolved un-
clear issues in its favor. A plan will be 
deemed to be operated in accordance 
with a reasonable, good faith interpre-
tation of section 401(l) if it is operated 
in accordance with the terms of 
§§ 1.401(l)–1 through 1.401(l)–5. 

[T.D. 8486, 58 FR 46835, Sept. 3, 1993] 
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(ii) Aggregation of employee contributions 
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(A) General rule. 
(B) Method of allocating income. 
(C) Alternative method of allocating in-
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(D) Plan years before 2008. 
(E) Alternative method of allocating plan 

year and gap period income. 
(F) Allocable income for recharacterized 

elective contributions. 
(v) Distribution and forfeiture. 
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(ii) Treatment of corrective distributions 
and forfeited contributions as employer con-
tributions. 
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tribution. 

(iv) Partial correction. 
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(5) Examples. 
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method. 
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testing method for the first plan year. 
(i) Plans that are not successor plans. 
(ii) First plan year defined. 
(iii) Plans that are successor plans. 
(3) Plans using different testing methods 

for the ACP and ADP test. 
(4) Rules for plan coverage change. 
(i) In general. 
(ii) Optional rule for minor plan coverage 

changes. 
(iii) Definitions. 
(A) Plan coverage change. 
(B) Prior year subgroup. 
(C) Weighted average of the ACPs for the 

prior year subgroups. 
(iv) Examples. 

§ 1.401(m)–3 Safe harbor requirements. 

(a) ACP test safe harbor. 
(1) Section 401(m)(11) safe harbor. 
(2) Section 401(m)(12) safe harbor. 
(3) Requirements applicable to safe harbor 

contributions. 
(b) Safe harbor nonelective contribution 

requirement. 
(c) Safe harbor matching contribution re-

quirement. 
(d) Limitation on contributions. 
(1) General rule. 
(2) Matching rate must not increase. 
(3) Limit on matching contributions. 
(4) Limitation on rate of match. 
(5) HCEs participating in multiple plans. 
(6) Permissible restrictions on elective de-

ferrals by NHCEs. 
(i) General rule. 
(ii) Restrictions on election periods. 
(iii) Restrictions on amount of contribu-

tions. 
(iv) Restrictions on types of compensation 

that may be deferred. 
(v) Restrictions due to limitations under 

the Internal Revenue Code. 

(e) Notice requirement. 
(f) Plan year requirement. 
(1) General rule. 
(2) Initial plan year. 
(3) Change of plan year. 
(4) Final plan year. 
(g) Plan amendments adopting nonelective 

safe harbor contributions. 
(h) Permissible reduction or suspension of 

safe harbor contributions. 
(1) General rule. 
(i) Matching contributions. 
(ii) Nonelective contributions. 
(2) Supplemental notice. 
(j) Other rules. 
(1) Contributions taken into account. 
(2) Use of safe harbor nonelective contribu-

tions to satisfy other nondiscrimination 
tests. 

(3) Early participation rules. 
(4) Satisfying safe harbor contribution re-

quirement under another defined contribu-
tion plan. 

(5) Contributions used only once. 
(6) Plan must satisfy ACP with respect to 

employee contributions. 

§ 1.401(m)–4 Special rules for mergers, 
acquisitions and similar events. [Reserved] 

§ 1.401(m)–5 Definitions. 

[T.D. 9169, 69 FR 78184, Dec. 29, 2004, as 
amended by T.D. 9237, 71 FR 10, Jan. 3, 2006; 
T.D. 9447, 74 FR 8210, Feb. 24, 2009; T.D. 9641, 
78 FR 68738, Nov. 15, 2013] 

§ 1.401(m)–1 Employee contributions 
and matching contributions. 

(a) General nondiscrimination rules—(1) 
Nondiscriminatory amount of contribu-
tions—(i) Exclusive means of amounts 
testing. A defined contribution plan 
does not satisfy section 401(a) for a 
plan year unless the amount of em-
ployee contributions and matching 
contributions to the plan for the plan 
year satisfies section 401(a)(4). The 
amount of employee contributions and 
matching contributions under a plan 
satisfies the requirements of section 
401(a)(4) with respect to amounts if and 
only if the amount of employee con-
tributions and matching contributions 
satisfies the nondiscrimination test of 
section 401(m) under paragraph (b) of 
this section and the plan satisfies the 
additional requirements of paragraph 
(c) of this section. See § 1.401(a)(4)– 
1(b)(2)(ii)(B). 
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(ii) Testing benefits, rights and fea-
tures. A plan that provides for em-
ployee contributions or matching con-
tributions must satisfy the require-
ments of section 401(a)(4) relating to 
benefits, rights and features in addi-
tion to the requirement regarding 
amounts described in paragraph 
(a)(1)(i) of this section. For example, 
the right to make each level of em-
ployee contributions and the right to 
each level of matching contributions 
under the plan are benefits, rights or 
features subject to the requirements of 
section 401(a)(4). See § 1.401(a)(4)– 
4(e)(3)(i) and (iii)(F) through (G). 

(2) Matching contributions—(i) In gen-
eral. For purposes of section 401(m), 
this section and §§ 1.401(m)–2 through 
1.401(m)–5, matching contributions 
are— 

(A) Any employer contribution (in-
cluding a contribution made at the em-
ployer’s discretion) to a defined con-
tribution plan on account of an em-
ployee contribution to a plan main-
tained by the employer; 

(B) Any employer contribution (in-
cluding a contribution made at the em-
ployer’s discretion) to a defined con-
tribution plan on account of an elec-
tive deferral; and 

(C) Any forfeiture allocated on the 
basis of employee contributions, 
matching contributions, or elective de-
ferrals. 

(ii) Employer contributions made on ac-
count of an employee contribution or elec-
tive deferral. Whether an employer con-
tribution is made on account of an em-
ployee contribution or an elective de-
ferral is determined on the basis of all 
the relevant facts and circumstances, 
including the relationship between the 
employer contribution and employee 
actions outside the plan. An employer 
contribution made to a defined con-
tribution plan on account of contribu-
tions made by an employee under an 
employer-sponsored savings arrange-
ment that are not held in a plan that is 
intended to be a qualified plan or other 
arrangement described in § 1.402(g)–1(b) 
is not a matching contribution. 

(iii) Employer contributions not on ac-
count of an employee contribution or elec-
tive deferral—(A) General rule. Employer 
contributions are not matching con-
tributions made on account of elective 

deferrals if they are contributed before 
the cash or deferred election is made or 
before the employees’ performance of 
services with respect to which the elec-
tive deferrals are made (or when the 
cash that is subject to the cash or de-
ferred elections would be currently 
available, if earlier). In addition, an 
employer contribution is not a match-
ing contribution made on account of an 
employee contribution if it is contrib-
uted before the employee contribution. 

(B) Exceptions for forfeitures and re-
leased ESOP shares. The rule of para-
graph (a)(3)(iii)(A) of this section does 
not apply to a forfeiture that is allo-
cated as a matching contribution. In 
addition, an allocation of shares from 
an ESOP loan suspense account de-
scribed in § 54.4975–11(c) and (d) of this 
chapter will not fail to be treated as a 
matching contribution solely because 
the employer contribution that re-
sulted in the release and allocation of 
those shares from the suspense account 
is made before the employees’ perform-
ance of services with respect to which 
the elective deferrals are made (or 
when the cash that is subject to the 
cash or deferred elections would be cur-
rently available, if earlier) provided 
that— 

(1) The contribution is for a required 
payment that is due under the loan 
terms; and 

(2) The contribution is not made 
early with a principal purpose of accel-
erating deductions. 

(C) Exception for bona fide administra-
tive considerations. The timing of con-
tributions will not be treated as failing 
to satisfy the requirements of this 
paragraph (a)(3)(iii) merely because 
contributions are occasionally made 
before the employees’ performance of 
services with respect to which the elec-
tive deferrals are made (or when the 
cash that is subject to the cash or de-
ferred elections would be currently 
available, if earlier) in order to accom-
modate bona fide administrative con-
siderations and are not paid early with 
a principal purpose of accelerating de-
ductions. 

(3) Employee contributions—(i) In gen-
eral. For purposes of section 401(m), 
this section and §§ 1.401(m)–2 through 
1.401(m)–5, employee contributions are 
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contributions to a plan that are des-
ignated or treated at the time of con-
tribution as after-tax employee con-
tributions (e.g., by treating the con-
tributions as taxable income subject to 
applicable withholding requirements) 
and are allocated to an individual ac-
count for each eligible employee to 
which attributable earnings and losses 
are allocated. See § 1.401(k)–1(a)(2)(ii). 
The term employee contributions in-
cludes— 

(A) Employee contributions to the 
defined contribution portion of a plan 
described in section 414(k); 

(B) Employee contributions applied 
to the purchase of whole life insurance 
protection or survivor benefit protec-
tion under a defined contribution plan; 

(C) Amounts attributable to excess 
contributions within the meaning of 
section 401(k)(8)(B) that are re-
characterized as employee contribu-
tions under § 1.401(k)–2(b)(3); and 

(D) Employee contributions to a plan 
or contract that satisfies the require-
ments of section 403(b). 

(ii) Certain contributions not treated as 
employee contributions. The term em-
ployee contributions does not include 
designated Roth contributions, repay-
ment of loans, rollover contributions, 
repayment of distributions described in 
section 411(a)(7)(C), or employee con-
tributions that are transferred to the 
plan from another plan. 

(iii) Qualified cost-of-living arrange-
ments. Employee contributions to a 
qualified cost-of-living arrangement 
described in section 415(k)(2)(B) are 
treated as employee contributions to a 
defined contribution plan, without re-
gard to the requirement that the em-
ployee contributions be allocated to an 
individual account to which attrib-
utable earnings and losses are allo-
cated. 

(b) Nondiscrimination requirements for 
amount of contributions—(1) Matching 
contributions and employee contributions. 
The matching contributions and em-
ployee contributions under a plan sat-
isfy this paragraph (b) for a plan year 
only if the plan satisfies— 

(i) The ACP test of section 401(m)(2) 
described in § 1.401(m)–2; 

(ii) The ACP safe harbor provisions of 
section 401(m)(11) described in 
§ 1.401(m)–3; or 

(iii) The ACP safe harbor provisions 
of section 401(m)(12) described in 
§ 1.401(m)–3; or 

(iv) The SIMPLE 401(k) provisions of 
sections 401(k)(11) and 401(m)(10) de-
scribed in § 1.401(k)–4. 

(2) Automatic satisfaction by certain 
plans. Notwithstanding paragraph (b)(1) 
of this section, the requirements of 
this section are treated as satisfied 
with respect to employee contributions 
and matching contributions under a 
collectively bargained plan (or the por-
tion of a plan) that automatically sat-
isfies section 410(b). See §§ 1.401(a)(4)– 
1(c)(5) and 1.410(b)–2(b)(7). Additionally, 
the requirements of sections 401(a)(4) 
and 410(b) do not apply to a govern-
mental plan (within the meaning of 
section 414(d)) maintained by a State 
or local government or political sub-
division thereof (or agency or instru-
mentality thereof) and, accordingly 
such plans are not required to comply 
with this section. See sections 
401(a)(5)(G), 403(b)(12)(C) and 
410(c)(1)(A). 

(3) Anti-abuse provisions. Sections 
1.401(m)–1 through 1.401(m)–5 are de-
signed to provide simple, practical 
rules that accommodate legitimate 
plan changes. At the same time, the 
rules are intended to be applied by em-
ployers in a manner that does not 
make use of changes in plan testing 
procedures or other plan provisions to 
inflate inappropriately the ACP for 
NHCEs (which is used as a benchmark 
for testing the ACP for HCEs) or to 
otherwise manipulate the non-
discrimination testing requirements of 
this paragraph (b). Further, this para-
graph (b) is part of the overall require-
ment that benefits or contributions not 
discriminate in favor of HCEs. There-
fore, a plan will not be treated as satis-
fying the requirements of this para-
graph (b) if there are repeated changes 
to plan testing procedures or plan pro-
visions that have the effect of dis-
torting the ACP so as to increase sig-
nificantly the permitted ACP for HCEs, 
or otherwise manipulate the non-
discrimination rules of this paragraph, 
if a principal purpose of the changes 
was to achieve such a result. 
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(4) Aggregation and restructuring—(i) 
In general. This paragraph (b)(4) con-
tains the exclusive rules for aggre-
gating and disaggregating plans that 
provide for employee contributions and 
matching contributions for purposes of 
this section and §§ 1.401(m)–2 through 
1.401(m)–5. 

(ii) Aggregation of employee contribu-
tions and matching contributions within a 
plan. Except as otherwise specifically 
provided in this paragraph (b)(4) and 
§ 1.401(m)–3(j)(6), a plan must be subject 
to a single test under paragraph (b)(1) 
of this section with respect to all em-
ployee contributions and matching 
contributions and all eligible employ-
ees under the plan. Thus, for example, 
if two groups of employees are eligible 
for matching contributions under a 
plan, all employee contributions and 
matching contributions under the plan 
must be subject to a single test, even if 
they have significantly different fea-
tures, such as different rates of match. 

(iii) Aggregation of plans—(A) In gen-
eral. The term plan means a plan with-
in the meaning of § 1.410(b)–7(a) and (b), 
after application of the mandatory 
disaggregation rules of § 1.410(b)–7(c), 
and the permissive aggregation rules of 
§ 1.410(b)–7(d), as modified by paragraph 
(b)(4)(v) of this section. Thus, for exam-
ple, two plans (within the meaning of 
§ 1.410(b)–7(b)) that are treated as a sin-
gle plan pursuant to the permissive ag-
gregation rules of § 1.410(b)–7(d) are 
treated as a single plan for purposes of 
sections 401(k) and 401(m). 

(B) Arrangements with inconsistent 
ACP testing methods. Pursuant to para-
graph (b)(4)(ii) of this section, a single 
testing method must apply with re-
spect to all employee contributions and 
matching contributions and all eligible 
employees under a plan. Thus, in ap-
plying the permissive aggregation 
rules of § 1.410(b)–7(d), an employer may 
not aggregate plans (within the mean-
ing of § 1.410(b)–7(b)) that apply incon-
sistent testing methods. For example, 
a plan (within the meaning of § 1.410(b)– 
7) that applies the current year testing 
method may not be aggregated with 
another plan that applies the prior 
year testing method. Similarly, an em-
ployer may not aggregate a plan (with-
in the meaning of § 1.410(b)–7) that is 
using the ACP safe harbor provisions of 

section 401(m)(11) or 401(m)(12) and an-
other plan that is using the ACP test of 
section 401(m)(2). 

(iv) Disaggregation of plans and sepa-
rate testing—(A) In general. If employee 
contributions or matching contribu-
tions are included in a plan (within the 
meaning of § 1.410(b)–7(b)) that is 
mandatorily disaggregated under the 
rules of section 410(b) (as modified by 
this paragraph (b)(4)), the matching 
contributions and employee contribu-
tions under that plan must be 
disaggregated in a consistent manner. 
For example, in the case of an em-
ployer that is treated as operating 
qualified separate lines of business 
under section 414(r), if the eligible em-
ployees under a plan which provides for 
employee contributions or matching 
contributions are in more than one 
qualified separate line of business, only 
those employees within each qualified 
separate line of business may be taken 
into account in determining whether 
each disaggregated portion of the plan 
complies with the requirements of sec-
tion 401(m), unless the employer is ap-
plying the special rule for employer- 
wide plans in § 1.414(r)–1(c)(2)(ii) with 
respect to the plan. Similarly, if a plan 
that provides for employee contribu-
tions or matching contributions under 
which employees are permitted to par-
ticipate before they have completed 
the minimum age and service require-
ments of section 410(a)(1) applies sec-
tion 410(b)(4)(B) for determining wheth-
er the plan complies with section 
410(b)(1), then the plan must be treated 
as two separate plans, one comprising 
all eligible employees who have met 
the minimum age and service require-
ments of section 410(a)(1) and one com-
prising all eligible employees who have 
not met the minimum age and service 
requirements of section 410(a)(1), unless 
the plan is using the rule in § 1.401(m)– 
2(a)(1)(iii)(A). 

(B) Restructuring prohibited. Restruc-
turing under § 1.401(a)(4)–9(c) may not 
be used to demonstrate compliance 
with the requirements of section 
401(m). See § 1.401(a)(4)–9(c)(3)(ii). 

(v) Certain disaggregation rules not ap-
plicable. The mandatory disaggregation 
rules relating to section 401(k) plans 
and section 401(m) plans set forth in 
§ 1.410(b)–7(c)(1) and to ESOP and non- 
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ESOP portions of a plan set forth in 
§ 1.410(b)–7(c)(2) shall not apply for pur-
poses of this section and §§ 1.401(m)–2 
through 1.401(m)–5. Accordingly, not-
withstanding § 1.410(b)–7(d)(2), an ESOP 
and a non-ESOP which are different 
plans (within the meaning of section 
414(l), as described in § 1.410(b)–7(b)) are 
permitted to be aggregated for these 
purposes. 

(c) Additional requirements—(1) Sepa-
rate testing for employee contributions 
and matching contributions. Under 
§ 1.410(b)–7(c)(1), the group of employees 
who are eligible to make employee con-
tributions or eligible to receive match-
ing contributions must satisfy the re-
quirements of section 410(b) as if those 
employees were covered under a sepa-
rate plan. The determination of wheth-
er the separate plan satisfies the re-
quirements of section 410(b) must be 
made without regard to the modifica-
tions to the disaggregation rules set 
forth in paragraph (b)(4)(v) of this sec-
tion. In addition, except as expressly 
permitted under section 401(k), 
410(b)(2)(A)(ii), or 416(c)(2)(A), employee 
contributions, matching contributions 
and elective contributions taken into 
account under § 1.401(m)–2(a)(6) may 
not be taken into account for purposes 
of determining whether any other con-
tributions under any plan (including 
the plan to which the employee con-
tributions or matching contributions 
are made) satisfy the requirements of 
section 401(a). See also § 1.401(a)(4)– 
11(g)(3)(vii) for special rules relating to 
corrections of violations of the min-
imum coverage requirements or dis-
criminatory rates of matching con-
tributions. 

(2) Plan provision requirement. A plan 
that provides for employee contribu-
tions or matching contributions satis-
fies this section only if it provides that 
the nondiscrimination requirements of 
section 401(m) will be met. Thus, the 
plan must provide for satisfaction of 
one of the specific alternatives de-
scribed in paragraph (b)(1) of this sec-
tion and, if with respect to that alter-
native there are optional choices, 
which of the optional choices will 
apply. For example, a plan that uses 
the ACP test of section 401(m)(2), as de-
scribed in paragraph (b)(1)(i) of this 
section, must specify whether it is 

using the current year testing method 
or prior year testing method. Addition-
ally, a plan that uses the prior year 
testing method must specify whether 
the ACP for eligible NHCEs for the 
first plan year is 3% or the ACP for the 
eligible NHCEs for the first plan year. 
Similarly, a plan that uses the safe 
harbor method of section 401(m)(11) or 
401(m)(12), as described in paragraphs 
(b)(1)(ii) and (b)(1)(iii) of this section, 
must specify the default percentages 
that apply for the plan year and wheth-
er the safe harbor contribution will be 
the nonelective safe harbor contribu-
tion or the matching safe harbor con-
tribution, and is not permitted to pro-
vide that ACP testing will be used if 
the requirements for the safe harbor 
are not satisfied. For purposes of this 
paragraph (c)(2), a plan may incor-
porate by reference the provisions of 
section 401(m)(2) and § 1.401(m)–2 if that 
is the nondiscrimination test being ap-
plied. The Commissioner may, in guid-
ance of general applicability, published 
in the Internal Revenue Bulletin (see 
§ 601.601(d)(2) of this chapter), specify 
the options that will apply under the 
plan if the nondiscrimination test is in-
corporated by reference in accordance 
with the preceding sentence. 

(d) Effective date—(1) General rule. Ex-
cept as otherwise provided in this para-
graph (d), this section and §§ 1.401(m)–2 
through 1.401(m)–5 apply to plan years 
that begin on or after January 1, 2006. 

(2) Early implementation permitted. A 
plan is permitted to apply the rules of 
this section and §§ 1.401(m)–2 through 
1.401(m)–5 to any plan year that ends 
after December 29, 2004, provided the 
plan applies all the rules of this section 
and §§ 1.401(m)–2 through 1.401(m)–5 and 
all the rules of §§ 1.401(k)–1 through 
1.401(k)–6, to the extent applicable, for 
that plan year and all subsequent plan 
years. 

(3) Applicability of prior regulations. 
For any plan year, before a plan applies 
this section and §§ 1.401(m)–2 through 
1.401(m)–5 (either the first plan year be-
ginning on or after January 1, 2006 or 
such earlier year, as provided in para-
graph (d)(2) of this section), § 1.401(m)– 
1 and § 1.401(m)–2 (as they appeared in 
the April 1, 2004 edition of 26 CFR part 
1) apply to the plan to the extent those 
sections, as they so appear, reflect the 
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statutory provisions of section 401(m) 
as in effect for the relevant year. 

[T.D. 9169, 69 FR 78184, Dec. 29, 2004, as 
amended by T.D. 9447, 74 FR 8210, Feb. 24, 
2009] 

§ 1.401(m)–2 ACP test. 
(a) Actual contribution percentage 

(ACP) test—(1) In general—(i) ACP test 
formula. A plan satisfies the ACP test 
for a plan year only if— 

(A) The ACP for the eligible HCEs for 
the plan year is not more than the ACP 
for the eligible NHCEs for the applica-
ble year multiplied by 1.25; or 

(B) The excess of the ACP for the eli-
gible HCEs for the plan year over the 
ACP for the eligible NHCEs for the ap-
plicable year is not more than 2 per-
centage points, and the ACP for the eli-
gible HCEs for the plan year is not 
more than the ACP for the eligible 
NHCEs for the applicable year multi-
plied by 2. 

(ii) HCEs as sole eligible employees. If, 
for the applicable year there are no eli-
gible NHCEs (i.e., all of the eligible em-
ployees under the plan for the applica-
ble year are HCEs), the plan is deemed 
to satisfy the ACP test. 

(iii) Special rule for early participation. 
If a plan providing for employee con-
tributions or matching contributions 
provides that employees are eligible to 
participate before they have completed 
the minimum age and service require-
ments of section 410(a)(1)(A), and if the 
plan applies section 410(b)(4)(B) in de-
termining whether the plan meets the 
requirements of section 410(b)(1), then 
in determining whether the plan meets 
the requirements under paragraph 
(a)(1) of this section either— 

(A) Pursuant to section 401(m)(5)(C), 
the ACP test is performed under the 
plan (determined without regard to 
disaggregation under § 1.410(b)–7(c)(3)), 
using the ACP for all eligible HCEs for 
the plan year and the ACP of eligible 
NHCEs for the applicable year, dis-
regarding all NHCEs who have not met 
the minimum age and service require-
ments of section 410(a)(1)(A); or 

(B) Pursuant to § 1.401(m)–1(b)(4), the 
plan is disaggregated into separate 
plans and the ACP test is performed 
separately for all eligible employees 
who have completed the minimum age 
and service requirements of section 

410(a)(1)(A) and for all eligible employ-
ees who have not completed the min-
imum age and service requirements of 
section 410(a)(1)(A). 

(2) Determination of ACP—(i) General 
rule. The ACP for a group of eligible 
employees (either eligible HCEs or eli-
gible NHCEs) for a plan year or appli-
cable year is the average of the ACRs 
of eligible employees in the group for 
that year. The ACP for a group of eligi-
ble employees is calculated to the 
nearest hundredth of a percentage 
point. 

(ii) Determination of applicable year 
under current year and prior year testing 
method. The ACP test is applied using 
the prior year testing method or the 
current year testing method. Under the 
prior year testing method, the applica-
ble year for determining the ACP for 
the eligible NHCEs is the plan year im-
mediately preceding the plan year for 
which the ACP test is being calculated. 
Under the prior year testing method, 
the ACP for the eligible NHCEs is de-
termined using the ACRs for the eligi-
ble employees who were NHCEs in that 
preceding plan year, regardless of 
whether those NHCEs are eligible em-
ployees or NHCEs in the plan year for 
which the ACP test is being performed. 
Under the current year testing method, 
the applicable year for determining the 
ACP for eligible NHCEs is the same 
plan year as the plan year for which 
the ACP test is being calculated. Under 
either method, the ACP for the eligible 
HCEs is determined using the ACRs of 
eligible employees who are HCEs for 
the plan year for which the ACP test is 
being performed. See paragraph (c) of 
this section for additional rules for the 
prior year testing method. 

(3) Determination of ACR—(i) General 
rule. The ACR of an eligible employee 
for the plan year or applicable year is 
the sum of the employee contributions 
and matching contributions taken into 
account with respect to such employee 
(determined under the rules of para-
graphs (a)(4) and (5) of this section), 
and the qualified nonelective and elec-
tive contributions taken into account 
under paragraph (a)(6) of this section 
for the year, divided by the employee’s 
compensation taken into account for 
the year. The ACR is calculated to the 
nearest hundredth of a percentage 
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point. If no employee contributions, 
matching contributions, elective con-
tributions, or qualified nonelective 
contributions are taken into account 
under this section with respect to an 
eligible employee for the year, the ACR 
of the employee is zero. 

(ii) ACR of HCEs eligible under more 
than one plan—(A) General rule. Pursu-
ant to section 401(m)(2)(B), the ACR of 
an HCE who is an eligible employee in 
more than one plan of an employer to 
which matching contributions or em-
ployee contributions are made is cal-
culated by treating all contributions 
with respect to such HCE under any 
such plan as being made under the plan 
being tested. Thus, the ACR for such an 
HCE is calculated by accumulating all 
matching contributions and employee 
contributions under any plan (other 
than a plan described in paragraph 
(a)(3)(ii)(B) of this section) that would 
be taken into account under this sec-
tion for the plan year, if the plan under 
which the contribution was made ap-
plied this section and had the same 
plan year. For example, in the case of 
a plan with a 12-month plan year, the 
ACR for the plan year of that plan for 
an HCE who participates in multiple 
plans of the same employer that pro-
vide for matching contributions or em-
ployee contributions is the sum of all 
such contributions during such 12- 
month period that would be taken into 
account with respect to the HCE under 
all plans in which the HCE is an eligi-
ble employee, divided by the HCE’s 
compensation for that 12-month period 
(determined using the compensation 
definition for the plan being tested), 
without regard to the plan year of the 
other plans and whether those plans 
are satisfying this section or § 1.401(m)– 
3. 

(B) Plans not permitted to be aggre-
gated. Contributions under plans that 
are not permitted to be aggregated 
under § 1.401(m)–1(b)(4) (determined 
without regard to the prohibition on 
aggregating plans with inconsistent 
testing methods set forth in § 1.401(m)– 
1(b)(4)(iii)(B) and the prohibition on ag-
gregating plans with different plan 
years set forth in § 1.410(b)–7(d)(5)) are 
not aggregated under this paragraph 
(a)(3)(ii). 

(iii) Example. The following example 
illustrates the application of paragraph 
(a)(3)(ii) of this section. See also 
§ 1.401(k)–2(a)(3)(iii) for additional ex-
amples of the application of the par-
allel rule under section 401(k)(3)(A). 
The example is as follows: 

Example. Employee A, an HCE with com-
pensation of $120,000, is eligible to make em-
ployee contributions under Plan S and Plan 
T, two calendar-year profit-sharing plans of 
Employer H. Plan S and Plan T use the same 
definition of compensation. Plan S provides 
a match equal to 50% of each employee’s 
contributions and Plan T has no match. Dur-
ing the current plan year, Employee A elects 
to contribute $4,000 in employee contribu-
tions to Plan T and $4,000 in employee con-
tributions to Plan S. There are no other con-
tributions made on behalf of Employee A. 
Each plan must calculate Employee A’s ACR 
by dividing the total employee contributions 
by Employee A and matching contributions 
under both plans by $120,000. Therefore, Em-
ployee A’s ACR under each plan is 8.33% 
($4,000 + $4,000 + $2,000/$120,000). 

(4) Employee contributions and match-
ing contributions taken into account 
under the ACP test—(i) Employee con-
tributions. An employee contribution is 
taken into account in determining the 
ACR for an eligible employee for the 
plan year or applicable year in which 
the contribution is made. For purposes 
of the preceding sentence, an amount 
withheld from an employee’s pay (or a 
payment by the employee to an agent 
of the plan) is treated as contributed at 
the time of such withholding (or pay-
ment) if the funds paid are transmitted 
to the trust within a reasonable period 
after the withholding (or payment). 

(ii) Recharacterized elective contribu-
tions. Excess contributions recharacter-
ized in accordance with § 1.401(k)–2(b)(3) 
are taken into account as employee 
contributions for the plan year that in-
cludes the time at which the excess 
contribution is includible in the gross 
income of the employee under 
§ 1.401(k)–2(b)(3)(ii). 

(iii) Matching contributions. A match-
ing contribution is taken into account 
in determining the ACR for an eligible 
employee for a plan year or applicable 
year only if each of the following re-
quirements is satisfied— 

(A) The matching contribution is al-
located to the employee’s account 
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under the terms of the plan as of a date 
within that year; 

(B) The matching contribution is 
made on account of (or the matching 
contribution is allocated on the basis 
of) the employee’s elective deferrals or 
employee contributions for that year; 
and 

(C) The matching contribution is ac-
tually paid to the trust no later than 
the end of the 12-month period imme-
diately following the year that con-
tains that date. 

(5) Employee contributions and match-
ing contributions not taken into account 
under the ACP test—(i) General rule. 
Matching contributions that do not 
satisfy the requirements of paragraph 
(a)(4)(iii) of this section may not be 
taken into account in the ACP test for 
the plan year with respect to which the 
contributions were made, or for any 
other plan year. Instead, the amount of 
the matching contributions must sat-
isfy the requirements of section 
401(a)(4) (without regard to the ACP 
test) for the plan year for which they 
are allocated under the plan as if they 
were nonelective contributions and 
were the only nonelective contribu-
tions for that year. See §§ 1.401(a)(4)– 
1(b)(2)(ii)(B) and 1.410(b)–7(c)(1). 

(ii) Disproportionate matching con-
tributions—(A) Matching contributions in 
excess of 100%. A matching contribution 
with respect to an elective deferral for 
an NHCE is not taken into account 
under the ACP test to the extent it ex-
ceeds the greatest of: 

(1) 5% of compensation; 
(2) the employee’s elective deferrals 

for a year; and 
(3) the product of 2 times the plan’s 

representative matching rate and the 
employee’s elective deferrals for a 
year. 

(B) Representative matching rate. For 
purposes of this paragraph (a)(5)(ii), the 
plan’s representative matching rate is 
the lowest matching rate for any eligi-
ble NHCE among a group of NHCEs 
that consists of half of all eligible 
NHCEs in the plan for the plan year 
who make elective deferrals for the 
plan year (or, if greater, the lowest 
matching rate for all eligible NHCEs in 
the plan who are employed by the em-
ployer on the last day of the plan year 

and who make elective deferrals for the 
plan year). 

(C) Definition of matching rate. For 
purposes of this paragraph (a)(5)(ii), the 
matching rate for an employee gen-
erally is the matching contributions 
made for such employee divided by the 
employee’s elective deferrals for the 
year. If the matching rate is not the 
same for all levels of elective deferrals 
for an employee, the employee’s 
matching rate is determined assuming 
that an employee’s elective deferrals 
are equal to 6 percent of compensation. 

(D) Application to matching contribu-
tions that match employee contributions. 
If a plan provides a match with respect 
to the sum of the employee’s employee 
contributions and elective deferrals, 
that sum is substituted for the amount 
of the employee’s elective deferrals in 
paragraphs (a)(5)(ii) (A) and (C) of this 
section and employees who make ei-
ther employee contributions or elec-
tive deferrals are taken into account 
under paragraph (a)(5)(ii)(B) of this sec-
tion. Similarly, if a plan provides a 
match with respect to the employee’s 
employee contributions, but not elec-
tive deferrals, the employee’s employee 
contributions are substituted for the 
amount of the employee’s elective de-
ferrals in paragraphs (a)(5)(ii) (A) and 
(C) of this section and employees who 
make employee contributions are 
taken into account under paragraph 
(a)(5)(ii)(B) of this section. 

(iii) Qualified matching contributions 
used to satisfy the ADP test. Qualified 
matching contributions that are taken 
into account for the ADP test of sec-
tion 401(k)(3) under § 1.401(k)–2(a)(6) are 
not taken into account in determining 
an eligible employee’s ACR. 

(iv) Matching contributions taken into 
account under safe harbor provisions. A 
plan that satisfies the ACP safe harbor 
requirements of section 401(m)(11) or 
401(m)(12) for a plan year but nonethe-
less must satisfy the requirements of 
this section because it provides for em-
ployee contributions for such plan year 
is permitted to apply this section dis-
regarding all matching contributions 
with respect to all eligible employees. 
In addition, a plan that satisfies the 
ADP safe harbor requirements of 
§ 1.401(k)–3 for a plan year using quali-
fied matching contributions but does 
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not satisfy the ACP safe harbor re-
quirements of section 401(m)(11) or 
401(m)(12) for such plan year is per-
mitted to apply this section by exclud-
ing matching contributions with re-
spect to all eligible employees that do 
not exceed 4 percent (31⁄2 percent in the 
case of a plan that satisfies the ADP 
safe harbor under section 401(k)(13)) of 
each employee’s compensation. If a 
plan disregards matching contributions 
pursuant to this paragraph (a)(5)(iv), 
the disregard must apply with respect 
to all eligible employees. 

(v) Treatment of forfeited matching con-
tributions. A matching contribution 
that is forfeited because the contribu-
tion to which it relates is treated as an 
excess contribution, excess deferral, 
excess aggregate contribution, or de-
fault elective contribution that is dis-
tributed under section 414(w), is not 
taken into account for purposes of this 
section. 

(vi) Additional employee contributions 
or matching contributions pursuant to 
section 414(u). Additional employee con-
tributions and matching contributions 
made by reason of an eligible employ-
ee’s qualified military service under 
section 414(u) are not taken into ac-
count under paragraph (a)(4) of this 
section for the plan year for which the 
contributions are made, or for any 
other plan year. 

(6) Qualified nonelective contributions 
and elective contributions that may be 
taken into account under the ACP test. 
Qualified nonelective contributions 
and elective contributions may be 
taken into account in determining the 
ACR for an eligible employee for a plan 
year or applicable year, but only to the 
extent the contributions satisfy the 
following requirements— 

(i) Timing of allocation. The qualified 
nonelective contribution is allocated 
to the employee’s account as of a date 
within that year (within the meaning 
of § 1.401(k)–2(a)(4)(i)(A)) and the elec-
tive contribution satisfies § 1.401(k)– 
2(a)(4)(i). Consequently, under the prior 
year testing method, in order to be 
taken into account in calculating the 
ACP for the group of eligible NHCEs 
for the applicable year, a qualified non-
elective contribution must be contrib-
uted no later than the end of the 12- 
month period following the applicable 

year even though the applicable year is 
different than the plan year being test-
ed. 

(ii) Elective contributions taken into ac-
count under the ACP test. Elective con-
tributions may be taken into account 
for the ACP test only if the cash or de-
ferred arrangement under which the 
elective contributions are made is re-
quired to satisfy the ADP test in 
§ 1.401(k)–2(a)(1) and, then only to the 
extent that the cash or deferred ar-
rangement would satisfy that test, in-
cluding such elective contributions in 
the ADP for the plan year or applicable 
year. Thus, for example, elective defer-
rals made pursuant to a salary reduc-
tion agreement under an annuity de-
scribed in section 403(b) are not per-
mitted to be taken into account in an 
ACP test. Similarly, elective contribu-
tions under a cash or deferred arrange-
ment that is using the section 401(k) 
safe harbor described in § 1.401(k)–3 can-
not be taken into account in an ACP 
test. In addition, for plan years ending 
on or after November 8, 2007, elective 
contributions which are not permitted 
to be taken into account for the ADP 
test for the plan year under § 1.401(k)– 
2(a)(5)(ii), (iii), (v), or (vi) are not per-
mitted to be taken into account for the 
ACP test. 

(iii) Requirement that amount satisfy 
section 401(a)(4). The amount of non-
elective contributions, including those 
qualified nonelective contributions 
taken into account under this para-
graph (a)(6) and those qualified non-
elective contributions taken into ac-
count for the ADP test under para-
graph § 1.401(k)–2(a)(6), and the amount 
of nonelective contributions, excluding 
those qualified nonelective contribu-
tions taken into account under this 
paragraph (a)(6) for the ACP test and 
those qualified nonelective contribu-
tions taken into account for the ADP 
test under paragraph § 1.401(k)–2(a)(6), 
satisfies the requirements of section 
401(a)(4). See § 1.401(a)(4)–1(b)(2). In the 
case of an employer that is applying 
the special rule for employer-wide 
plans in § 1.414(r)–1(c)(2)(ii) with respect 
to the plan, the determination of 
whether the qualified nonelective con-
tributions satisfy the requirements of 
this paragraph (a)(6)(iii) must be made 
on an employer-wide basis regardless of 
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whether the plans to which the quali-
fied nonelective contributions are 
made are satisfying the requirements 
of section 410(b) on an employer-wide 
basis. Conversely, in the case of an em-
ployer that is treated as operating 
qualified separate lines of business, and 
does not apply the special rule for em-
ployer-wide plans in § 1.414(r)–1(c)(2)(ii) 
with respect to the plan, then the de-
termination of whether the 
qualifiednonelective contributions sat-
isfy the requirements of this paragraph 
(a)(6)(iii) is not permitted to be made 
on an employer-wide basis regardless of 
whether the plans to which the quali-
fied nonelective contributions are 
made are satisfying the requirements 
of section 410(b) on that basis. 

(iv) Aggregation must be permitted. The 
plan that provides for employee or 
matching contributions and the plan or 
plans to which the qualified nonelec-
tive contributions or elective contribu-
tions are made are plans that would be 
permitted to be aggregated under 
§ 1.401(m)–1(b)(4). If the plan year of the 
plan that provides for employee or 
matching contributions is changed to 
satisfy the requirement under 
§ 1.410(b)–7(d)(5) that aggregated plans 
have the same plan year, qualified non-
elective contributions and elective con-
tributions may be taken into account 
in the resulting short plan year only if 
such qualified nonelective and elective 
contributions could have been taken 
into account under an ADP test for a 
plan with that same short plan year. 

(v) Disproportionate contributions not 
taken into account—(A) General rule. 
Qualified nonelective contributions 
cannot be taken into account for an ap-
plicable year for an NHCE to the ex-
tent such contributions exceed the 
product of that NHCE’s compensation 
and the greater of 5% and 2 times the 
plan’s representative contribution rate. 
Any qualified nonelective contribution 
taken into account in an ADP test 
under § 1.401(k)–2(a)(6) (including the 
determination of the representative 
contribution rate for purposes of 
§ 1.401(k)–2(a)(6)(iv)(B)) is not permitted 
to be taken into account for purposes 
of this paragraph (a)(6) (including the 
determination of the representative 
contribution rate for purposes of para-
graph (a)(6)(v)(B) of this section). 

(B) Definition of representative con-
tribution rate. For purposes of this para-
graph (a)(6)(v), the plan’s representa-
tive contribution rate is the lowest ap-
plicable contribution rate of any eligi-
ble NHCE among a group of eligible 
NHCEs that consists of half of all eligi-
ble NHCEs for the plan year (or, if 
greater, the lowest applicable contribu-
tion rate of any eligible NHCE in the 
group of all eligible NHCEs for the ap-
plicable year and who is employed by 
the employer on the last day of the ap-
plicable year). 

(C) Definition of applicable contribution 
rate. For purposes of this paragraph 
(a)(6)(v), the applicable contribution 
rate for an eligible NHCE is the sum of 
the matching contributions taken into 
account under this section for the em-
ployee for the plan year and the quali-
fied nonelective contributions made for 
that employee for the plan year, di-
vided by that employee’s compensation 
for the same period. 

(D) Special rule for prevailing wage 
contributions. Notwithstanding para-
graph (a)(6)(v)(A) of this section, quali-
fied nonelective contributions that are 
made in connection with an employer’s 
obligation to pay prevailing wages 
under the Davis-Bacon Act (46 Stat. 
1494), Pub. L. 71–798, Service Contract 
Act of 1965 (79 Stat. 1965), Pub. L. 89– 
286, or similar legislation can be taken 
into account for a plan year for an 
NHCE to the extent such contributions 
do not exceed 10 percent of that 
NHCE’s compensation. 

(vi) Contribution only used once. Quali-
fied nonelective contributions cannot 
be taken into account under this para-
graph (a)(6) to the extent such con-
tributions are taken into account for 
purposes of satisfying any other ACP 
test, any ADP test, or the require-
ments of § 1.401(k)–3, 1.401(m)–3 or 
1.401(k)–4. Thus, for example, qualified 
nonelective contributions that are 
made pursuant to § 1.401(k)–3(b) cannot 
be taken into account under the ACP 
test. Similarly, if a plan switches from 
the current year testing method to the 
prior year testing method pursuant to 
§ 1.401(m)–2(c)(1), qualified nonelective 
contributions that are taken into ac-
count under the current year testing 
method for a plan year may not be 
taken into account under the prior 
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year testing method for the next plan 
year. 

(7) Examples. The following examples 
illustrate the application of this para-
graph (a). See § 1.401(k)–2(a)(6) for addi-
tional examples of the parallel rules 
under section 401(k)(3)(A). The exam-
ples are as follows: 

Example 1. (i) Employer L maintains Plan 
U, a profit-sharing plan under which $.50 
matching contributions are made for each 
dollar of employee contributions. Plan U 
uses the current year testing method. The 
chart below shows the average employee con-
tributions (as a percentage of compensation) 
and matching contributions (as a percentage 
of compensation) for Plan U’s HCEs and 
NHCEs for the 2006 plan year: 

Employee con-
tributions 

(percentage) 

Matching contributions 
(percentage) 

Actual contribution 
(percentage) 

Highly compensated employees ........................................... 4 2 6 
Nonhighly compensated employees ..................................... 3 1 .5 4 .5 

(ii) The matching rate for all NHCEs is 50% 
and thus the matching contributions are not 
disproportionate under paragraph (a)(5)(ii) of 
this section. Accordingly, they are taken 
into account in determining the ACR of eli-
gible employees. 

(iii) Because the ACP for the HCEs (6.0%) 
exceeds 5.63% (4.5%×1.25), Plan U does not 
satisfy the ACP test under paragraph 
(a)(1)(i)(A) of this section. However, because 
the ACP for the HCEs does not exceed the 
ACP for the NHCEs by more than 2 percent-
age points and the ACP for the HCEs does 
not exceed the ACP for the NHCEs multi-
plied by 2 (4.5%×2 = 9%), the plan satisfies 
the ACP test under paragraph (a)(1)(i)(B) of 
this section. 

Example 2. (i) Employees A through F are 
eligible employees in Plan V, a profit-shar-
ing plan of Employer M that includes a cash 
or deferred arrangement and permits em-
ployee contributions. Under Plan V, a $.50 
matching contribution is made for each dol-
lar of elective contributions and employee 
contributions. Plan V uses the current year 
testing method and does not provide for elec-
tive contributions to be taken into account 
in determining an eligible employee’s ACR. 
For the 2006 plan year, Employees A and B 
are HCEs and the remaining employees are 
NHCEs. The compensation, elective con-
tributions, employee contributions, and 
matching contributions for the 2006 plan 
year are shown in the following table: 

Employee Compensation Elective contribu-
tions 

Employee con-
tributions 

Matching con-
tributions 

A ............................................................................ $190,000 $15,000 $3,500 $9,250 
B ............................................................................ 100,000 5,000 10,000 7,500 
C ............................................................................ 85,000 12,000 0 6,000 
D ............................................................................ 70,000 9,500 0 4,750 
E ............................................................................ 40,000 10,000 0 5,000 
F ............................................................................ 10,000 0 0 0 

(ii) The matching rate for all NHCEs is 50% 
and thus the matching contributions are not 
disproportionate under paragraph (a)(5)(ii) of 
this section. Accordingly, they are taken 

into account in determining the ACR of eli-
gible employees, as shown in the following 
table: 

Employee Compensation Employee con-
tributions 

Matching con-
tributions 

ACR 
(percent) 

A ...................................................................... $190,000 $3,500 $9,250 6 .71 
B ...................................................................... 100,000 10,000 7,500 17 .50 
C ...................................................................... 85,000 0 6,000 7 .06 
D ...................................................................... 70,000 0 4,750 6 .79 
E ...................................................................... 40,000 0 5,000 12 .50 
F ...................................................................... 10,000 0 0 0 

(iii) The ACP for the HCEs is 12.11% ((6.71% 
+ 17.50%)/2). The ACP for the NHCEs is 6.59% 
((7.06% + 6.79% + 12.50% + 0.%)/4). Plan V 
fails to satisfy the ACP test under paragraph 

(a)(1)(i)(A) of this section because the ACP of 
HCEs is more than 125% of the ACP of the 
NHCEs (6.59%×1.25=8.24%). In addition, Plan 
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V fails to satisfy the ACP test under para-
graph (a)(1)(i)(B) of this section because the 
ACP for the HCEs exceeds the ACP of the 
other employees by more than 2 percentage 
points (6.59% + 2% = 8.59%). Therefore, the 
plan fails to satisfy the requirements of sec-
tion 401(m)(2) and paragraph (a)(1) of this 
section unless the ACP failure is corrected 
under paragraph (b) of this section. 

Example 3. (i) The facts are the same as Ex-
ample 2, except that the plan provides that 
the NHCEs’ elective contributions may be 
used to meet the requirements of section 
401(m) to the extent needed under that sec-
tion. 

(ii) Pursuant to paragraph (a)(6)(ii) of this 
section, the $10,000 of elective contributions 
for Employee E may be taken into account 
in determining the ACP rather than the ADP 
to the extent that the plan satisfies the re-
quirements of § 1.401(k)–2(a)(1) excluding 
from the ADP this $10,000. In this case, if the 
$10,000 were excluded from the ADP for the 
NHCEs, the ADP for the HCEs is 6.45% (7.89% 
+ 5.00%) /2 and the ADP for the NHCEs would 
be 6.92% (14.12% + 13.57% + 0% +0%)/4) and 
the plan would satisfy the requirements of 

§ 1.401(k)–2(a)(1) excluding from the ADP the 
elective contributions for NHCEs that are 
taken into account under section 401(m). 

(iii) After taking into account the $10,000 
of elective contributions for Employee E in 
the ACP test, the ACP for the NHCEs is 
12.84% (7.06% + 6.79% + 37.50 % + 0%) /4. 
Therefore the plan satisfies the ACP test be-
cause the ACP for the HCEs (12.11%) is less 
than 1.25 times the ACP for the NHCEs. 

Example 4. (i) The facts are the same as Ex-
ample 2, except that Plan V provides for a 
higher than 50% match rate on the elective 
contributions and employee contributions 
for all NHCEs. The match rate is defined as 
the rate, rounded up to the next whole per-
cent, necessary to allow the plan to satisfy 
the ACP test, but not in excess of 100%. In 
this case, an increase in the match rate from 
50% to 74% will be sufficient to allow the 
plan to satisfy the ACP test. Thus, for the 
2006 plan year, the compensation, elective 
contributions, employee contributions, 
matching contributions at a 74% match rate 
of the eligible NHCEs (employees C through 
F) are shown in the following table: 

Employee Compensation Elective contribu-
tions 

Employee con-
tributions 

Matching con-
tributions 

C ............................................................................ $85,000 $12,000 $0 $8,880 
D ............................................................................ 70,000 9,500 0 7,030 
E ............................................................................ 40,000 10,000 0 7,400 
F ............................................................................ 10,000 0 0 0 

(ii) The matching rate for all NHCEs is 74% 
and thus the matching contributions are not 
disproportionate under paragraph (a)(5)(ii) of 
this section. Therefore, the matching con-
tributions may be taken into account in de-
termining the ACP for the NHCEs. 

(iii) The ACP for the NHCEs is 9.75% 
(10.45% + 10.04% + 18.50% + 0%)/4. Because the 
ACP for the HCEs (12.11%) is less than 1.25 
times the ACP for the NHCEs, the plan satis-
fies the requirements of section 401(m). 

Example 5. (i) The facts are the same as Ex-
ample 4, except that: Employee E’s elective 
contributions are $2,000 (rather than $10,000) 
and pursuant to paragraph (a)(6)(ii) of this 

section, the $2,000 of elective contributions 
for Employee E are taken into account in de-
termining the ACP rather than the ADP. In 
addition, Plan V provides that the higher 
match rate is not limited to 100% and applies 
only for a specified group of NHCEs. The 
only member of that group is Employee E. 
Under the plan provision, the higher match 
rate is a 400% match. Thus, for the 2006 plan 
year, the compensation, elective contribu-
tions, employee contributions, matching 
contributions of the eligible NHCEs (employ-
ees C through F) are shown in the following 
table: 

Employee Compensation Elective contribu-
tions 

Employee con-
tributions 

Matching con-
tributions 

C ............................................................................ $85,000 $12,000 $0 $6,000 
D ............................................................................ 70,000 9,500 0 4,750 
E ............................................................................ 40,000 2,000 0 8,000 
F ............................................................................ 10,000 0 0 0 

(ii) If the entire matching contribution 
made on behalf of Employee E were taken 
into account under the ACP test, Plan V 
would satisfy the test, because the ACP for 
the NHCEs would be 9.71% (7.06% + 6.79% + 

25.00% + 0%)/4. Because the ACP for the 
HCEs (12.11%) is less than 1.25 times what 
the ACP for the NHCEs would be, the plan 
would satisfy the requirements of section 
401(m). 
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(iii) Pursuant to paragraph (a)(5)(ii) of this 
section, however, matching contributions for 
an eligible NHCE that exceed the greatest of 
5% of compensation, the employee’s elective 
deferrals and 2 times the product of the 
plan’s representative matching rate and the 
employee’s elective deferrals cannot be 
taken into account in applying the ACP test. 
The plan’s representative matching rate is 
the lowest matching rate for any eligible 
employee in a group of NHCEs that is at 
least half of all eligible employees who are 
NHCEs in the plan for the plan year who 
make elective contributions for the plan 
year. For Plan V, the group of NHCEs who 
make such contributions consists of Employ-
ees C, D and E. The matching rates for these 
three employees are 50%, 50% and 400% re-
spectively. The lowest matching rate for a 
group of NHCEs that is at least half of all 
the NHCEs who make elective contributions 
(or 2 NHCEs) is 50%. Because 400% is more 
than twice the plan’s representative match-
ing rate and the matching contributions ex-
ceed 5% of compensation, the full amount of 
matching contributions is not taken into ac-
count. Only $2,000 of the matching contribu-
tions made on behalf of Employee E (match-
ing contributions that do not exceed the 
greatest of 5% of compensation, the employ-
ee’s elective deferrals, or the product of 100% 
(2 times the representative matching rate) 
and the employee’s elective deferrals) satisfy 
the requirements of paragraph (a)(5)(ii) of 
this section and may be taken into account 
under the ACP test. Accordingly, the ACP 
for the NHCEs is 5.96% (7.06% + 6.79% + 10% 
+ 0%)/4 and the plan fails to satisfy the re-
quirements of section 401(m)(2) and para-
graph (a)(1) of this section unless the ACP 
failure is corrected under paragraph (b) of 
this section. 

Example 6. (i) The facts are the same as Ex-
ample 2, except that Plan V provides a QNEC 
equal to 13% of pay for Employee F that will 
be taken into account under the ACP test to 
the extent the contributions satisfy the re-
quirements of paragraph (a)(6) of this sec-
tion. 

(ii) Pursuant to paragraph (a)(6)(v) of this 
section, a QNEC cannot be taken into ac-
count in determining an NHCE’s ACR to the 
extent it exceeds the greater of 5% and the 
product of the employee’s compensation and 
the plan’s representative contribution rate. 
The plan’s representative contribution rate 
is two times the lowest applicable contribu-
tion rate for any eligible employee in a 
group of NHCEs that is at least half of all el-
igible employees who are NHCEs in the plan 
for the plan year. For Plan V, the applicable 
contribution rates for Employees C, D, E and 
F are 7.06%, 6.79%, 12.5% and 13% respec-
tively. The lowest applicable contribution 
rate for a group of NHCEs that is at least 
half of all the NHCEs is 12.50% (the lowest 

applicable contribution rate for the group of 
NHCEs that consists of Employees E and F). 

(iii) Under paragraph (a)(6)(v)(B) of this 
section, the plan’s representative contribu-
tion rate is 2 times 12.50% or 25.00%. Accord-
ingly, the QNECs for Employee F can be 
taken into account under the ACP test only 
to the extent they do not exceed 25.00% of 
compensation. In this case, all of the QNECs 
for Employee F may be taken into account 
under the ACP test. 

(iv) After taking into account the QNECs 
for Employee F, the ACP for the NHCEs is 
9.84% (7.06% + 6.79% + 12.50% + 13%)/4. Be-
cause the ACP for the HCEs (12.11%) is less 
than 1.25 times the ACP for the NHCEs, the 
plan satisfies the requirements of section 
401(m)(2) and paragraph (a)(1) of this section. 

(b) Correction of excess aggregate con-
tributions—(1) Permissible correction 
methods—(i) In general. A plan that pro-
vides for employee contributions or 
matching contributions does not fail to 
satisfy the requirements of section 
401(m)(2) and paragraph (a)(1) of this 
section if the employer, in accordance 
with the terms of the plan, uses either 
of the following correction methods— 

(A) Additional contributions. The em-
ployer makes additional contributions 
that are taken into account for the 
ACP test under this section that, in 
combination with the other contribu-
tions taken into account under this 
section, allow the plan to satisfy the 
requirements of paragraph (a)(1) of this 
section. 

(B) Excess aggregate contributions dis-
tributed or forfeited. Excess aggregate 
contributions are distributed or for-
feited in accordance with paragraph 
(b)(2) of this section. 

(ii) Combination of correction methods. 
A plan may provide for the use of ei-
ther of the correction methods de-
scribed in paragraph (b)(1)(i) of this 
section, may limit employee contribu-
tions or matching contributions in a 
manner that prevents excess aggregate 
contributions from being made, or may 
use a combination of these methods, to 
avoid or correct excess aggregate con-
tributions. If a plan uses a combination 
of correction methods, any contribu-
tions made under paragraph (b)(1)(i)(A) 
of this section must be taken into ac-
count before application of the correc-
tion method in paragraph (b)(1)(i)(B) of 
this section. 

(iii) Exclusive means of correction. A 
failure to satisfy the requirements of 
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paragraph (a)(1) of this section may not 
be corrected using any method other 
than one described in paragraph 
(b)(1)(i) or (ii) of this section. Thus, ex-
cess aggregate contributions for a plan 
year may not be corrected by forfeiting 
vested matching contributions, distrib-
uting nonvested matching contribu-
tions, recharacterizing matching con-
tributions, or not making matching 
contributions required under the terms 
of the plan. Similarly, excess aggregate 
contributions for a plan year may not 
remain unallocated or be allocated to a 
suspense account for allocation to one 
or more employees in any future year. 
In addition, excess aggregate contribu-
tions may not be corrected using the 
retroactive correction rules of 
§ 1.401(a)(4)–11(g). See § 1.401(a)(4)– 
11(g)(3)(vii) and (5). 

(2) Correction through distribution—(i) 
General rule. This paragraph (b)(2) con-
tains the rules for correction of excess 
aggregate contributions through a dis-
tribution from the plan. Correction 
through a distribution generally in-
volves a 4-step process. First, the plan 
must determine, in accordance with 
paragraph (b)(2)(ii) of this section, the 
total amount of excess aggregate con-
tributions that must be distributed 
under the plan. Second, the plan must 
apportion the total amount of excess 
aggregate contributions among the 
HCEs in accordance with paragraph 
(b)(2)(iii) of this section. Third, the 
plan must determine the income allo-
cable to excess aggregate contributions 
in accordance with paragraph (b)(2)(iv) 
of this section. Finally, the plan must 
distribute the apportioned contribu-
tions, together with allocable income 
(or forfeit the apportioned matching 
contributions, if forfeitable) in accord-
ance with paragraph (b)(2)(v) of this 
section. Paragraph (b)(2)(vi) of this sec-
tion provides rules relating to the tax 
treatment of these distributions. 

(ii) Calculation of total amount to be 
distributed. The following procedures 
must be used to determine the total 
amount of the excess aggregate con-
tributions to be distributed— 

(A) Calculate the dollar amount of ex-
cess aggregate contributions for each 
HCE. The amount of excess aggregate 
contributions attributable to an HCE 
for a plan year is the amount (if any) 

by which the HCE’s contributions 
taken into account under this section 
must be reduced for the HCE’s ACR to 
equal the highest permitted ACR under 
the plan. To calculate the highest per-
mitted ACR under a plan, the ACR of 
the HCE with the highest ACR is re-
duced by the amount required to cause 
that HCE’s ACR to equal the ACR of 
the HCE with the next highest ACR. If 
a lesser reduction would enable the 
plan to satisfy the requirements of 
paragraph (b)(2)(ii)(C) of this section, 
only this lesser reduction applies. 

(B) Determination of the total amount 
of excess aggregate contributions. The 
process described in paragraph 
(b)(2)(ii)(A) of this section must be re-
peated until the plan would satisfy the 
requirements of paragraph (b)(2)(ii)(C) 
of this section. The sum of all reduc-
tions for all HCEs determined under 
paragraph (b)(2)(ii)(A) of this section is 
the total amount of excess aggregate 
contributions for the plan year. 

(C) Satisfaction of ACP. A plan satis-
fies this paragraph (b)(2)(ii)(C) if the 
plan would satisfy the requirements of 
paragraph (a)(1)(i) of this section if the 
ACR for each HCE were determined 
after the reductions described in para-
graph (b)(2)(ii)(A) of this section. 

(iii) Apportionment of total amount of 
excess aggregate contributions among the 
HCEs. The following procedures must 
be used in apportioning the total 
amount of excess aggregate contribu-
tions determined under paragraph 
(b)(2)(ii) of this section among the 
HCEs— 

(A) Calculate the dollar amount of ex-
cess aggregate contributions for each 
HCE. The contributions with respect to 
the HCE with the highest dollar 
amount of contributions taken account 
under this section are reduced by the 
amount required to cause that HCE’s 
contributions to equal the dollar 
amount of contributions taken into ac-
count under this section for the HCE 
with the next highest dollar amount of 
such contributions. If a lesser appor-
tionment to the HCE would enable the 
plan to apportion the total amount of 
excess aggregate contributions, only 
the lesser apportionment would apply. 

(B) Limit on amount apportioned to any 
HCE. For purposes of this paragraph 
(b)(2)(iii), the contributions for an HCE 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00428 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



417 

Internal Revenue Service, Treasury § 1.401(m)–2 

who is an eligible employee in more 
than one plan of an employer to which 
matching contributions and employee 
contributions are made is determined 
by adding together all contributions 
otherwise taken into account in deter-
mining the ACR of the HCE under the 
rules of paragraph (a)(3)(ii) of this sec-
tion. However, the amount of contribu-
tions apportioned with respect to an 
HCE must not exceed the amount of 
contributions taken into account under 
this section that were actually made 
on behalf of the HCE to the plan for the 
plan year. Thus, in the case of an HCE 
who is an eligible employee in more 
than one plan of the same employer to 
which employee contributions or 
matching contributions are made and 
whose ACR is calculated in accordance 
with paragraph (a)(3)(ii) of this section, 
the amount distributed under this 
paragraph (b)(2)(iii) will not exceed 
such contributions actually contrib-
uted to the plan for the plan year that 
are taken into account under this sec-
tion for the plan year. 

(C) Apportionment to additional HCEs. 
The procedure in paragraph 
(b)(2)(iii)(A) of this section must be re-
peated until the total amount of excess 
aggregate contributions have been ap-
portioned. 

(iv) Income allocable to excess aggregate 
contributions—(A) General rule. For plan 
years beginning on or after January 1, 
2008, the income allocable to excess ag-
gregate contributions is equal to the 
allocable gain or loss through the end 
of the plan year. See paragraph 
(b)(2)(iv)(D) of this section for rules 
that apply to plan years beginning be-
fore January 1, 2008. 

(B) Method of allocating income. A 
plan may use any reasonable method 
for computing the income allocable to 
excess aggregate contributions, pro-
vided that the method does not violate 
section 401(a)(4), is used consistently 
for all participants and for all correc-
tive distributions under the plan for 
the plan year, and is used by the plan 
for allocating income to participants’ 
accounts. See § 1.401(a)(4)–1(c)(8). A plan 
will not fail to use a reasonable method 
for computing the income allocable to 
excess contributions merely because 
the income allocable to excess aggre-
gate contributions is determined on a 

date that is no more than 7 days before 
the distribution. 

(C) Alternative method of allocating in-
come for the plan year. A plan may allo-
cate income to excess aggregate con-
tributions for the plan year by multi-
plying the income for the plan year al-
locable to employee contributions, 
matching contributions and other 
amounts taken into account under this 
section (including the contributions for 
the year), by a fraction, the numerator 
of which is the excess aggregate con-
tributions for the employee for the 
plan year, and the denominator of 
which is the sum of the— 

(1) Account balance attributable to 
employee contributions and matching 
contributions and other amounts taken 
into account under this section as of 
the beginning of the plan year; and 

(2) Any additional such contributions 
for the plan year. 

(D) Plan years before 2008. For plan 
years beginning before January 1, 2008, 
the income allocable to excess aggre-
gate contributions is determined under 
§ 1.401(m)–2(b)(2)(iv) (as it appeared in 
the April 1, 2007, edition of 26 CFR part 
1). 

(E) Allocable income for recharacterized 
elective contributions. If recharacterized 
elective contributions are distributed 
as excess aggregate contributions, the 
income allocable to the excess aggre-
gate contributions is determined as if 
recharacterized elective contributions 
had been distributed as excess con-
tributions. Thus, income must be allo-
cated to the recharacterized amounts 
distributed using the methods in 
§ 1.401(k)–2(b)(2)(iv). 

(v) Distribution and forfeiture. Within 
12 months after the close of the plan 
year in which the excess aggregate con-
tribution arose, the plan must dis-
tribute to each HCE the contributions 
apportioned to such HCE under para-
graph (b)(2)(iii) of this section (and the 
allocable income) to the extent they 
are vested or forfeit such amounts, if 
forfeitable. Except as otherwise pro-
vided in this paragraph (b)(2)(v), a dis-
tribution of excess aggregate contribu-
tions must be in addition to any other 
distributions made during the year and 
must be designated as a corrective dis-
tribution by the employer. In the event 
of a complete termination of the plan 
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during the plan year in which an excess 
aggregate contribution arose, the cor-
rective distribution must be made as 
soon as administratively feasible after 
the date of termination of the plan, but 
in no event later than 12 months after 
the date of termination. If the entire 
account balance of an HCE is distrib-
uted prior to when the plan makes a 
distribution of excess aggregate con-
tributions in accordance with this 
paragraph (b)(2), the distribution is 
deemed to have been a corrective dis-
tribution of excess aggregate contribu-
tions (and income) to the extent that a 
corrective distribution would otherwise 
have been required. 

(vi) Tax treatment of corrective dis-
tributions—(A) Corrective distributions 
for plan years beginning on or after Janu-
ary 1, 2008. Except as otherwise pro-
vided in this paragraph (b)(2)(vi), for 
plan years beginning on or after Janu-
ary 1, 2008, a corrective distribution of 
excess aggregate contributions (and al-
locable income) is includible in the em-
ployee’s gross income in the taxable 
year of the employee in which distrib-
uted. The portion of the distribution 
that is treated as an investment in the 
contract and is therefore not subject to 
tax under section 72 is determined 
without regard to any plan contribu-
tions other than those distributed as 
excess aggregate contributions. Re-
gardless of when the corrective dis-
tribution is made, it is not subject to 
the early distribution tax of section 
72(t). See paragraph (b)(4) of this sec-
tion for additional rules relating to the 
employer excise tax on amounts dis-
tributed more than 21⁄2 months (6 
months in the case of certain plans 
that include an eligible automatic con-
tribution arrangement within the 
meaning of section 414(w)) after the end 
of the plan year. See also § 1.402(c)–2, A– 
4, prohibiting rollover of distributions 
that are excess aggregate contribu-
tions. 

(B) Corrective distributions for plan 
years beginning before January 1, 2008. 
The tax treatment of corrective dis-
tributions for plan years beginning be-
fore January 1, 2008, is determined 
under § 1.401(m)–2(b)(2)(vi) (as it ap-
peared in the April 1, 2007, edition of 26 
CFR Part 1). If the total amount of ex-
cess aggregate contributions deter-

mined under this paragraph (b)(2), and 
excess contributions determined under 
§ 1.401(k)–2(b)(2) distributed to a recipi-
ent under a plan for any plan year is 
less than $100 (excluding income), a 
corrective distribution of excess aggre-
gate contributions (and income) is in-
cludible in gross income in the recipi-
ent’s taxable year in which the correc-
tive distribution is made, except to the 
extent the corrective distribution is a 
return of employee contributions, or as 
provided in paragraph (b)(2)(vi)(C) of 
this section. 

(C) Corrective distributions attributable 
to designated Roth contributions. Not-
withstanding paragraphs (b)(2)(vi)(A) 
and (B) of this section, a distribution of 
excess aggregate contributions is not 
includible in gross income to the ex-
tent it represents a distribution of des-
ignated Roth contributions. However, 
the income allocable to a corrective 
distribution of excess aggregate con-
tributions that are designated Roth 
contributions is taxed in accordance 
with paragraph (b)(2)(vi)(A) or (B) of 
this section (i.e., in the same manner 
as income allocable to a corrective dis-
tribution of excess aggregate contribu-
tions that are not designated Roth con-
tributions). 

(3) Other rules—(i) No employee or 
spousal consent required. A distribution 
of excess aggregate contributions (and 
income) may be made under the terms 
of the plan without regard to any no-
tice or consent otherwise required 
under sections 411(a)(11) and 417. 

(ii) Treatment of corrective distributions 
and forfeited contributions as employer 
contributions. Excess aggregate con-
tributions (other than amounts attrib-
utable to employee contributions), in-
cluding forfeited matching contribu-
tions, are treated as employer con-
tributions for purposes of sections 404 
and 415 even if distributed from the 
plan. Forfeited matching contributions 
that are reallocated to the accounts of 
other participants for the plan year in 
which the forfeiture occurs are treated 
under section 415 as annual additions 
for the participants to whose accounts 
they are reallocated and for the par-
ticipants from whose accounts they are 
forfeited. 
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(iii) No reduction of required minimum 
distribution. A distribution of excess ag-
gregate contributions (and income) is 
not treated as a distribution for pur-
poses of determining whether the plan 
satisfies the minimum distribution re-
quirements of section 401(a)(9). See 
§ 1.401(a)(9)–5, A–9(b). 

(iv) Partial correction. Any distribu-
tion of less than the entire amount of 
excess aggregate contributions (and al-
locable income) is treated as a pro rata 
distribution of excess aggregate con-
tributions and allocable income. 

(v) Matching contributions on excess 
contributions, excess deferrals and excess 
aggregate contributions—(A) Corrective 
distributions not permitted. A matching 
contribution may not be distributed 
merely because the contribution to 
which it relates is treated as an excess 
contribution, excess deferral, or excess 
aggregate contribution. 

(B) Coordination with section 401(a)(4). 
A matching contribution is taken into 
account under section 401(a)(4) even if 
the match is distributed, unless the 
distributed contribution is an excess 
aggregate contribution. This requires 
that, after correction of excess aggre-
gate contributions, each level of 
matching contributions be currently 
and effectively available to a group of 
employees that satisfies section 410(b). 
See § 1.401(a)(4)–4(e)(3)(iii)(G). Thus, a 
plan that provides the same rate of 
matching contributions to all employ-
ees will not meet the requirements of 
section 401(a)(4) if employee contribu-
tions are distributed under this para-
graph (b) to HCEs to the extent needed 
to meet the requirements of section 
401(m)(2), while matching contribu-
tions attributable to employee con-
tributions remain allocated to the 
HCEs’ accounts. This is because the 
level of matching contributions will be 
higher for a group of employees that 
consists entirely of HCEs. Under sec-
tion 411(a)(3)(G) and § 1.411(a)–4(b)(7), a 
plan may forfeit matching contribu-
tions attributable to excess contribu-
tions, excess aggregate contributions 
and excess deferrals to avoid a viola-
tion of section 401(a)(4). See also 
§ 1.401(a)(4)–11(g)(3)(vii)(B) regarding 
the use of additional allocations to the 
accounts of NHCEs for the purpose of 
correcting a discriminatory rate of 

matching contributions. A plan is per-
mitted to provide for which contribu-
tions are to be distributed to satisfy 
the ACP test so as to avoid discrimina-
tory matching rates that would other-
wise violate section 401(a)(4). For ex-
ample, the plan may provide that un-
matched employee contributions will 
be distributed before matched em-
ployee contributions. 

(vi) No requirement for recalculation. If 
the distributions and forfeitures de-
scribed in paragraph (b)(2) of this sec-
tion are made, the employee contribu-
tions and matching contributions are 
treated as meeting the nondiscrimina-
tion test of section 401(m)(2) regardless 
of whether the ACP for the HCEs, if re-
calculated after the distributions and 
forfeitures, would satisfy section 
401(m)(2). 

(4) Failure to timely correct—(i) Failure 
to correct within 21⁄2 months after end of 
plan year. If a plan does not correct ex-
cess aggregate contributions within 21⁄2 
months after the close of the plan year 
for which the excess aggregate con-
tributions are made, the employer will 
be liable for a 10% excise tax on the 
amount of the excess aggregate con-
tributions. See section 4979 and 
§ 54.4979–1 of this chapter. Qualified 
nonelective contributions properly 
taken into account under paragraph 
(a)(6) of this section for a plan year 
may enable a plan to avoid having ex-
cess aggregate contributions, even if 
the contributions are made after the 
close of the 21⁄2 month period. 

(ii) Failure to correct within 12 months 
after end of plan year. If excess aggre-
gate contributions are not corrected 
within 12 months after the close of the 
plan year for which they were made, 
the plan will fail to meet the require-
ments of section 401(a)(4) for the plan 
year for which the excess aggregate 
contributions were made and all subse-
quent plan years in which the excess 
aggregate contributions remain in the 
trust. 

(iii) Special rule for eligible automatic 
contribution arrangements. In the case of 
excess aggregate contributions under a 
plan that includes an eligible auto-
matic contribution arrangement (with-
in the meaning of section 414(w)), 6 
months is substituted for 21⁄2 months in 
paragraph (b)(4)(i) of this section. The 
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additional time described in this para-
graph (b)(4)(iii) applies to a distribu-
tion of excess aggregate contributions 
for a plan year beginning on or after 
January 1, 2010 only where all the eligi-
ble NHCEs and eligible HCEs are cov-
ered employees under the eligible auto-
matic contribution arrangement (with-
in the meaning of § 1.414(w)–1(e)(3)) for 
the entire plan year (or for the portion 
of the plan year that the eligible 
NHCEs and eligible HCEs are eligible 
employees). 

(5) Examples. The following examples 
illustrate the application of this para-
graph. See also § 1.401(k)–2(b) for addi-

tional examples of the parallel correc-
tion rules applicable to cash or de-
ferred arrangements. For purposes of 
these examples, none of the plans pro-
vide for catch-up contributions under 
section 414(v). The examples are as fol-
lows: 

Example 1. (i) Employer L maintains a plan 
that provides for employee contributions and 
fully vested matching contributions. The 
plan provides that failures of the ACP test 
are corrected by distribution. In 2006, the 
ACP for the eligible NHCEs is 6%. Thus, the 
ACP for the eligible HCEs may not exceed 
8%. The three HCEs who participate have the 
following compensation, contributions, and 
ACRs: 

Employee Compensation Employee contributions and 
matching contributions 

Actual contribution ratio 
(percent) 

A .............................................. 200,000 14,000 7 
B .............................................. 150,000 13,500 9 
C .............................................. 100,000 12,000 12 

.............................................. .............................................. Average 9.33 

(ii) The total amount of excess aggregate 
contributions for the HCEs is determined 
under paragraph (b)(2)(ii) of this section as 
follows: the matching and employee con-
tributions of Employee C (the HCE with the 
highest ACR) is reduced by 3% of compensa-
tion (or $3,000) in order to reduce the ACR of 
that HCE to 9%, which is the ACR of Em-
ployee B. 

(iii) Because the ACP of the HCEs deter-
mined after the $3,000 reduction still exceeds 
8%, further reductions in matching contribu-
tions and employee contributions are nec-
essary in order to reduce the ACP of the 
HCEs to 8%. The employee contributions and 
matching contributions for Employees B and 
C are reduced by an additional .5% of com-
pensation or $1,250 ($750 and $500 respec-
tively). Because the ACP of the HCEs deter-
mined after the reductions now equals 8%, 
the plan would satisfy the requirements of 
(a)(1)(ii) of this section. 

(iv) The total amount of excess aggregate 
contributions ($4,250) is apportioned among 
the HCEs under paragraph (b)(2)(iii) of this 
section first to the HCE with the highest 
amount of matching contributions and em-
ployee contributions. Therefore, Employee A 
is apportioned $500 (the amount required to 
cause A’s matching contributions and em-
ployee contributions to equal the next high-
est dollar amount of matching contributions 
and employee contributions). 

(v) Because the total amount of excess ag-
gregate contributions has not been appor-
tioned, further apportionment is necessary. 
The balance ($3,750) of the total amount of 
excess aggregate contributions is appor-

tioned equally among Employees A and B 
($1,500 to each, the amount required to cause 
their contributions to equal the next highest 
dollar amount of matching contributions and 
employee contributions). 

(vi) Because the total amount of excess ag-
gregate contributions has not been appor-
tioned, further apportionment is necessary. 
The balance ($750) of the total amount of ex-
cess aggregate contributions is apportioned 
equally among Employees A, B and C ($250 to 
each, the amount required to allocate the 
total amount of excess aggregate contribu-
tions for the plan). 

(vii) Therefore, the plan will satisfy the re-
quirements of paragraph (a)(1) of this section 
if, by the end of the 12 month period fol-
lowing the end of the 2006 plan year, Em-
ployee A receives a corrective distribution of 
excess aggregate contributions equal to 
$2,250 ($500 + $1,500 + $250) and allocable in-
come, Employee B receives a corrective dis-
tribution of $250 and allocable income and 
Employee C receives a corrective distribu-
tion of $1,750 ($1,500 + $250) and allocable in-
come. 

Example 2. (i) Employee D is the sole HCE 
who is eligible to participate in a cash or de-
ferred arrangement maintained by Employer 
M. The plan that includes the arrangement, 
Plan X, permits employee contributions and 
provides a fully vested matching contribu-
tion equal to 50% of elective contributions. 
Plan X is a calendar year plan. Plan X cor-
rects excess contributions by recharacteriza-
tion and provides that failures of the ACP 
test are corrected by distribution. For the 
2006 plan year, D’s compensation is $200,000, 
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and D’s elective contributions are $15,000. 
The actual deferral percentages and actual 
contribution percentages for Employee D 
and the other eligible employees under Plan 
X are shown in the following table: 

Actual deferral 
percentage 

Actual contribution 
percentage 

Employee D ............. 7 .5 3 .75 
NHCEs ..................... 4 2 

(ii) In February 2007, Employer M deter-
mines that D’s actual deferral ratio must be 
reduced to 6%, or $12,000, which requires a re-
characterization of $3,000 as an employee 
contribution. This increases D’s actual con-
tribution ratio to 5.25% ($7,500 in matching 
contributions plus $3,000 recharacterized as 
employee contributions, divided by $200,000 
in compensation). Since D’s actual contribu-
tion ratio must be limited to 4% for Plan X 
to satisfy the actual contribution percentage 
test, Plan X must distribute 1.25% or $2,500 
of D’s employee contributions and matching 
contributions together with allocable in-
come. If $2,500 in matching contributions and 
allocable income is distributed, this will cor-
rect the excess aggregate contributions and 
will not result in a discriminatory rate of 
matching contributions. See Example 8. 

Example 3. (i) The facts are the same as in 
Example 2, except that Employee D also had 
elective contributions under Plan Y, main-
tained by an employer unrelated to M. In 
January 2007, D requests and receives a dis-
tribution of $1,200 in excess deferrals from 
Plan X. Pursuant to the terms of Plan X, D 
forfeits the $600 match on the excess defer-
rals to correct a discriminatory rate of 
match. 

(ii) The $3,000 that would otherwise have 
been recharacterized for Plan X to satisfy 
the actual deferral percentage test is re-
duced by the $1,200 already distributed as an 
excess deferral, leaving $1,800 to be re-
characterized. See § 1.401(k)–2(b)(4)(i)(A). D’s 
actual contribution ratio is now 4.35% ($7,500 
in matching contributions plus $1,800 in re-
characterized contributions less $600 for-
feited matching contributions attributable 
to the excess deferrals, divided by $200,000 in 
compensation). 

(iii) The matching and employee contribu-
tions for Employee D must be reduced by 
.35% of compensation in order to reduce the 
ACP of the HCEs to 4%. The plan must pro-
vide for forfeiture of additional matching 
contributions to prevent a discriminatory 
rate of matching contributions. See Example 
8. 

Example 4. (i) The facts are the same as in 
Example 3, except that D does not request a 
distribution of excess deferrals until March 
2007. Employer X has already recharacterized 
$3,000 as employee contributions. 

(ii) Under § 1.402(g)–1(e)(6), the amount of 
excess deferrals is reduced by the amount of 

excess contributions that are recharacter-
ized. Because the amount recharacterized is 
greater than the excess deferrals, Plan X is 
neither required nor permitted to make a 
distribution of excess deferrals, and the re-
characterization has corrected the excess de-
ferrals. 

Example 5. (i) For the 2006 plan year, Em-
ployee F defers $10,000 under Plan M and 
$6,000 under Plan N. Plans M and N, which 
have calendar plan years are maintained by 
unrelated employers. Plan M provides a fully 
vested, 100% matching contribution, does not 
take elective contributions into account 
under section 401(m) or take matching con-
tributions into account under section 401(k) 
and provides that excess contributions and 
excess aggregate contributions are corrected 
by distribution. Under Plan M, Employee F 
is allocated excess contributions of $600 and 
excess aggregate contributions of $1,600. Em-
ployee F timely requests and receives a dis-
tribution of the $1,000 excess deferral from 
Plan M and, pursuant to the terms of Plan 
M, forfeits the corresponding $1,000 matching 
contribution. 

(ii) No distribution is required or per-
mitted to correct the excess contributions 
because $1,000 has been distributed by Plan 
M as excess deferrals. The distribution re-
quired to correct the excess aggregate con-
tributions (after forfeiting the matching 
contribution) is $600 ($1,600 in excess aggre-
gate contributions minus $1,000 in forfeited 
matching contributions). If Employee F had 
corrected the excess deferrals of $1,000 by 
withdrawing $1,000 from Plan N, Plan M 
would have had to correct the $600 excess 
contributions in Plan M by distributing $600. 
Since Employee F then would have forfeited 
$600 (instead of $1,000) in matching contribu-
tions, Employee F would have had $1,000 
($1,600 in excess aggregate contributions 
minus $600 in forfeited matching contribu-
tions) remaining of excess aggregate con-
tributions in Plan M. These would have been 
corrected by distributing an additional $1,000 
from Plan M. 

Example 6. (i) Employee G is the sole HCE 
in a profit sharing plan under which the em-
ployer matches 100% of employee contribu-
tions up to 2% of compensation, and 50% of 
employee contributions up to the next 4% of 
compensation. For the 2008 plan year, Em-
ployee G has compensation of $100,000 and 
makes a 7% employee contribution of $7,000. 
Employee G receives a 4% matching con-
tribution or $4,000. Thus, Employee G’s ac-
tual contribution ratio (ACR) is 11%. The ac-
tual contribution percentage for the NHCEs 
is 5%, and the employer determines that Em-
ployee G’s ACR must be reduced to 7% to 
comply with the rules of section 401(m). 

(ii) In this case, the plan satisfies the re-
quirements of section if it distributes the un-
matched employee contributions of $1,000, 
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and $2,000 of matched employee contribu-
tions with their related matches of $1,000. 
This would leave Employee G with 4% em-
ployee contributions, and 3% matching con-
tributions, for an ACR of 7%. Alternatively, 
the plan could distribute all matching con-
tributions and satisfy this section. However, 
the plan could not distribute $4,000 of Em-
ployee G’s employee contributions without 
forfeiting the related matching contribu-
tions because this would result in a discrimi-
natory rate of matching contributions. See 
also Example 7. 

Example 7. (i) Employee H is an HCE in Em-
ployer X’s profit sharing plan, which 
matches 100% of employee contributions up 
to 5% of compensation. The matching con-
tribution is vested at the rate of 20% per 
year. In 2006, Employee H makes $5,000 in 
employee contributions and receives $5,000 of 
matching contributions. Employee H is 60% 
vested in the matching contributions at the 
end of the 2006 plan year. In February 2007, 
Employer X determines that Employee H has 
excess aggregate contributions of $1,000. The 
plan provides that only matching contribu-
tions will be distributed as excess aggregate 
contributions. 

(ii) Employer X has two options available 
in distributing Employee H’s excess aggre-
gate contributions. The first option is to dis-
tribute $600 of vested matching contributions 
and forfeit $400 of nonvested matching con-
tributions. These amounts are in proportion 
to Employee H’s vested and nonvested inter-
ests in all matching contributions. The sec-
ond option is to distribute $1,000 of vested 
matching contributions, leaving the non-
vested matching contributions in the plan. 

(iii) If the second option is chosen, the plan 
must also provide a separate vesting sched-
ule for vesting these nonvested matching 
contributions. This is necessary because the 
nonvested matching contributions must vest 
as rapidly as they would have had no dis-
tribution been made. Thus, 50% must vest in 
each of the next 2 years. 

(iv) The plan will not satisfy the non-
discriminatory availability requirement of 
section 401(a)(4) if only nonvested matching 
contributions are forfeited because the effect 
is that matching contributions for HCEs vest 
more rapidly than those for NHCEs. See 
§ 1.401(m)–2(b)(3)(v)(B). 

Example 8. (i) Employer Y maintains a cal-
endar year profit sharing plan that includes 
a cash or deferred arrangement. Elective 
contributions are matched at the rate of 
100%. After-tax employee contributions are 
permitted under the plan only for NHCEs 
and are matched at the same rate. No em-
ployees make excess deferrals. Employee J, 
an HCE, makes an $8,000 elective contribu-
tion and receives an $8,000 matching con-
tribution. 

(ii) Employer Y performs the actual defer-
ral percentage (ADP) and the actual con-

tribution percentage (ACP). To correct fail-
ures of the ADP and ACP tests, the plan dis-
tributes to A $1,000 of excess contributions 
and $500 of excess aggregate contributions. 
After the distributions, Employee J’s con-
tributions for the year are $7,000 of elective 
contributions and $7,500 of matching con-
tributions. As a result, Employee J has re-
ceived a higher effective rate of matching 
contributions than NHCEs ($7,000 of elective 
contributions matched by $7,500 is an effec-
tive matching rate of 107 percent). If this 
amount remains in Employee J’s account 
without correction, it will cause the plan to 
fail to satisfy section 401(a)(4), because only 
an HCE receives the higher matching con-
tribution rate. The remaining $500 matching 
contribution may be forfeited (but not dis-
tributed) under section 411(a)(3)(G), if the 
plan so provides. The plan could instead cor-
rect the discriminatory rate of matching 
contributions by making additional alloca-
tions to the accounts of NHCEs. See 
§ 1.401(a)(4)–11(g)(3)(vii)(B) and (6), Example 7. 

(c) Additional rules for prior year test-
ing method—(1) Rules for change in test-
ing method. A plan is permitted to 
change from the prior year testing 
method to the current year testing 
method for any plan year. A plan is 
permitted to change from the current 
year testing method to the prior year 
testing method only in situations de-
scribed in § 1.401(k)–2(c)(1)(ii). For pur-
poses of this paragraph (c)(1), a plan 
that uses the safe harbor method de-
scribed in § 1.401(m)–3 or a SIMPLE 
401(k) plan is treated as using the cur-
rent year testing method for that plan 
year 

(2) Calculation of ACP under the prior 
year testing method for the first plan 
year—(i) Plans that are not successor 
plans. If, for the first plan year of any 
plan (other than a successor plan), a 
plan uses the prior year testing meth-
od, the plan is permitted to use either 
that first plan year as the applicable 
year for determining the ACP for the 
eligible NHCEs, or 3% as the ACP for 
eligible NHCEs, for applying the ACP 
test for that first plan year. A plan 
(other than a successor plan) that uses 
the prior year testing method but has 
elected for its first plan year to use 
that year as the applicable year for de-
termining the ACP for the eligible 
NHCEs is not treated as changing its 
testing method in the second plan year 
and is not subject to the limitations on 
double counting under paragraph 
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(a)(6)(vi) of this section for the second 
plan year. 

(ii) First plan year defined. For pur-
poses of this paragraph (c)(2), the first 
plan year of any plan is the first year 
in which the plan provides for em-
ployee contributions or matching con-
tributions. Thus, the rules of this para-
graph (c)(2) do not apply to a plan 
(within the meaning of § 1.410(b)–7) for a 
plan year if for such plan year the plan 
is aggregated under § 1.401(m)–1(b)(4) 
with any other plan that provides for 
employee or matching contributions in 
the prior year. 

(iii) Plans that are successor plans. A 
plan is a successor plan if 50% or more 
of the eligible employees for the first 
plan year were eligible employees 
under another plan maintained by the 
employer in the prior year that pro-
vides for employee contributions or 
matching contributions. If a plan that 
is a successor plan uses the prior year 
testing method for its first plan year, 
the ACP for the group of NHCEs for the 
applicable year must be determined 
under paragraph (c)(4) of this section. 

(3) Plans using different testing methods 
for the ACP and ADP test. Except as 
otherwise provided in this paragraph 
(c)(3), a plan may use the current year 
testing method or prior year testing 
method for the ACP test for a plan 
year without regard to whether the 
current year testing method or prior 
year testing method is used for the 
ADP test for that year. For example, a 
plan may use the prior year testing 
method for the ACP test and the cur-
rent year testing method for its ADP 
test for the plan year. However, plans 
that use different testing methods 
under this paragraph (c)(3) cannot 
use— 

(i) The recharacterization method of 
§ 1.401(k)–2(b)(3) to correct excess con-
tributions for a plan year; 

(ii) The rules of paragraph (a)(6)(ii) of 
this section to take elective contribu-
tions into account under the ACP test 
(rather than the ADP test); or 

(iii) The rules of paragraph § 1.401(k)– 
2(a)(6) to take qualified matching con-
tributions into account under the ADP 
test (rather than the ACP test). 

(4) Rules for plan coverage change—(i) 
In general. A plan that uses the prior 
year testing method that experiences a 

plan coverage change during a plan 
year satisfies the requirements of this 
section for that year only if the plan 
provides that the ACP for the NHCEs 
for the plan year is the weighted aver-
age of the ACPs for the prior year sub-
groups. 

(ii) Optional rule for minor plan cov-
erage changes. If a plan coverage change 
occurs and 90% or more of the total 
number of the NHCEs from all prior 
year subgroups are from a single prior 
year subgroup, then, in lieu of using 
the weighted averages described in 
paragraph (c)(4)(i) of this section, the 
plan may provide that the ACP for the 
group of eligible NHCEs for the prior 
year under the plan is the ACP of the 
NHCEs for the prior year of the plan 
under which that single prior year sub-
group was eligible. 

(iii) Definitions. The following defini-
tions apply for purposes of this para-
graph (c)(4)— 

(A) Plan coverage change. The term 
plan coverage change means a change in 
the group or groups of eligible employ-
ees under a plan on account of— 

(1) The establishment or amendment 
of a plan; 

(2) A plan merger or spinoff under 
section 414(l); 

(3) A change in the way plans (within 
the meaning of § 1.410(b)–7) are com-
bined or separated for purposes of 
§ 1.401(m)–1(b)(4) (e.g., permissively ag-
gregating plans not previously aggre-
gated under § 1.410(b)–7(d), or ceasing to 
permissively aggregate plans under 
§ 1.410(b)–7(d)); 

(4) A reclassification of a substantial 
group of employees that has the same 
effect as amending the plan (e.g., a 
transfer of a substantial group of em-
ployees from one division to another 
division); or 

(5) A combination of any of para-
graphs (c)(4)(iii)(A)(1) through (4) of 
this section. 

(B) Prior year subgroup. The term 
prior year subgroup means all NHCEs 
for the prior plan year who, in the 
prior year, were eligible employees 
under a specific plan that provides for 
employee contributions or matching 
contributions maintained by the em-
ployer and who would have been eligi-
ble employees in the prior year under 
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the plan being tested if the plan cov-
erage change had first been effective as 
of the first day of the prior plan year 
instead of first being effective during 
the plan year. The determination of 
whether an NHCE is a member of a 
prior year subgroup is made without 
regard to whether the NHCE termi-
nated employment during the prior 
year. 

(C) Weighted average of the ACPs for 
the prior year subgroups. The term 
weighted average of the ACPs for the 
prior year subgroups means the sum, for 
all prior year subgroups, of the ad-
justed ACPs for the plan year. The 
term adjusted ACP with respect to a prior 
year subgroup means the ACP for the 
prior plan year of the specific plan 
under which the members of the prior 
year subgroup were eligible employees 
on the first day of the prior plan year, 
multiplied by a fraction, the numer-
ator of which is the number of NHCEs 
in the prior year subgroup and denomi-
nator of which is the total number of 
NHCEs in all prior year subgroups. 

(iv) Example. The following example 
illustrate the application of this para-
graph (c)(4). See also § 1.401(k)–2(c)(4) 
for examples of the parallel rules appli-
cable to the ADP test. The example is 
as follows: 

Example. (i) Employer B maintains two 
plans, Plan N and Plan P, each of which pro-
vides for employee contributions or match-
ing contributions. The plans were not per-
missively aggregated under § 1.410(b)–7(d) for 
the 2005 testing year. Both plans use the 
prior year testing method. Plan N had 300 el-
igible employees who were NHCEs for 2005, 
and their ACP for that year was 6%. Plan P 
had 100 eligible employees who were NHCEs 
for 2005, and the ACP for those NHCEs for 
that plan was 4%. Plan N and Plan P are per-
missively aggregated under § 1.410(b)–7(d) for 
the 2006 plan year. 

(ii) The permissive aggregation of Plan N 
and Plan P for the 2006 testing year under 
§ 1.410(b)–7(d) is a plan coverage change that 
results in treating the plans as one plan 
(Plan NP). Therefore, the prior year ACP for 
the NHCEs under Plan NP for the 2006 test-
ing year is the weighted average of the ACPs 
for the prior year subgroups. 

(iii) The first step in determining the 
weighted average of the ACPs for the prior 
year subgroups is to identify the prior year 
subgroups. With respect to the 2006 testing 
year, an employee is a member of a prior 
year subgroup if the employee was an NHCE 
of Employer B for the 2005 plan year, was an 

eligible employee for the 2005 plan year 
under any section 401(k) plan maintained by 
Employer B, and would have been an eligible 
employee in the 2005 plan year under Plan 
NP if Plan N and Plan P had been permis-
sively aggregated under § 1.410(b)–7(d) for 
that plan year. The NHCEs who were eligible 
employees under separate plans for the 2005 
plan year comprise separate prior year sub-
groups. Thus, there are two prior year sub-
groups under Plan NP for the 2006 testing 
year: the 300 NHCEs who were eligible em-
ployees under Plan N for the 2005 plan year 
and the 100 NHCEs who were eligible employ-
ees under Plan P for the 2005 plan year. 

(iv) The weighted average of the ACPs for 
the prior year subgroups is the sum of the 
adjusted ACP with respect to the prior year 
subgroup that consists of the NHCEs who 
were eligible employees under Plan N, and 
the adjusted ACP with respect to the prior 
year subgroup that consists of the NHCEs 
who were eligible employees under Plan P. 
The adjusted ACP for the prior year sub-
group that consists of the NHCEs who were 
eligible employees under Plan N is 4.5%, cal-
culated as follows: 6% (the ACP for the 
NHCEs under Plan N for the prior year) × 300/ 
400 (the number of NHCEs in that prior year 
subgroup divided by the total number of 
NHCEs in all prior year subgroups), which 
equals 4.5%. The adjusted ACP for the prior 
year subgroup that consists of the NHCEs 
who were eligible employees under Plan P is 
1%, calculated as follows: 4% (the ACP for 
the NHCEs under Plan P for the prior year) 
× 100/400 (the number of NHCEs in that prior 
year subgroup divided by the total number of 
NHCEs in all prior year subgroups), which 
equals 1%. Thus, the prior year ACP for 
NHCEs under Plan NP for the 2006 testing 
year is 5.5% (the sum of adjusted ACPs for 
the prior year subgroups, 4.5% plus 1%). 

[T.D. 9169, 69 FR 78184, Dec. 29, 2004, as 
amended by T.D. 9237, 71 FR 10, Jan. 3, 2006; 
T.D. 9447, 74 FR 8210, Feb. 24, 2009; 74 FR 
12551, Mar. 25, 2009] 

§ 1.401(m)–3 Safe harbor requirements. 
(a) ACP test safe harbor—(1) Section 

401(m)(11) safe harbor. Matching con-
tributions under a plan satisfy the ACP 
safe harbor provisions of section 
401(m)(11) for a plan year if the plan 
satisfies the safe harbor contribution 
requirement of paragraph (b) or (c) of 
this section for the plan year, the limi-
tations on matching contributions of 
paragraph (d) of this section, the notice 
requirement of paragraph (e) of this 
section, the plan year requirements of 
paragraph (f) of this section, and the 
additional rules of paragraphs (g), (h) 
and (j) of this section, as applicable. 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00436 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



425 

Internal Revenue Service, Treasury § 1.401(m)–3 

(2) Section 401(m)(12) safe harbor. For a 
plan year beginning on or after Janu-
ary 1, 2008, matching contributions 
under a plan satisfy the ACP safe har-
bor provisions of section 401(m)(12) for 
a plan year if the matching contribu-
tions are made with respect to an auto-
matic contribution arrangement de-
scribed in paragraph § 1.401(k)–3(j) that 
satisfies the safe harbor requirements 
of § 1.401(k)–3, the limitations on 
matching contributions of paragraph 
(d) of this section, the notice require-
ment of paragraph (e) of this section, 
the plan year requirements of para-
graph (f) of this section, and the addi-
tional rules of paragraphs (g), (h) and 
(j) of this section, as applicable. 

(3) Requirements applicable to safe har-
bor contributions. Pursuant to sections 
401(k)(12)(E)(ii) and 401(k)(13)(D)(iv), 
the safe harbor contribution require-
ment of paragraph (b) or (c) of this sec-
tion and § 1.401(k)–3(k) must be satis-
fied without regard to section 401(l). 
The contributions made under para-
graphs (b) and (c) of this section and 
§ 1.401(k)–3(k) are referred to as safe 
harbor nonelective contributions and 
safe harbor matching contributions. 

(b) Safe harbor nonelective contribution 
requirement. A plan satisfies the safe 
harbor nonelective contribution re-
quirement of this paragraph (b) if it 
satisfies the safe harbor nonelective 
contribution requirement of § 1.401(k)– 
3(b). 

(c) Safe harbor matching contribution 
requirement. A plan satisfies the safe 
harbor matching contribution require-
ment of this paragraph (c) if it satisfies 
the safe harbor matching contribution 
requirement of § 1.401(k)–3(c). 

(d) Limitation on contributions—(1) 
General rule. A plan that provides for 
matching contributions meets the re-
quirements of this section only if it 
satisfies the limitations on contribu-
tions set forth in this paragraph (d). 

(2) Matching rate must not increase. A 
plan that provides for matching con-
tributions meets the requirements of 
this paragraph (d) only if the ratio of 
matching contributions on behalf of an 
employee under the plan for a plan 
year to the employee’s elective defer-
rals and employee contributions, does 
not increase as the amount of an em-

ployee’s elective deferrals and em-
ployee contributions increases. 

(3) Limit on matching contributions. A 
plan that provides for matching con-
tributions satisfies the requirements of 
this section only if— 

(i) Matching contributions are not 
made with respect to elective deferrals 
or employee contributions that exceed 
6% of the employee’s safe harbor com-
pensation (within the meaning of 
§ 1.401(k)–3(b)(2)); and 

(ii) Matching contributions that are 
discretionary do not exceed 4% of the 
employee’s safe harbor compensation. 

(4) Limitation on rate of match. A plan 
meets the requirements of this section 
only if the ratio of matching contribu-
tions on behalf of an HCE to that 
HCE’s elective deferrals or employee 
contributions (or the sum of elective 
deferrals and employee contributions) 
for that plan year is no greater than 
the ratio of matching contributions to 
elective deferrals or employee con-
tributions (or the sum of elective defer-
rals and employee contributions) that 
would apply with respect to any NHCE 
for whom the elective deferrals or em-
ployee contributions (or the sum of 
elective deferrals and employee con-
tributions) are the same percentage of 
safe harbor compensation. An em-
ployee is taken into account for pur-
poses of this paragraph (d)(4) if the em-
ployee is an eligible employee under 
the cash or deferred arrangement with 
respect to which the contributions re-
quired by paragraph (b) or (c) of this 
section are being made for a plan year. 
A plan will not fail to satisfy this para-
graph (d)(4) merely because the plan 
provides that matching contributions 
will be made separately with respect to 
each payroll period (or with respect to 
all payroll periods ending with or with-
in each month or quarter of a plan 
year) taken into account under the 
plan for the plan year, provided that 
matching contributions with respect to 
any elective deferrals or employee con-
tributions made during a plan year 
quarter are contributed to the plan by 
the last day of the immediately fol-
lowing plan year quarter. 

(5) HCEs participating in multiple 
plans. The rules of section 401(m)(2)(B) 
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and § 1.401(m)–2(a)(3)(ii) apply for pur-
poses of determining the rate of match-
ing contributions under paragraph 
(d)(4) of this section. However, a plan 
will not fail to satisfy the safe harbor 
matching contribution requirements of 
this section merely because an HCE 
participates during the plan year in 
more than one plan that provides for 
matching contributions, provided 
that— 

(i) The HCE is not simultaneously an 
eligible employee under two plans that 
provide for matching contributions 
maintained by an employer for a plan 
year; and 

(ii) The period used to determine 
compensation for purposes of deter-
mining matching contributions under 
each such plan is limited to periods 
when the HCE participated in the plan. 

(6) Permissible restrictions on elective 
deferrals by NHCEs—(i) General rule. A 
plan does not satisfy the safe harbor 
requirements of this section, if elective 
deferrals or employee contributions by 
NHCEs are restricted, unless the re-
strictions are permitted by this para-
graph (d)(6). 

(ii) Restrictions on election periods. A 
plan may limit the frequency and dura-
tion of periods in which eligible em-
ployees may make or change contribu-
tion elections under a plan. However, 
an employee must have a reasonable 
opportunity (including a reasonable pe-
riod after receipt of the notice de-
scribed in paragraph (e) of this section) 
to make or change a contribution elec-
tion for the plan year. For purposes of 
this section, a 30-day period is deemed 
to be a reasonable period to make or 
change a contribution election. 

(iii) Restrictions on amount of contribu-
tions. A plan is permitted to limit the 
amount of contributions that may be 
made by an eligible employee under a 
plan, provided that each NHCE who is 
an eligible employee is permitted (un-
less the employee is restricted under 
paragraph (d)(6)(v) of this section) to 
make contributions in an amount that 
is at least sufficient to receive the 
maximum amount of matching con-
tributions available under the plan for 
the plan year, and the employee is per-
mitted to elect any lesser amount of 
contributions. However, a plan may re-
quire eligible employees to make con-

tribution elections in whole percent-
ages of compensation or whole dollar 
amounts. 

(iv) Restrictions on types of compensa-
tion that may be deferred. A plan may 
limit the types of compensation that 
may be deferred or contributed by an 
eligible employee under a plan, pro-
vided that each eligible NHCE is per-
mitted to make contributions under a 
definition of compensation that would 
be a reasonable definition of compensa-
tion within the meaning of § 1.414(s)– 
1(d)(2). Thus, the definition of com-
pensation from which contributions 
may be made is not required to satisfy 
the nondiscrimination requirement of 
§ 1.414(s)–1(d)(3). 

(v) Restrictions due to limitations under 
the Internal Revenue Code. A plan may 
limit the amount of contributions 
made by an eligible employee under a 
plan— 

(A) Because of the limitations of sec-
tion 402(g) or section 415; or 

(B) Because, on account of a hardship 
distribution, an employee’s ability to 
make contributions has been suspended 
for 6 months in accordance with 
§ 1.401(k)–1(d)(3)(iv)(E). 

(e) Notice requirement. A plan satisfies 
the notice requirement of this para-
graph (e) if it satisfies the notice re-
quirement of § 1.401(k)–3(d). 

(f) Plan year requirement—(1) General 
rule. Except as provided in this para-
graph (f) or in paragraph (g) of this sec-
tion, a plan will fail to satisfy the re-
quirements of section 401(m)(11), sec-
tion 401(m)(12), and this section unless 
plan provisions that satisfy the rules of 
this section are adopted before the first 
day of that plan year and remain in ef-
fect for an entire 12-month plan year. 
In addition, except as provided in para-
graph (h) of this section or in guidance 
of general applicability published in 
the Internal Revenue Bulletin (see 
§ 601.601(d)(2)(ii)(b) of this chapter), a 
plan which includes provisions that 
satisfy the rules of this section will not 
satisfy the requirements of § 1.401(m)– 
1(b) if it is amended to change such 
provisions for that plan year. More-
over, if, as described in paragraph (j)(4) 
of this section, safe harbor matching or 
nonelective contributions will be made 
to another plan for a plan year, provi-
sions under that other plan specifying 
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that the safe harbor contributions will 
be made and providing that the con-
tributions will be QNECs or QMACs 
must also be adopted before the first 
day of that plan year. 

(2) Initial plan year. A newly estab-
lished plan (other than a successor plan 
within the meaning of § 1.401(m)– 
2(c)(2)(iii)) will not be treated as vio-
lating the requirements of this para-
graph (f) merely because the plan year 
is less than 12 months, provided that 
the plan year is at least 3 months long 
(or, in the case of a newly established 
employer that establishes the plan as 
soon as administratively feasible after 
the employer comes into existence, a 
shorter period). Similarly, a plan will 
not fail to satisfy the requirements of 
this paragraph (f) for the first plan 
year in which matching contributions 
are provided under the plan provided 
that— 

(i) The plan is not a successor plan; 
and 

(ii) The amendment providing for 
matching contributions is made effec-
tive at the same time as the adoption 
of a cash or deferred arrangement that 
satisfies the requirements of § 1.401(k)– 
3, taking into account the rules of 
§ 1.401(k)–3(e)(2). 

(3) Change of plan year. A plan that 
has a short plan year as a result of 
changing its plan year will not fail to 
satisfy the requirements of paragraph 
(f)(1) of this section merely because the 
plan year has less than 12 months, pro-
vided that— 

(i) The plan satisfied the require-
ments of this section for the imme-
diately preceding plan year; and 

(ii) The plan satisfies the require-
ments of this section (determined with-
out regard to paragraph (h) of this sec-
tion) for the immediately following 
plan year or for the immediately fol-
lowing 12 months if the immediately 
following plan year is less than 12 
months. 

(4) Final plan year. A plan that termi-
nates during a plan year will not fail to 
satisfy the requirements of paragraph 
(f)(1) of this section merely because the 
final plan year is less than 12 months, 
provided that the plan satisfies the re-
quirement of this section through the 
date of termination and either— 

(i) The plan would satisfy the re-
quirements of paragraph (h) of this sec-
tion, treating the termination of the 
plan as a reduction or suspension of 
safe harbor contributions, other than 
the requirements of paragraph 
(h)(1)(i)(A) or (h)(1)(ii)(A) of this sec-
tion (relating to the employer’s finan-
cial condition and information in-
cluded in the initial notice for the plan 
year) and paragraph (h)(1)(i)(D) or 
(h)(1)(ii)(D) of this section (requiring 
that employees have a reasonable op-
portunity to change their cash or de-
ferred elections and, if applicable, em-
ployee contribution elections); or 

(ii) The plan termination is in con-
nection with a transaction described in 
section 410(b)(6)(C) or the employer in-
curs a substantial business hardship, 
comparable to a substantial business 
hardship described in section 412(c). 

(g) Plan amendments adopting nonelec-
tive safe harbor contributions. Notwith-
standing paragraph (f)(1) of this sec-
tion, a plan that provides for the use of 
the current year testing method may 
be amended after the first day of the 
plan year and no later than 30 days be-
fore the last day of the plan year to 
adopt the safe harbor method of this 
section, effective as of the first day of 
the plan year, using nonelective con-
tributions under paragraph (b) of this 
section if the plan satisfies the require-
ments of § 1.401(k)–3(f). 

(h) Permissible reduction or suspension 
of safe harbor contributions—(1) General 
rule—(i) Matching contributions. A plan 
that provides for safe harbor matching 
contributions intended to satisfy the 
requirements of paragraph (c) of this 
section for a plan year will not fail to 
satisfy the requirements of section 
401(m)(2) merely because the plan is 
amended during the plan year to re-
duce or suspend safe harbor matching 
contributions on future elective defer-
rals (and, if applicable, employee con-
tributions) provided that— 

(A) In the case of plan years begin-
ning on or after January 1, 2015, the 
employer either— 

(1) Is operating at an economic loss 
as described in section 412(c)(2)(A) for 
the plan year; or 

(2) Includes in the notice described in 
paragraph (e) of this section, a state-
ment that the plan may be amended 
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during the plan year to reduce or sus-
pend safe harbor matching contribu-
tions and that the reduction or suspen-
sion will not apply until at least 30 
days after all eligible employees are 
provided notice of the reduction or sus-
pension; 

(B) All eligible employees are pro-
vided a supplemental notice that satis-
fies the requirements of paragraph 
(h)(2) of this section; 

(C) The reduction or suspension of 
safe harbor matching contributions is 
effective no earlier than the later of 
the date the amendment is adopted or 
30 days after eligible employees are 
provided the supplemental notice de-
scribed in paragraph (h)(2) of this sec-
tion; 

(D) Eligible employees are given a 
reasonable opportunity (including a 
reasonable period after receipt of the 
supplemental notice) prior to the re-
duction or suspension of safe harbor 
matching contributions to change their 
cash or deferred elections and, if appli-
cable, their employee contribution 
elections; 

(E) The plan is amended to provide 
that the ACP test will be satisfied for 
the entire plan year in which the re-
duction or suspension occurs using the 
current year testing method described 
in § 1.401(m)–2(a)(2)(ii); and 

(F) The plan satisfies the require-
ments of this section (other than this 
paragraph (h)) with respect to amounts 
deferred through the effective date of 
the amendment. 

(ii) Nonelective contributions. For plan 
amendments adopted after May 18, 
2009, a plan that provides for safe har-
bor nonelective contributions intended 
to satisfy the requirements of para-
graph (b) of this section will not fail to 
satisfy the requirements of section 
401(m)(2) for the plan year merely be-
cause the plan is amended during the 
plan year to reduce or suspend safe 
harbor nonelective contributions pro-
vided that— 

(A) The employer either— 
(1) Is operating at an economic loss 

as described in section 412(c)(2)(A) for 
the plan year; or 

(2) Includes in the notice described in 
paragraph (e) of this section a state-
ment that the plan may be amended 
during the plan year to reduce or sus-

pend safe harbor nonelective contribu-
tions and that the reduction or suspen-
sion will not apply until at least 30 
days after all eligible employees are 
provided notice of the reduction or sus-
pension; 

(B) All eligible employees are pro-
vided a supplemental notice that satis-
fies the requirements of paragraph 
(h)(2) of this section; 

(C) The reduction or suspension of 
safe harbor nonelective contributions 
is effective no earlier than the later of 
the date the amendment is adopted or 
30 days after eligible employees are 
provided the supplemental notice de-
scribed in paragraph (h)(2) of this sec-
tion; 

(D) Eligible employees are given a 
reasonable opportunity (including a 
reasonable period after receipt of the 
supplemental notice) prior to the re-
duction or suspension of nonelective 
contributions to change their cash or 
deferred elections and, if applicable, 
their employee contribution elections; 

(E) The plan is amended to provide 
that the ACP test will be satisfied for 
the entire plan year in which the re-
duction or suspension occurs using the 
current year testing method described 
in § 1.401(m)–2(a)(2)(ii); and 

(F) The plan satisfies the require-
ments of this section (other than this 
paragraph 

(h)) with respect to safe harbor com-
pensation paid through the effective 
date of the amendment. 

(2) Supplemental notice. The supple-
mental notice requirement of this 
paragraph (h)(2) is satisfied if each eli-
gible employee is given a notice that 
satisfies the requirements of § 1.401(k)– 
3(g)(2). 

(i) [Reserved] 
(j) Other rules—(1) Contributions taken 

into account. A contribution is taken 
into account for purposes of this sec-
tion for a plan year under the same 
rules as § 1.401(k)–3(h)(1). 

(2) Use of safe harbor nonelective con-
tributions to satisfy other nondiscrimina-
tion tests. A safe harbor nonelective 
contribution used to satisfy the non-
elective contribution requirement 
under paragraph (b) of this section may 
also be taken into account for purposes 
of determining whether a plan satisfies 
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section 401(a)(4) under the same rules 
as § 1.401(k)–3(h)(2). 

(3) Early participation rules. Section 
401(m)(5)(C) and § 1.401(m)– 
2(a)(1)(iii)(A), which provide an alter-
native nondiscrimination rule for cer-
tain plans that provide for early par-
ticipation, do not apply for purposes of 
section 401(m)(11), section 401(m)(12), 
and this section. Thus, a plan is not 
treated as satisfying this section with 
respect to the eligible employees who 
have not completed the minimum age 
and service requirements of section 
410(a)(1)(A) unless the plan satisfies the 
requirements of this section with re-
spect to such eligible employees. 

(4) Satisfying safe harbor contribution 
requirement under another defined con-
tribution plan. Safe harbor matching or 
nonelective contributions may be made 
to another defined contribution plan 
under the same rules as § 1.401(k)– 
3(h)(4). Consequently, each NHCE under 
the plan providing for matching con-
tributions must be eligible under the 
same conditions under the other de-
fined contribution plan and the plan to 
which the contributions are made must 
have the same plan year as the plan 
providing for matching contributions. 

(5) Contributions used only once. Safe 
harbor matching or nonelective con-
tributions cannot be used to satisfy the 
requirements of this section with re-
spect to more than one plan. 

(6) Plan must satisfy ACP with respect 
to employee contributions. If the plan 
provides for employee contributions, in 
addition to satisfying the requirements 
of this section, it must also satisfy the 
ACP test of § 1.401(m)–2. See § 1.401(m)– 
2(a)(5)(iv) for special rules under which 
the ACP test is permitted to be per-
formed disregarding some or all match-
ing when this section is satisfied with 
respect to the matching contributions. 

[T.D. 9169, 69 FR 78184, Dec. 29, 2004, as 
amended by T.D. 9447, 74 FR 8211, Feb. 24, 
2009; T.D. 9641, 78 FR 68738, Nov. 15, 2013] 

§ 1.401(m)–4 Special rules for mergers, 
acquisitions and similar events. 
[Reserved] 

§ 1.401(m)–5 Definitions. 

Unless otherwise provided, the defini-
tions of this section govern for pur-

poses of section 401(m) and the regula-
tions thereunder. 

Actual contribution percentage (ACP). 
Actual contribution percentage or ACP 
means the ACP of the group of eligible 
employees as defined in § 1.401(m)– 
2(a)(2)(i). 

Actual contribution percentage (ACP) 
test. Actual contribution percentage test 
or ACP test means the test described in 
§ 1.401(m)–2(a)(1). 

Actual contribution ratio (ACR). Actual 
contribution ratio or ACR means the 
ACR of an eligible employee as defined 
in § 1.401(m)–2(a)(3). 

Actual deferral percentage (ADP) test. 
Actual deferral percentage test or ADP 
test means the test described in 
§ 1.401(k)–2(a)(1). 

Compensation. Compensation means 
compensation as defined in section 
414(s) and § 1.414(s)–1. The period used 
to determine an employee’s compensa-
tion for a plan year must be either the 
plan year or the calendar year ending 
within the plan year. Whichever period 
is selected must be applied uniformly 
to determine the compensation of 
every eligible employee under the plan 
for that plan year. A plan may, how-
ever, limit the period taken into ac-
count under either method to that por-
tion of the plan year or calendar year 
in which the employee was an eligible 
employee, provided that this limit is 
applied uniformly to all eligible em-
ployees under the plan for the plan 
year. See also section 401(a)(17) and 
§ 1.401(a)(17)–1(c)(1). For this purpose, in 
case of an HCE whose ACR is deter-
mined under § 1.401(m)–2(a)(3)(ii), period 
of participation includes periods under 
another plan for which matching con-
tributions or employee contributions 
are aggregated under § 1.401(m)– 
2(a)(3)(ii). 

Current year testing method. Current 
year testing method means the testing 
method under which the applicable 
year is the current plan year, as de-
scribed in § 1.401(k)–2(a)(2)(ii) or 
1.401(m)–2(a)(2)(ii) 

Designated Roth contributions. Des-
ignated Roth contributions means des-
ignated Roth contributions as defined 
in § 1.401(k)–1(f)(1). 

Elective contributions. Elective con-
tributions means elective contributions 
as defined in § 1.401(k)–6. 
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Elective deferrals. Elective deferrals 
means elective deferrals described in 
section 402(g)(3). 

Eligible employee—(1) General rule. Eli-
gible employee means an employee who 
is directly or indirectly eligible to 
make an employee contribution or to 
receive an allocation of matching con-
tributions (including matching con-
tributions derived from forfeitures) 
under the plan for all or a portion of 
the plan year. For example, if an em-
ployee must perform purely ministerial 
or mechanical acts (e.g., formal appli-
cation for participation or consent to 
payroll withholding) in order to be eli-
gible to make an employee contribu-
tion for a plan year, the employee is an 
eligible employee for the plan year 
without regard to whether the em-
ployee performs these acts. 

(2) Conditions on eligibility. An em-
ployee who is unable to make employee 
contributions or to receive an alloca-
tion of matching contributions because 
the employee has not contributed to 
another plan is also an eligible em-
ployee. By contrast, if an employee 
must perform additional service (e.g., 
satisfy a minimum period of service re-
quirement) in order to be eligible to 
make an employee contribution or to 
receive an allocation of matching con-
tributions for a plan year, the em-
ployee is not an eligible employee for 
the plan year unless the service is ac-
tually performed. An employee who 
would be eligible to make employee 
contributions but for a suspension due 
to a distribution, a loan, or an election 
not to participate in the plan, is treat-
ed as an eligible employee for purposes 
of section 401(m) for a plan year even 
though the employee may not make 
employee contributions or receive an 
allocation of matching contributions 
by reason of the suspension. Finally, 
an employee does not fail to be treated 
as an eligible employee merely because 
the employee may receive no addi-
tional annual additions because of sec-
tion 415(c)(1). 

(3) Certain one-time elections. An em-
ployee is not an eligible employee 
merely because the employee, no later 
than the employee’s first becoming eli-
gible under any plan or arrangement 
described in section 219(g)(5)(A) and 
providing for employee or matching 

contributions, is given a one-time op-
portunity to elect, and the employee in 
fact does elect, not to be eligible to 
make employee contributions or to re-
ceive allocations of matching contribu-
tions under the plan or any other plan 
or arrangement maintained by the em-
ployer (including plans not yet estab-
lished) for the duration of the employ-
ee’s employment with the employer. In 
no event is an election made after De-
cember 23, 1994, treated as a one-time 
irrevocable election under this para-
graph if the election is made by an em-
ployee who previously became eligible 
under another plan or arrangement 
(whether or not terminated) of the em-
ployer. 

Eligible HCE. Eligible HCE means an 
eligible employee who is an HCE. 

Eligible NHCE. Eligible NHCE means 
an eligible employee who is not an 
HCE. 

Employee. Employee means an em-
ployee within the meaning of § 1.410(b)– 
9. 

Employee contributions. Employee con-
tributions means employee contribu-
tions as defined in § 1.401(m)–1(a)(3). 

Employee stock ownership plan (ESOP). 
Employee stock ownership plan or ESOP 
the portion of a plan that is an ESOP 
within the meaning of § 1.410(b)–7(c)(2). 

Employer. Employer means an em-
ployer within the meaning of § 1.410(b)– 
9. 

Excess aggregate contributions. Excess 
aggregate contributions means, with re-
spect to a plan year, the amount of ex-
cess aggregate contributions appor-
tioned to an HCE under § 1.401(m)– 
2(b)(2)(iii). 

Excess contributions. Excess contribu-
tions means with respect to a plan year, 
the amount of excess contributions ap-
portioned to an HCE under § 1.401(k)– 
2(b)(2)(iii). 

Excess deferrals. Excess deferrals means 
excess deferrals as defined in § 1.402(g)– 
1(e)(3). 

Highly compensated employee (HCE). 
Highly compensated employee or HCE has 
the meaning provided in section 414(q). 

Matching contributions. Matching con-
tribution is defined in § 1.401(m)–1(a)(2). 
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Nonelective contributions. Nonelective 
contributions means employer contribu-
tions (other than matching contribu-
tions) with respect to which the em-
ployee may not elect to have the con-
tributions paid to the employee in cash 
or other benefits instead of being con-
tributed to the plan. 

Non-employee stock ownership plan 
(non-ESOP). Non-employee stock owner-
ship plan or non-ESOP means the por-
tion of a plan that is not an ESOP 
within the meaning of § 1.410(b)–7(c)(2). 

Non-highly compensated employee 
(NHCE). Non-highly compensated em-
ployee or NHCE means an employee 
who is not an HCE. 

Plan. Plan means plan as defined in 
§ 1.401(m)–1(b)(4). 

Prior year testing method. Prior year 
testing method means the testing meth-
od under which the applicable year is 
the prior plan year, as described in 
§ 1.401(k)–2(a)(2)(ii) or 1.401(m)–2(a)(2)(ii) 

Qualified matching contributions 
(QMAC). Qualified matching contribu-
tions or QMAC means matching con-
tributions that satisfy the require-
ments of § 1.401(k)–1(c) and (d) at the 
time the contribution is made, without 
regard to whether the contributions 
are actually taken into account as 
elective contributions under § 1.401(k)– 
2(a)(6). See also § 1.401(k)–2(b)(4)(iii) for 
a rule providing that a matching con-
tribution does not fail to qualify as a 
QMAC solely because it is forfeitable 
under section 411(a)(3)(G) because it is 
a matching contribution with respect 
to an excess deferral, excess contribu-
tion, or excess aggregate contribution. 

Qualified nonelective contributions 
(QNEC). Qualified nonelective contribu-
tions or QNEC means employer con-
tributions, other than elective con-
tributions or matching contributions, 
that satisfy the requirements of 
§ 1.401(k)–1(c) and (d) at the time the 
contribution is made, without regard 
to whether the contributions are actu-
ally taken into account under the ADP 
test under § 1.401(k)–2(a)(6) or the ADP 
test under § 1.401(m)–2(a)(6). 

[T.D. 9169, 69 FR 78184, Dec. 29, 2004, as 
amended by T.D. 9237, 71 FR 10, Jan. 3, 2006] 

§ 1.402(a)–1 Taxability of beneficiary 
under a trust which meets the re-
quirements of section 401(a). 

(a) In general. (1)(i) Section 402 re-
lates to the taxation of the beneficiary 
of an employees’ trust. If an employer 
makes a contribution for the benefit of 
an employee to a trust described in sec-
tion 401(a) for the taxable year of the 
employer which ends within or with a 
taxable year of the trust for which the 
trust is exempt under section 501(a), 
the employee is not required to include 
such contribution in his income except 
for the year or years in which such 
contribution is distributed or made 
available to him. It is immaterial in 
the case of contributions to an exempt 
trust whether the employee’s rights in 
the contributions to the trust are for-
feitable or nonforfeitable either at the 
time the contribution is made to the 
trust or thereafter. 

(ii) The provisions of section 402(a) 
relate only to a distribution by a trust 
described in section 401(a) which is ex-
empt under section 501(a) for the tax-
able year of the trust in which the dis-
tribution is made. With two exceptions, 
the distribution from such an exempt 
trust when received or made available 
is taxable to the distributee to the ex-
tent provided in section 72 (relating to 
annuities). First, for taxable years be-
ginning before January 1, 1964, section 
72(e)(3) (relating to the treatment of 
certain lump sums), as in effect before 
such date, shall not apply to such dis-
tributions. For taxable years beginning 
after December 31, 1963, such distribu-
tions may be taken into account in 
computations under sections 1301 
through 1305 (relating to income aver-
aging). Secondly, certain total dis-
tributions described in section 402(a)(2) 
are taxable as long-term capital gains. 
For the treatment of such total dis-
tributions, see subparagraph (6) of this 
paragraph. Under certain cir-
cumstances, an amount representing 
the unrealized appreciation in the 
value of the securities of the employer 
is excludable from gross income for the 
year of distribution. For the rules re-
lating to such exclusion, see paragraph 
(b) of this section. Paragraph (e) of this 
section provides rules relating to use of 
a qualified pension, annuity, profit- 
sharing, or stock bonus plan to provide 
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accident or health benefits or coverage 
otherwise described in sections 104, 105, 
or 106. 

(iii) Except as provided in paragraph 
(b) of this section, a distribution of 
property by a trust described in section 
401(a) and exempt under section 501(a) 
shall be taken into account by the dis-
tributee at its fair market value. In the 
case of a distribution of a life insur-
ance contract, retirement income con-
tract, endowment contract, or other 
contract providing life insurance pro-
tection, or any interest therein, the 
policy cash value and all other rights 
under such contract (including any 
supplemental agreements thereto and 
whether or not guaranteed) are in-
cluded in determining the fair market 
value of the contract. In addition, in 
the case of a transfer of property that 
occurs on or after August 29, 2005 where 
a trust described in section 401(a) and 
exempt under section 501(a) transfers 
property to a plan participant or bene-
ficiary in exchange for consideration 
and where the fair market value of the 
property transferred exceeds the value 
of the consideration, then the excess of 
the fair market value of the property 
transferred by the trust over the value 
of the consideration received by the 
trust is treated as a distribution to the 
distributee under the plan for all pur-
poses under the Internal Revenue Code. 
Where such a transfer occurs before 
that date, the excess of the fair market 
value of the property transferred by 
the trust over the value of the consid-
eration received by the trust is includ-
ible in the gross income of the partici-
pant or beneficiary under section 61. 
However, such a transfer of a life insur-
ance contract, retirement income con-
tract, endowment contract, or other 
contract providing life insurance pro-
tection occurring before that date is 
not treated as a distribution for pur-
poses of applying the requirements of 
subchapter D of chapter 1 of subtitle A 
of the Internal Revenue Code. 

(iv) If a trust is exempt for the tax-
able year in which the distribution oc-
curs, but was not so exempt for one or 
more prior taxable years under section 
501(a) (or under section 165(a) of the In-
ternal Revenue Code of 1939 for years 
to which such section was applicable), 
the contributions of the employer 

which were includible in the gross in-
come of the employee for the taxable 
year when made shall, in accordance 
with section 72(f), also be treated as 
part of the consideration paid by the 
employee. 

(v) If the trust is not exempt at the 
time the distribution is received by or 
made available to the employee, see 
section 402(b) and paragraph (b) of 
§ 1.402(b)–1. 

(vi) For the treatment of amounts 
paid to provide medical benefits de-
scribed in section 401(h) as defined in 
paragraph (a) of § 1.401–14, see para-
graph (h) of § 1.72–15. 

(2) If a trust described in section 
401(a) and exempt under section 501(a) 
purchases an annuity contract for an 
employee and distributes it to the em-
ployee in a year in which the trust is 
exempt, and the contract contains a 
cash surrender value which may be 
available to an employee by surren-
dering the contract, such cash sur-
render value will not be considered in-
come to the employee unless and until 
the contract is surrendered. For the 
rule as to nontransferability of annuity 
contracts issued after 1962, see § 1.401– 
9(b)(1). For additional requirements re-
garding distributions of annuity con-
tracts, see, e.g., §§ 1.401(a)–20, Q&A–2, 
1.401(a)(31)–1, Q&A–17, and 1.401(a)(9)–6, 
Q&A–4. However, the distribution of an 
annuity contract must be treated as a 
lump sum distribution for purposes of 
determining the amount of tax under 
the 10-year averaging rule of section 
402(e) (as in effect prior to amendment 
by the Tax Reform Act of 1986, Public 
Law 99–514, 100 Stat. 2085). If, however, 
the contract distributed by such ex-
empt trust is a life insurance contract, 
retirement income contract, endow-
ment contract, or other contract pro-
viding life insurance protection, the 
fair market value of the contract at 
the time of distribution must be in-
cluded in the distributee’s income in 
accordance with the provisions of sec-
tion 402(a), except to the extent that, 
within 60 days after the distribution of 
the contract, all or any portion of such 
value is irrevocably converted into a 
contract under which no part of any 
proceeds payable on death at any time 
would be excludable under section 
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101(a) (relating to life insurance pro-
ceeds), or the contract is treated as a 
rollover contribution under section 
402(c). If the contract distributed by 
such trust is a transferable annuity 
contract, or a retirement income, en-
dowment, or other life insurance con-
tract and such contract is not treated 
as a rollover contribution under sec-
tion 402(c), then, notwithstanding the 
preceding sentence, the fair market 
value of the contract is includible in 
the distributee’s gross income unless, 
within such 60 days, such contract is 
made nontransferable. 

(3) For the rules applicable to pre-
miums paid by a trust described in sec-
tion 401(a) and exempt under section 
501(a) for the purchase of retirement 
income, endowment, or other contracts 
providing life insurance protection 
payable upon the death of the em-
ployee-participant, see paragraph (b) of 
§ 1.72–16. 

(4) For the rules applicable to the 
amounts payable by reason of the 
death of an employee under a contract 
providing life insurance protection, or 
an annuity contract, purchased by a 
trust described in section 401(a) and ex-
empt under section 501(a), see para-
graph (c) of § 1.72–16. 

(5) If pension or annuity payments or 
other benefits are paid or made avail-
able to the beneficiary of a deceased 
employee or a deceased retired em-
ployee by a trust described in section 
401(a) which is exempt under section 
501(a), such amounts are taxable in ac-
cordance with the rules of section 
402(a) and this section. In case such 
amounts are taxable under section 72, 
the ‘‘investment in the contract’’ shall 
be determined by reference to the 
amount contributed by the employee 
and by applying the applicable rules of 
sections 72 and 101(b)(2)(D). In case the 
amounts paid to, or includible in the 
gross income of, the beneficiaries of 
the deceased employee or deceased re-
tired employee constitute a distribu-
tion to which subparagraph (6) of this 
paragraph is applicable, the extent to 
which the distribution is taxable is de-
termined by reference to the contribu-
tions of the employee, by reference to 
any prior distributions which were ex-
cludable from gross income as a return 
of employee contributions, and by ap-

plying the applicable rules of sections 
72 and 101(b). 

(6)(i) If the total distributions pay-
able with respect to any employee 
under a trust described in section 401(a) 
which in the year of distribution is ex-
empt under section 501(a) are paid to, 
or includible in the gross income of, 
the distributee within one taxable year 
of the distributee on account of the 
employee’s death or other separation 
from the service, or death after such 
separation from service, the amount of 
such distribution, to the extent it ex-
ceeds the net amount contributed by 
the employee, shall be considered a 
gain from the sale or exchange of a 
capital asset held for more than six 
months. The total distributions pay-
able are includible in the gross income 
of the distributee within one taxable 
year if they are made available to such 
distributee and the distributee fails to 
make a timely election under section 
72(h) to receive an annuity in lieu of 
such total distributions. The ‘‘net 
amount contributed by the employee’’ 
is the amount actually contributed by 
the employee plus any amounts consid-
ered to be contributed by the employee 
under the rules of section 72(f), 101(b), 
and subparagraph (3) of this paragraph, 
reduced by any amounts theretofore 
distributed to him which were exclud-
able from gross income as a return of 
employee contributions. See, however, 
paragraph (b) of this section for rules 
relating to the exclusion of amounts 
representing net unrealized apprecia-
tion in the value of securities of the 
employer corporation. In addition, all 
or part of the amount otherwise includ-
ible in gross income under this para-
graph by a non-resident alien indi-
vidual in respect of a distribution by 
the United States under a qualified 
pension plan may be excludable from 
gross income under section 402(a)(4). 
For rules relating to such exclusion, 
see paragraph (c) of this section. For 
additional rules relating to the treat-
ment of total distributions described in 
this subdivision in the case of a non-
resident alien individual, see sections 
871 and 1441 and the regulations there-
under. 

(ii) The term ‘‘total distributions 
payable’’ means the balance to the 
credit of an employee which becomes 
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payable to a distributee on account of 
the employee’s death or other separa-
tion from the service or on account of 
his death after separation from the 
service. Thus, distributions made be-
fore a total distribution (for example, 
annuity payments received by the em-
ployee after retirement), will not de-
feat application of the capital gains 
treatment with respect to the total dis-
tributions received by a beneficiary 
upon the death of the employee after 
retirement. However, a distribution on 
separation from service will not re-
ceive capital gains treatment unless it 
constitutes the total amount in the 
employee’s account at the time of his 
separation from service. If the total 
amount in the employee’s account at 
the time of his death or other separa-
tion from the service or death after 
separation from the service is paid or 
includible in the gross income of the 
distributee within one taxable year of 
the distributee, such amount is enti-
tled to the capital gains treatment not-
withstanding that in a later taxable 
year an additional amount, attrib-
utable to the last year of service, is 
credited to the account of the em-
ployee and distributed. 

(iii) If an employee retires and com-
mences to receive an annuity but sub-
sequently, in some succeeding taxable 
year, is paid a lump sum in settlement 
of all future annuity payments, the 
capital gains treatment does not apply 
to such lump sum settlement paid dur-
ing the lifetime of the employee since 
it is not a payment on account of sepa-
ration from the service, or death after 
separation, but is on account of the 
settlement of future annuity pay-
ments. 

(iv) If the ‘‘total distributions pay-
able’’ are paid or includible in the gross 
income of several distributees within 
one taxable year on account of the em-
ployee’s death or other separation from 
the service or on account of his death 
after separation from the service, the 
capital gains treatment is applicable. 
The total distributions payable are 
paid within one taxable year of the 
distributees when, for example, a por-
tion of such total is distributed in cash 
to one distributee and the balance is 
used to purchase an annuity contract 
which is distributed to the other dis-

tributee. However, if the share of any 
distributee is not paid or includible in 
his gross income within the same tax-
able year in which the shares of the 
other distributees are paid or includ-
ible in their gross income, none of the 
distributees is entitled to the capital 
gains treatment, since the total dis-
tributions payable are not paid or in-
cludible in the distributees’ gross in-
come within one taxable year. For ex-
ample, if the total distributions pay-
able are made available to each of two 
distributees and one elects to receive 
his share in cash while the other makes 
a timely election under section 72(h) to 
receive his share in installment pay-
ments from the trust, the capital gains 
treatment does not apply to either dis-
tributee. 

(v) For regulations as to certain plan 
terminations, see § 1.402(e)–1. 

(vi) The term ‘‘total distributions 
payable’’ does not include United 
States Retirement Plan Bonds held by 
a trust to the credit of an employee. 
Thus, a distribution by a qualified 
trust may constitute a total distribu-
tions payable with respect to an em-
ployee even though the trust retains 
retirement plan bonds registered in the 
name of such employee. Similarly, the 
proceeds of a retirement plan bond re-
ceived as a part of the total amount to 
the credit of an employee will not be 
entitled to capital gains treatment. 
See section 405(e) and paragraph (a)(4) 
of § 1.405–3. 

(vii) For purposes of determining 
whether the total distributions payable 
to an employee have been distributed 
within one taxable year, the term 
‘‘total distributions payable’’ includes 
amounts held by a trust to the credit 
of an employee which are attributable 
to contributions on behalf of the em-
ployee while he was a self-employed in-
dividual in the business with respect to 
which the plan was established. Thus, a 
distribution by a qualified trust is not 
a total distributions payable with re-
spect to an employee if the trust re-
tains amounts which are so attrib-
utable. 

(viii) The term ‘‘total distributions 
payable’’ does not include any amount 
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which has been placed in a separate ac-
count for the funding of medical bene-
fits described in section 401(h) as de-
fined in paragraph (a) of § 1.401–14. 
Thus, a distribution by a qualified 
trust may constitute a total distribu-
tions payable with respect to an em-
ployee even though the trust retains 
amounts attributable to the funding of 
medical benefits described in section 
401(h). 

(7) The capital gains treatment pro-
vided by section 402(a)(2) and subpara-
graph (6) of this paragraph is not appli-
cable to distributions paid to a dis-
tributee to the extent such distribu-
tions are attributable to contributions 
made on behalf of an employee while 
he was a self-employed individual in 
the business with respect to which the 
plan was established. For the taxation 
of such amounts, see § 1.72–18. For the 
rules for determining the amount at-
tributable to contributions on behalf of 
an employee while he was self-em-
ployed, see paragraphs (b)(4) and (c)(2) 
of such section. 

(8) For purposes of this section, the 
term ‘‘employee’’ includes a self-em-
ployed individual who is treated as an 
employee under section 401(c)(1), and 
paragraph (b) of § 1.401–10, and the term 
‘‘employer’’ means the person treated 
as the employer of such individual 
under section 401(c)(4). 

(b) Distributions including securities of 
the employer corporation—(1) In general. 
(i) If a trust described in section 401(a) 
which is exempt under section 501(a) 
makes a distribution to a distributee, 
and such distribution includes securi-
ties of the employer corporation, the 
amount of any net unrealized apprecia-
tion in such securities shall be ex-
cluded from the distributee’s income in 
the year of such distribution to the fol-
lowing extent: 

(A) If the distribution constitutes a 
total distribution to which the regula-
tions of paragraph (a)(6) of this section 
are applicable, the amount to be ex-
cluded is the entire net unrealized ap-
preciation attributable to that part of 
the total distribution which consists of 
securities of the employer corporation; 
and 

(B) If the distribution is other than a 
total distribution to which paragraph 
(a)(6) of this section is applicable, the 

amount to be excluded is that portion 
of the net unrealized appreciation in 
the securities of the employer corpora-
tion which is attributable to the 
amount considered to be contributed 
by the employee to the purchase of 
such securities. 

The amount of net unrealized apprecia-
tion which is excludable under the reg-
ulations of (A) and (B) of this subdivi-
sion shall not be included in the basis 
of the securities in the hands of the 
distributee at the time of distribution 
for purposes of determining gain or loss 
on their subsequent disposition. In the 
case of a total distribution the amount 
of net unrealized appreciation which is 
not included in the basis of the securi-
ties in the hands of the distributee at 
the time of distribution shall be con-
sidered as a gain from the sale or ex-
change of a capital asset held for more 
than six months to the extent that 
such appreciation is realized in a subse-
quent taxable transaction. However, if 
the net gain realized by the distributee 
in a subsequent taxable transaction ex-
ceeds the amount of the net unrealized 
appreciation at the time of distribu-
tion, such excess shall constitute a 
long-term or short-term capital gain 
depending upon the holding period of 
the securities in the hands of the dis-
tributee. 

(ii) For purposes of section 402(a) and 
of this section, the term ‘‘securities’’ 
means only shares of stock and bonds 
or debentures issued by a corporation 
with interest coupons or in registered 
form, and the term ‘‘securities of the 
employer corporation’’ includes securi-
ties of a parent or subsidiary corpora-
tion (as defined in subsections (e) and 
(f) of section 425) of the employer cor-
poration. 

(2) Determination of net unrealized ap-
preciation. (i) The amount of net unre-
alized appreciation in securities of the 
employer corporation which are dis-
tributed by the trust is the excess of 
the market value of such securities at 
the time of distribution over the cost 
or other basis of such securities to the 
trust. Thus, if a distribution consists in 
part of securities which have appre-
ciated in value and in part of securities 
which have depreciated in value, the 
net unrealized appreciation shall be 
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considered to consist of the net in-
crease in value of all of the securities 
included in the distribution. For this 
purpose, two or more distributions 
made by a trust to a distributee in a 
single taxable year of the distributee 
shall be treated as a single distribu-
tion. 

(ii) For the purpose of determining 
the net unrealized appreciation on a 
distributed security of the employer 
corporation, the cost or other basis of 
such security to the trust shall be com-
puted in accordance with whichever of 
the following rules is applicable: 

(A) If a security was earmarked for 
the account of a particular employee at 
the time it was purchased by or con-
tributed to the trust so that the cost or 
other basis of such security to the 
trust is reflected in the account of such 
employee, such cost or other basis 
shall be used. 

(B) If as of the close of each taxable 
year of the trust (or other specified pe-
riod of time not in excess of 12 consecu-
tive calendar months) the trust allo-
cates among the accounts of partici-
pating employees all securities ac-
quired by the trust during the period 
(exclusive of securities unallocated 
under a plan providing for allocation in 
whole shares only), the cost or other 
basis to the trust of any securities allo-
cated as of the close of a particular al-
location period shall be the average 
cost or other basis to the trust of all 
securities of the same type which were 
purchased or otherwise acquired by the 
trust during such allocation period. 
For purposes of determining the aver-
age cost to the trust of securities in-
cluded in a subsequent allocation, the 
actual cost to the trust of the securi-
ties unallocated as of the close of a 
prior allocation period shall be deemed 
to be the average cost or other basis to 
the trust of securities of the same type 
allocated as of the close of such prior 
allocation period. 

(C) In a case where neither (a) nor (b) 
of this subdivision is applicable, if the 
trust fund, or a specified portion there-
of, is invested exclusively in one par-
ticular type of security of the employer 
corporation, and if during the period 
the distributee participated in the plan 
none of such securities has been sold 
except for the purpose of paying bene-

fits under the trust or for the purpose 
of enabling the trustee to obtain funds 
with which to exercise rights which 
have accrued to the trust, the cost or 
other basis to the trust of all securities 
distributed to such distributee shall be 
the total amount credited to the ac-
count of such distributee (or such por-
tion thereof as was available for invest-
ment in such securities) reduced by the 
amount available for investment but 
uninvested on the date of distribution. 
If at the time of distribution to a par-
ticular distributee a portion of the 
amount credited to his account is for-
feited, appropriate adjustment shall be 
made with respect thereto in deter-
mining the cost or other basis to the 
trust of the securities distributed. 

(D)(1) In all other cases, there shall 
be used the average cost (or other 
basis) to the trust of all securities of 
the employer corporation of the type 
distributed to the distributee which 
the trust has on hand at the time of 
the distribution, or which the trust had 
on hand on a specified inventory date 
which date does not precede the date of 
distribution by more than twelve cal-
endar months. If a distribution in-
cludes securities of the employer cor-
poration of more than one type, the av-
erage cost (or other basis) to the trust 
of each type of security distributed 
shall be determined. The average cost 
to the trust of securities of the em-
ployer corporation on hand on a speci-
fied inventory date (or on hand at the 
time of distribution) shall be computed 
on the basis of their actual cost, con-
sidering the securities most recently 
purchased to be those on hand, or by 
means of a moving average calculated 
by subtracting from the total cost of 
securities on hand immediately pre-
ceding a particular sale or distribution 
an amount computed by multiplying 
the number of securities sold or dis-
tributed by the average cost of all se-
curities on hand preceding such sale or 
distribution. 

(2) These methods of computing aver-
age cost may be illustrated by the fol-
lowing examples: 

Example 1. A, a distributee who makes his 
income tax returns on the basis of a calendar 
year, receives on August 1, 1954, in a total 
distribution, to which paragraph (a)(6) of 
this section is applicable, ten shares of class 
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D stock of the employer corporation. On 
July 1, 1954 (the specified inventory date of 
the trust), the trust had on hand 80 shares of 
class D stock. The average cost of the 10 
shares distributed, on the basis of the actual 
cost method, is $100 computed as follows: 

Shares Purchase date 
Cost 
per 

share 

Total 
cost 

20 .................... June 24, 1954 .............. $101 $2,020 
40 .................... Jan. 10, 1953 ............... 102 4,080 
20 .................... Oct. 20, 1952 ................ 95 1,900 

80 .................... ....................................... 8,000 

Example 2. B, a distributee who makes his 
income tax returns on the basis of a calendar 
year, receives on October 31, 1954, in a total 
distribution, to which paragraph (a)(6) of 
this section is applicable, 20 shares of class E 
stock of the employer corporation. The spec-
ified inventory date of the trust is the last 
day of each calendar year. The trust had on 
hand on December 31, 1952, 1,000 shares of 
class E stock of the employer corporation. 
During the calendar year 1953 the trust dis-
tributed to four distributees a total of 100 
shares of such stock and acquired, through a 
number of purchases, a total of 120 shares. 
The average cost of the 20 shares distributed 
to B, on the basis of the moving average 
method, is $52 computed as follows: 

Shares Total 
cost 

Average 
cost 

On hand Dec. 31, 1952 ......... 1,000 $50,000 $50 
Distributed during 1953 at av-

erage cost of $50 ............... 100 5,000 (0) 

900 45,000 (0) 
Purchased during 1953 ......... 120 8,000 (0) 
On hand Dec. 31, 1953 ......... 1,020 53,040 52 

(3) Unrealized appreciation attributable 
to employee contributions. In any case in 
which it is necessary to determine the 
amount of net unrealized appreciation 
in securities of the employer corpora-
tion which is attributable to contribu-
tions made by an employee: 

(i) The cost or other basis of the secu-
rities to the trust and the amount of 
net unrealized appreciation shall first 
be determined in accordance with the 
regulations in subparagraph (2) of this 
paragraph; 

(ii) The amount contributed by the 
employee to the purchase of the securi-
ties shall be solely the portion of his 
actual contributions to the trust prop-
erly allocable to such securities, and 
shall not include any part of the incre-
ment in the trust fund expended in the 
purchase of the securities; 

(iii) The amount of net unrealized ap-
preciation in the securities distributed 
which is attributable to the contribu-
tions of the employee shall be that pro-
portion of the net unrealized apprecia-
tion determined under the regulations 
of subparagraph (2) of this paragraph 
which the contributions of the em-
ployee properly allocable to such secu-
rities bear to the cost or other basis to 
the trust of the securities; 

(iv) If a distribution consists solely of 
securities of the employer corporation, 
the contributions of the employee ex-
pended in the purchase of such securi-
ties shall be allocated to the securities 
distributed in a manner consistent 
with the principles set forth in sub-
paragraph (2)(ii) (a), (b), (c), or (d) of 
this paragraph, whichever is applica-
ble. Thus, the amount of the employ-
ee’s contribution which can be identi-
fied as having been expended in the 
purchase of a particular security shall 
be allocated to such security, and the 
amount of such contribution which 
cannot be so identified shall be allo-
cated ratably among the securities dis-
tributed. If a distribution consists in 
part of securities of the employer cor-
poration and in part of cash or other 
property, appropriate allocation of a 
portion of the employee’s contribution 
to such cash or other property shall be 
made unless such a location is incon-
sistent with the terms of the plan or 
trust. 

(v) The application of this subpara-
graph may be illustrated by the fol-
lowing example: 

Example. A trust distributes ten shares of 
stock issued by the employer corporation 
each of which has an average cost to the 
trust of $100, consisting of employee con-
tributions in the amount of $60 and employer 
contributions in the amount of $40, and on 
the date of distribution has a fair market 
value of $180. The portion of the net unreal-
ized appreciation attributable to the con-
tributions of the employee with respect to 
each of the shares of stock is $48 computed 
as follows: 
(1) Value of one share of stock on distribution date ... $180 

(2) Employee contributions .......................................... 60 
(3) Employer contributions ........................................... 40 

(4) Total contributions .................................................. 100 

(5) Net unrealized appreciation ................................... 80 
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(6) Portion of net unrealized appreciation attributable 
to employee contributions 60⁄100 (amount of em-
ployee contributions (item 2) over total contribu-
tions (item 4) of $80 (item 5) ................................... 48 

(vi) For the purpose of determining 
gain or loss to the distributee in the 
year or years in which any share of 
stock referred to in the example in sub-
division (v) of this subparagraph is sold 
or otherwise disposed of in a taxable 
transaction, the basis of each such 
share in the hands of the distributee at 
the time of the distribution by the 
trust will be $132 computed as follows: 
(a) Employee contributions .......................................... $60 
(b) Employer contributions (taxable as ordinary in-

come in the year the securities were distributed) .... 40 
(c) Portion of net unrealized appreciation attributable 

to employer contributions (item 5) minus (item 6) 
(taxable as ordinary income in the year the securi-
ties were distributed) ................................................ 32 

(d) Basis of stock ......................................................... 132 

(4) Change in exempt status of trust. 
For principles applicable in making ap-
propriate adjustments if the trust was 
not exempt for one or more years be-
fore the year of distribution, see para-
graph (a) of this section. 

(c) Certain distributions by United 
States to nonresident alien individuals. (1) 
This paragraph applies to a distribu-
tion— 

(i) Which is made by the United 
States under a pension plan described 
in section 401(a); 

(ii) Which is made in respect of serv-
ices performed by an employee of the 
United States; and 

(iii) Which is received by, or made 
available to, a nonresident alien indi-
vidual (including a nonresident alien 
individual who is a beneficiary of a de-
ceased employee) during a taxable year 
beginning after December 31, 1959. 

The amount of such a distribution that 
is includible in the gross income of the 
nonresident alien individual under sec-
tion 402(a) (1) or (2) shall not exceed an 
amount which bears the same ratio to 
the amount which would be includible 
in gross income if it were not for this 
paragraph, as— 

(A) The aggregate basic salary paid 
by the United States to the employee 
for his services in respect of which the 
distribution is being made, reduced by 
the amount of such basic salary which 
was not includible in the employee’s 
gross income by reason of being from 

sources without the United States, 
bears to 

(B) The aggregate basic salary paid 
by the United States to the employee 
for his services in respect of which the 
distribution is being made. 

See section 402(a)(4). See, also, para-
graph (a) of this section for rules relat-
ing to the amount that is includible in 
gross income under section 402(a) (1) or 
(2) in the case of a distribution under a 
pension plan described in section 401(a). 

(2) For purposes of applying section 
402(a)(4) and this paragraph to distribu-
tions under the Civil Service Retire-
ment Act (5 U.S.C. 2251), the term 
‘‘basic salary’’ shall have the meaning 
provided in section 1(d) of such Act. In 
applying section 402(a)(4) and this para-
graph to distributions under any other 
qualified pension plan of the United 
States, such term shall have a similar 
meaning. Thus, for example, ‘‘basic sal-
ary’’ does not, in any case, include bo-
nuses, allowances, or overtime pay. 

(3) The rules in this paragraph may 
be illustrated by the following exam-
ples: 

Example 1. A, a retired employee of the 
United States who performed all of his serv-
ices for the United States in a foreign coun-
try, receives, in respect of such services, a 
monthly pension of $200 under the Civil Serv-
ice Retirement Act (a pension plan described 
in section 410(a)). A received an aggregate 
basic salary for his services for the United 
States of $100,000. A was a nonresident alien 
individual during the whole of his employ-
ment with the United States and, therefore, 
his basic salary from the United States was 
not includible in his gross income by reason 
of being from sources without the United 
States. A would be requited, under section 72 
but without regard to section 402(a)(4) and 
this paragraph, to include $60 of each month-
ly pension payment in his gross income. The 
amount that is includible in A’s gross in-
come under section 402(a)(1) with respect to 
the monthly payments received during tax-
able years beginning after December 31, 1959, 
and while A is a nonresident alien individual, 
is computed as follows: 
(i) Amount of distribution includible in gross income 

under section 72 without regard to section 
402(a)(4) ............................................................... $60 

(ii) Aggregate basic salary for services for United 
States ................................................................... 100,000 

(iii) Aggregate basic salary for services for United 
States reduced by amount of such salary not in-
cludible in A’s gross income by reason of being 
from sources without the United States ............... 0 
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(iv) Amount includible in A’s gross income under 
section 402(a)(1) ((iii)÷(ii)×(i), or $0/ 
$100,000×$60) ..................................................... 0 

Example 2. B, a retired employee of the 
United States who performed services for the 
United States both in a foreign country and 
in the United States, receives, in respect of 
such services, a monthly pension of $240 
under the Civil Service Retirement Act. B 
received an aggregate basic salary for his 
services for the United States of $120,000; 
$80,000 of which was for his services per-
formed in the United States, and $40,000 of 
which was for his services performed in the 
foreign country. B was a nonresident alien 
individual during the whole of his employ-
ment with the United States and, con-
sequently, the $40,000 basic salary for his 
services performed in the foreign country 
was not includible in his gross income by 
reason of being from sources without the 
United States. B would be required, under 
section 72 but without regard to section 
402(a)(4) and this paragraph, to include $165 
of each monthly pension in his gross income. 
The amount that is includible in B’s gross 
income under section 402(a)(1) with respect 
to the monthly payments received during 
taxable years beginning after December 31, 
1959, and while B is a nonresident alien indi-
vidual, is computed as follows: 
(i) Amount of distribution includible in gross income 

under section 72 without regard to section 
402(a)(4) ............................................................... $165 

(ii) Aggregate basic salary for services for United 
States ................................................................... 120,000 

(iii) Aggregate basic salary for services for United 
States reduced by amount of such salary not in-
cludible in B’s gross income by reason of being 
from sources without the United States 
($120,000¥$40,000) ........................................... 80,000 

(iv) Amount includible in B’s gross income under 
section 402(a)(1)(iii)÷(ii)×(i), or $80,000/ 
$120,000×$165) ................................................... 110 

(d) Salary reduction, cash or deferred 
arrangements—(1) Inclusion in income. 
Whether a contribution to an exempt 
trust or plan described in section 401(a) 
or 403(a) is made by the employer or 
the employee is determined on the 
basis of the particular facts and cir-
cumstances of each case. Nevertheless, 
an amount contributed to a plan or 
trust will, except as otherwise provided 
under paragraph (d)(2) of this section, 
be treated as contributed by the em-
ployee if it was contributed at the em-
ployee’s election, even though the elec-
tion was made before the year in which 
the amount was earned by the em-
ployee or before the year in which the 
amount became currently available to 
the employee. Any amount treated as 
contributed by the employee is includ-
ible in the gross income of the em-

ployee for the year in which the 
amount would have been received by 
the employee but for the election. 
Thus, for example, amounts contrib-
uted to an exempt trust or plan by rea-
son of a salary reduction agreement 
under a cash or deferred arrangement 
are treated as received by the em-
ployee when they would have been re-
ceived by the employee but for the 
election to defer. Accordingly, they are 
includible in the gross income of the 
employee for that year (except as pro-
vided under paragraph (d)(2) of this sec-
tion). See § 1.401(k)–1(a)(3)(iv) and 
(2)(iv) for the meaning of currently 
available and cash or deferred arrange-
ment, respectively. 

(2) Amounts not included in income—(i) 
Qualified cash or deferred arrangement. 
Elective contributions as defined in 
§ 1.401(k)–6 for a plan year made by an 
employer on behalf of an employee pur-
suant to a cash or deferred election 
under a qualified cash or deferred ar-
rangement, as defined in § 1.401(k)– 
1(a)(4)(i), are not treated as received by 
or distributed to the employee or as 
employee contributions. For plan years 
beginning after December 31, 1992, 
whether a cash or deferred election is 
made under a qualified cash or deferred 
arrangement is determined without re-
gard to the special rules for certain 
collectively bargained plans contained 
in § 1.401(k)–1(a)(5)(iv)(B). As a result, 
elective contributions under these 
plans are treated as employee contribu-
tions for purposes of this section if the 
cash or deferred arrangement does not 
satisfy the actual deferral percentage 
test of section 401(k)(3) or otherwise 
fails to be a qualified cash or deferred 
arrangement. 

(ii) Matching contributions. Matching 
contributions described in § 1.401(m)– 
1(a)(2) and section 401(m)(4) are not 
treated as contributed by an employee 
merely because they are made by the 
employer as a result of an employee’s 
election. 

(iii) Effect of certain one-time elections. 
Amounts contributed to an exempt 
plan or trust described in section 401(a) 
or 403(a) pursuant to the one-time ir-
revocable employee election to partici-
pate in a plan described in § 1.401(k)– 
1(a)(3)(v) are not treated as contributed 
by an employee. Similarly, amounts 
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contributed to an exempt plan or trust 
described in section 401(a) or 403(a) in 
which self-employed individuals may 
participate pursuant to the one-time 
irrevocable election described in 
§ 1.401(k)–1(a)(3)(v)(B) are not treated as 
contributed by an employee. 

(3) Effective date and transition rules— 
(i) Effective date. In the case of a plan 
or trust that does not include a salary 
reduction or cash or deferred arrange-
ment in existence on June 27, 1974, this 
paragraph applies to taxable years end-
ing after that date. 

(ii) Transition rule for cash or deferred 
arrangements in existence on June 27, 
1974—(A) General rule. In the case of a 
plan or trust that includes a salary re-
duction or a cash or deferred arrange-
ment in existence on June 27, 1974, this 
paragraph applies to plan years begin-
ning after December 31, 1979 (or, in the 
case of a pre-ERISA money purchase 
plan, as defined in § 1.401(k)–1(g)(12), 
plan years beginning after July 18, 
1984). For plan years beginning prior to 
January 1, 1980 (or, in the case of a pre- 
ERISA money purchase plan, plan 
years beginning before July 19, 1984), 
the taxable year of inclusion in gross 
income of the employee of any amount 
so contributed by the employer to the 
trust is determined in a manner con-
sistent with Rev. Rul. 56–497, 1956–2 CB 
284, Rev. Rul. 63–180, 1963–2 CB 189, and 
Rev. Rul. 68–89, 1968–1 CB 402. 

(B) Meaning of cash or deferred ar-
rangement in existence on June 27, 1974. A 
cash or deferred arrangement is consid-
ered as in existence on June 27, 1974, if, 
on or before that date, it was reduced 
to writing and adopted by the employer 
(including, in the case of a corporate 
employer, formal approval by the em-
ployer’s board of directors and, if re-
quired, shareholders), even though no 
amounts had been contributed pursu-
ant to the terms of the arrangement as 
of that date. 

(iii) Reasonable interpretation for plan 
years beginning after 1979 and before 
1992. For plan years beginning after De-
cember 31, 1979 (or in the case of a pre- 
ERISA money purchase plan, plan 
years beginning after July 18, 1984) and 
before January 1, 1992, a reasonable in-
terpretation of the rules set forth in 
section 401(k) (as in effect during those 
years) may be relied upon to determine 

whether contributions were made 
under a qualified cash or deferred ar-
rangement. 

(iv) Special rule for collectively bar-
gained plans. For plan years beginning 
before January 1, 1993, a nonqualified 
cash or deferred arrangement will be 
treated as satisfying section 401(k)(3) 
solely for purposes of paragraph 
(d)(2)(i) of this section if it is part of a 
plan (or portion of a plan) that auto-
matically satisfies section 401(a)(4) 
under § 1.401(k)–1(a)(5)(iv)(B), relating 
to certain collectively bargained plans. 

(v) Special rule for governmental plans. 
For plan years beginning before the 
later of January 1, 1996, or 90 days after 
the opening of the first legislative ses-
sion beginning on or after January 1, 
1996, of the governing body with au-
thority to amend the plan, if that body 
does not meet continuously, in the case 
of governmental plans described in sec-
tion 414(d), a nonqualified cash or de-
ferred arrangement will be treated as 
satisfying section 401(k)(3) solely for 
purposes of paragraph (d)(2)(i) of this 
section if it is part of a plan adopted by 
a state or local government before May 
6, 1986. For purposes of this paragraph 
(d)(3)(v), the term governing body with 
authority to amend the plan means the 
legislature, board, commission, coun-
cil, or other governing body with au-
thority to amend the plan. 

(e) Medical, accident, etc. benefits paid 
from a qualified pension, annuity, profit- 
sharing, or stock bonus plan—(1) Pay-
ment of premiums—(i) General rule. Ex-
cept as provided in paragraph (e)(1)(iii) 
of this section, a payment made from a 
qualified trust that is a premium for 
accident or health insurance (including 
a qualified long-term care insurance 
contract under section 7702B) con-
stitutes a distribution under section 
402(a) to the participant for whose ben-
efit the premium is charged. The 
amount of the distribution equals the 
amount of the premium charged 
against the participant’s benefits under 
the plan. If a defined contribution plan 
pays these premiums from a current 
year contribution or forfeiture that has 
not been allocated to a participant’s 
account, then the amount of the pre-
mium for each participant is treated as 
first being allocated to the participant 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00452 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



441 

Internal Revenue Service, Treasury § 1.402(a)–1 

and then charged against the partici-
pant’s benefits under the plan, so that 
the amount of the distribution is treat-
ed in the same manner as determined 
under the preceding sentence. Except 
as provided in paragraphs (e)(2) and 
(e)(3) of this section, a distribution de-
scribed in this paragraph (e)(1) is not 
excludable from gross income. 

(ii) Treatment of amounts received 
through accident or health insurance. To 
the extent that the payment of a pre-
mium for accident or health insurance 
constitutes a distribution under this 
paragraph (e)(1), amounts received 
through accident or health insurance 
are neither paid by the employer nor 
attributable to contributions by the 
employer that are excludable from the 
gross income of the employee. Accord-
ingly, to the extent the premium for 
accident or health insurance con-
stitutes a distribution under this para-
graph (e)(1), amounts received through 
the accident or health insurance for 
personal injuries or sickness are ex-
cludable from gross income under sec-
tion 104(a)(3) and are not treated as dis-
tributions from the plan. If those 
amounts are paid to the plan instead of 
to the employee, those amounts are 
treated as having been paid to the em-
ployee and then contributed by the em-
ployee to the plan (and must satisfy 
the qualification requirements applica-
ble to employee contributions). 

(iii) Exception for disability insurance 
that replaces retirement contributions. 
The rules of paragraph (e)(1)(i) of this 
section do not apply to the payment 
made from a qualified trust that is a 
premium paid to an insurance company 
for a contract providing for payment of 
benefits to be made to the trust in the 
event of an employee’s inability to 
continue employment with the em-
ployer due to disability, provided that 
the payment of benefits with respect to 
the employee’s account for each year 
does not exceed the reasonable expec-
tation of the annual contributions that 
would have been made to the plan on 
the employee’s behalf for the period of 
disability within that year, reduced by 
any other contributions made on the 
employee’s behalf for the period of dis-
ability within that year. The payment 
of premiums described in the preceding 
sentence is not treated as a distribu-

tion under section 402(a), but instead 
constitutes incidental accident or 
health insurance as provided in § 1.401– 
1(b)(1)(ii). The Commissioner may issue 
rules of general applicability in rev-
enue rulings, notices, or other guidance 
published in the Internal Revenue Bul-
letin further describing the tax treat-
ment of disability coverage described 
in this paragraph (e)(1)(iii). 

(2) Medical benefits for retired employ-
ees provided under an account described 
in section 401(h). The payment of med-
ical benefits under a pension or annu-
ity plan from an account described in 
section 401(h) is treated in the same 
manner as a payment of accident or 
health benefits attributable to em-
ployer contributions, or employer-pro-
vided coverage under an accident or 
health plan. See § 1.401–14(a) for the def-
inition of medical benefits described in 
section 401(h). Accordingly, amounts 
applied for the payment of accident or 
health benefits, or for the payment of 
accident or health coverage, from a 
section 401(h) account are not includ-
ible in the gross income of the partici-
pant on whose behalf such contribu-
tions are made to the extent they are 
excludible from gross income under 
section 104, 105, or 106. 

(3) Distributions to eligible retired pub-
lic safety officers. See section 402(l) (and 
any guidance issued under section 
402(l)) for a limited exclusion from 
gross income for distributions used to 
pay for certain accident or health pre-
miums (including premiums for quali-
fied long-term care insurance con-
tracts). This limited exclusion applies 
to eligible retired public safety offi-
cers, as defined in section 402(l)(4)(B). 

(4) Effect of distribution of insurance 
premiums on plan qualification. See 
§ 1.401–1(b)(1) for rules concerning the 
types and amount of medical coverage 
and benefits that are permitted to be 
provided under a plan that is part of a 
trust described in section 401(a). For 
example, § 1.401–1(b)(1)(ii) provides that 
a profit-sharing plan is primarily a 
plan of deferred compensation, but the 
amounts allocated to the account of a 
participant may be used to provide in-
cidental accident or health insurance 
for the participant and the partici-
pant’s family. See also section 
401(k)(2)(B) for certain restrictions on 
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the distribution of elective contribu-
tions. 

(5) Applicability to beneficiaries and al-
ternate payees. This paragraph (e) ap-
plies to the payment of premiums 
charged against the benefits of a bene-
ficiary or an alternate payee in the 
same manner as the payment of pre-
miums charged against the account of 
a participant. 

(6) Examples. The provisions of this 
paragraph (e) are illustrated by the fol-
lowing examples: 

Example 1. (i) Facts. Employer A sponsors a 
profit-sharing plan qualified under section 
401(a). The plan provides solely for non-elec-
tive employer profit-sharing contributions. 
The plan’s trustee enters into a contract 
with a third-party insurance carrier to pro-
vide health insurance for certain plan par-
ticipants. The insurance contract provides 
for the payment of medical expenses in-
curred by those participants. The plan limits 
the amounts used to provide medical bene-
fits to comply with the incidental benefit 
rules. The trustee makes monthly payments 
of $1,000 to pay the premiums due for Partici-
pant P’s health insurance and Participant 
P’s account balance is reduced by $1,000 at 
the time of each premium payment. In June 
2015, Participant P is admitted to the hos-
pital for covered medical care, and in July 
2015, the health insurer pays the hospital 
$5,000 for the medical care provided to Par-
ticipant P in June. 

(ii) Conclusion. Under paragraph (e)(1) of 
this section, each of the trustee’s payments 
of $1,000 constitutes a taxable distribution 
under section 402(a) to Participant P on the 
date of each payment. The amount of these 
distributions may constitute payments for 
medical care under section 213. The $5,000 
payment to the hospital is excludable from 
Participant P’s gross income under section 
104(a)(3) and is not treated as a distribution 
from the plan. 

Example 2. (i) Facts. Employer B sponsors a 
profit-sharing plan qualified under section 
401(a). The plan provides for elective con-
tributions described in section 401(k) and 
matching contributions as well as non-elec-
tive employer profit-sharing contributions. 
The plan does not provide that a disabled 
participant’s compensation for purposes of 
determining plan contributions includes 
amounts that the participant would have re-
ceived in the absence of the disability, and 
accordingly Employer B does not make any 
contributions to the plan for the benefit of a 
disabled employee for the period of dis-
ability. The plan’s trustee enters into a con-
tract with a third-party insurance carrier to 
provide disability insurance for plan partici-
pants who elect to be covered under the in-

surance contract. The insurance contract 
provides for the payment of an amount to 
the trustee on a participant’s behalf during 
the period of the participant’s disability. 
Amounts to be paid to the trustee from the 
insurance contract with respect to a partici-
pant are equal to the sum of the elective, 
matching, and non-elective employer profit- 
sharing contributions that would have been 
made on the participant’s behalf during the 
participant’s disability (based on the partici-
pant’s rate of compensation before becoming 
disabled) with the payments to continue for 
the duration of the disability until age 65 (or 
5 years after the participant became dis-
abled, if later). Participant Q elects to be 
covered under the insurance contract, and 
the trustee makes the periodic premium pay-
ments out of the account balance of Partici-
pant Q. In June 2015, Participant Q becomes 
disabled. During the period Participant Q is 
absent from employment due to disability, 
the insurer pays the trust the amount of the 
elective, matching, and non-elective em-
ployer profit-sharing contributions that 
would have been made to the trust with re-
spect to Participant Q had Participant Q not 
been disabled. The amount of the premiums 
for the insurance contract satisfies the limi-
tations on incidental benefits under § 1.401– 
1(b)(1)(ii). 

(ii) Conclusion. The payment of premiums 
from the trust is described in paragraph 
(e)(1)(iii) of this section. Accordingly, none 
of the premium payments under the contract 
constitute a distribution under section 402(a) 
to Participant Q. Further, amounts paid 
from the insurance contract to the trust also 
do not constitute a distribution to Partici-
pant Q. However, when Participant Q’s ac-
count balance is distributed from the trust, 
the distribution will be subject to taxation 
in the year of distribution in accordance 
with the rules in section 402. 

(7) Effective/applicability date. This 
paragraph (e) applies for taxable years 
beginning on or after January 1, 2015. 

[T.D. 6500, 25 FR 11675, Nov. 26, 1960] 

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting § 1.402(a)–1, see the List of 
CFR Sections Affected, which appears in the 
Finding Aids section of the printed volume 
and at www.fdsys.gov. 

§ 1.402(a)(5)–1T Rollovers of partial 
distributions from qualified trusts 
and annuities. (Temporary) 

Q–1: Can an employee or the sur-
viving spouse of a deceased employee 
roll over to an individual retirement 
account or annuity, described in sec-
tion 408 (a) or (b), the taxable portion 
of a partial distribution from a 
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qualifiedtrust described in section 
401(a), a qualified plan described in sec-
tion 403(a), or a tax-sheltered annuity 
contract under section 403(b)? 

A–1: Yes. For distributions made 
after July 18, 1984, the taxable portion 
of a partial distribution may be rolled 
over within 60 days of the distribution 
to an individual retirement account or 
annuity. 

Q–2: Are there special requirements 
applicable to rollovers of partial dis-
tributions? 

A–2: Yes. Section 402(a)(5)(D)(i) speci-
fies that no part of a partial distribu-
tion may be rolled over unless the dis-
tribution is equal to at least 50 percent 
of the balance to the credit of the em-
ployee in the contract or plan imme-
diately before the distribution, and the 
distribution is not one of a series of 
periodic payments. For purposes of this 
section, the balance to the credit of an 
employee does not include any accu-
mulated deductible employee contribu-
tions (within the meaning of section 
72(o)). In addition, in calculating the 
balance to the credit for purposes of 
the 50 percent test, qualified plans are 
not to be aggregated with other quali-
fied plans and tax-sheltered annuity 
contracts are not to be aggregated with 
other tax-sheltered annuity contracts. 
Also, in applying the 50 percent test to 
a surviving spouse, the balance to the 
credit is the maximum amount the 
spouse is entitled to receive under the 
plan or contract, rather than the total 
balance to the credit of the employee. 
The rollover of a partial distribution 
may result in adverse tax con-
sequences; see section 402(a)(5)(D) (iii) 
and (iv). 

Q–3: Are there any other require-
ments applicable to rollovers of partial 
distribution? 

A–3: Yes. Section 402(a)(5)(D)(i)(III) 
requires the employee to elect, in con-
formance with Treasury regulations, to 
treat a contribution of a partial dis-
tribution to an IRA as a rollover con-
tribution. An election is made by desig-
nating, in writing, to the trustee or 
issuer of the IRA at the time of the 
contribution that the contribution is 
to be treated as a rollover contribu-
tion. This requirement of a written 
designation to the trustee or issuer of 
the IRA is effective for contributions 

paid to the trustee or issuer of the IRA 
after March 20, 1986. For contributions 
paid to the trustee or issuer before 
March 21, 1986, an election is made by 
computing the individual’s income tax 
liability on the income tax return for 
the taxable year in which the distribu-
tion occurs in a manner consistent 
with not including the distribution (or 
portion thereof) in gross income. Both 
such elections are irrevocable, except 
that an election made on an income 
tax return filed before March 21, 1986 is 
revocable. 

Q–4: Does the election requirement 
apply to rollovers of qualified total dis-
tributions or rollover contributions de-
scribed in section 402(a) (5) or (7), 
403(a)(4), 403(b)(8), 405(d)(3), or 408(d)(3) 
to individual retirement accounts and 
annuities (IRAs)? 

A–4: Yes. No amounts may be treated 
as a rollover contribution to an IRA 
under section 402(a)(5), 402(a)(7), 
403(a)(4), 403(b)(8), 405(d)(3) (as amended 
by section 491(c) of the TRA of 1984), or 
408(d)(3) unless the requirements de-
scribed in Q & A–3 of this section are 
satisfied. Thus, once any portion of a 
total distribution is irrevocably des-
ignated as a rollover contribution, such 
distribution is not taxable under sec-
tion 402 or 403 and, therefore, is not eli-
gible for the special capital gains and 
separate tax treatment under section 
402 (a) and (e). Election requirements 
for rollover contributions to IRAs de-
scribed in this Q &A–4 are subject to 
the same effective date rules set forth 
in Q &A–3. 

[T.D. 8073, 51 FR 4320, Feb. 4, 1986] 

§ 1.402(b)–1 Treatment of beneficiary 
of a trust not exempt under section 
501(a). 

(a) Taxation by reason of employer con-
tributions made after August 1, 1969—(1) 
Taxation of contributions. Section 402(b) 
provides rules for taxing an employee 
on contributions made on his behalf by 
an employer to an employees’ trust 
that is not exempt under section 501(a). 
In general, any such contributions 
made after August 1, 1969, during a tax-
able year of the employer which ends 
within or with a taxable year of the 
trust for which it is not so exempt 
shall be included as compensation in 
the gross income of the employee for 
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his taxable year during which the con-
tribution is made, but only to the ex-
tent that the employee’s interest in 
such contribution is substantially vest-
ed at the time the contribution is 
made. The preceding sentence does not 
apply to contracts referred to in the 
transitional rule of paragraph (d)(1) (ii) 
or (iii) of this section. For the defini-
tion of the terms ‘‘substantially vest-
ed’’ and ‘‘substantially nonvested’’ see 
§ 1.83–3(b). 

(2) Determination of amount of em-
ployer contributions. If, for an employee, 
the actual amount of employer con-
tributions referred to in paragraph 
(a)(1) of this section for any taxable 
year of the employee is not deter-
minable or for any other reason is not 
known, then, except as set forth in 
rules prescribed by the Commissioner 
in revenue rulings, notices, or other 
guidance published in the Internal Rev-
enue Bulletin (see § 601.601(d)(2)(ii)(b) of 
this chapter), such amount shall be ei-
ther— 

(i) The excess of— 
(A) The amount determined as of the 

end of such taxable year in accordance 
with the formula described in § 1.403(b)– 
1(d)(4), as it appeared in the April 1, 
2006, edition of 26 CFR Part 1; over 

(B) The amount determined as of the 
end of the prior taxable year in accord-
ance with the formula described in 
paragraph (a)(2)(i)(A) of this section; or 

(ii) The amount determined under 
any other method utilizing recognized 
actuarial principles that are consistent 
with the provisions of the plan under 
which such contributions are made and 
the method adopted by the employer 
for funding the benefits under the plan. 

(b) Taxability of employee when rights 
under nonexempt trust change from non-
vested to vested—(1) In general. If rights 
of an employee under a trust become 
substantially vested during a taxable 
year of the employee (ending after Au-
gust 1, 1969), and a taxable year of the 
trust for which it is not exempt under 
section 501(a) ends with or within such 
year, the value of the employee’s inter-
est in the trust on the date of such 
change shall be included in his gross 
income for such taxable year, to the 
extent provided in paragraph (b)(3) of 
this section. When an employees’ trust 
that was exempt under section 501(a) 

ceases to be so exempt, an employee 
shall include in his gross income only 
amounts contributed to the trust dur-
ing a taxable year of the employer that 
ends within or with a taxable year of 
the trust in which it is not so exempt 
(to the same extent as if the trust had 
not been so exempt in all prior taxable 
years). 

(2) Value of an employee’s interest in a 
trust. (i) For purposes of this section, 
the term ‘‘the value of an employee’s 
interest in a trust’’ means the amount 
of the employee’s beneficial interest in 
the net fair market value of all the as-
sets in the trust as of any date on 
which some or all of the employee’s in-
terest in the trust becomes substan-
tially vested. The net fair market 
value of all the assets in the trust is 
the total amount of the fair market 
values (determined without regard to 
any lapse restriction, as defined in 
§ 1.83–3(h)) of all the assets in the trust, 
less the amount of all the liabilities 
(including taxes) to which such assets 
are subject or which the trust has as-
sumed (other than the rights of any 
employee in such assets), as of the date 
on which some or all of the employee’s 
interest in the trust becomes substan-
tially vested. 

(ii) If a separate account in a trust 
for the benefit of two or more employ-
ees is not maintained for each em-
ployee, the value of the employee’s in-
terest in such trust is determined in 
accordance with rules prescribed by the 
Commissioner under the authority in 
paragraph (a)(2) of this section. 

(iii) If there is no valuation of a non-
exempt trust’s assets on the date of the 
change referred to in paragraph (b)(1) 
of this section, the value of an employ-
ee’s interest in such trust is deter-
mined by taking the weighted average 
of the values on the nearest valuation 
dates occurring before and after the 
date of such change. The average is to 
be determined in the manner described 
in § 20.2031–2(b)(1). 

(3) Extent to which value of an employ-
ee’s interest is includible in gross income. 
For purposes of paragraph (b)(1) of this 
section, there shall be included in the 
gross income of the employee for his 
taxable year in which his rights under 
the trust become substantially vested 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00456 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



445 

Internal Revenue Service, Treasury § 1.402(b)–1 

only that portion of the value of his in-
terest in the trust that is attributable 
to contributions made by the employer 
after August 1, 1969. However, the pre-
ceding sentence shall not apply— 

(i) To the extent such value is attrib-
utable to a contribution made on the 
date of such change, and 

(ii) To the extent such value is at-
tributable to contributions described in 
paragraph (d)(1) (ii) or (iii) of this sec-
tion (relating to contributions made 
pursuant to a binding contract entered 
into before April 22, 1969). 
For purposes of this (3), if the value of 
an employee’s interest in a trust which 
is attributable to contributions made 
by the employer after August 1, 1969, is 
not known, it shall be deemed to be an 
amount which bears the same ratio to 
the value of the employee’s interest as 
the contributions made by the em-
ployer after such date bear to the total 
contributions made by the employer. 

(4) Partial vesting. For purposes of 
paragraph (b)(1) of this section, if only 
part of an employee’s interest in the 
trust becomes substantially vested dur-
ing any taxable year, then only the 
corresponding part of the value of the 
employee’s interest in such trust is in-
cludible in his gross income for such 
year. In such a case, it is first nec-
essary to compute, under the rules in 
paragraphs (b) (1) and (2) of this sec-
tion, the amount that would be 
includdible if his entire interest had 
changed to a substantially vested in-
terest during such a year. The amount 
that is includible under this paragraph 
(4) is the amount determined under the 
preceding sentence multiplied by the 
percent of the employee’s interest 
which became substantially vested dur-
ing the taxable year. 

(5) Basis. The basis of any employee’s 
interest in a trust to which this section 
applies shall be increased by the 
amount included in his gross income 
under this section. 

(6) Treatment as owner of trust. In gen-
eral, a beneficiary of a trust to which 
this section applies may not be consid-
ered to be the owner under subpart E, 
part I, subchapter J, chapter I of the 
Code of any portion of such trust which 
is attributable to contributions to such 
trust made by the employer after Au-
gust 1, 1969, or to incidental contribu-

tions made by the employee after such 
date. However, where contributions 
made by the employee are not inci-
dental when compared to contributions 
made by the employer, such bene-
ficiary shall be considered to be the 
owner of the portion of the trust at-
tributable to contributions made by 
the employee, if the applicable require-
ments of such subpart E are satisfied. 
For purposes of this paragraph (6), con-
tributions made by an employee are 
not incidental when compared to con-
tributions made by the employer if the 
employee’s total contributions as of 
any date exceed the employer’s total 
contributions on behalf of the em-
ployee as of such date. 

(7) Example. The provisions in this 
paragraph may be illustrated by the 
following example: 

Example. On January 1, 1968 M corporation 
establishes an employees’ trust, which is not 
exempt under section 501(a), for some of its 
employees, including A, reserving the right 
to discontinue contributions at any time. M 
corporation contributes $5,000 on A’s behalf 
to the trust on February 1, 1968. At the time 
of contribution 50 percent of A’s interest was 
substantially vested. On January 1, 1971, and 
January 1, 1974, M corporation makes addi-
tional $5,000 contributions to the trust on A’s 
behalf. A’s interest in the trust changed 
from a 50 percent substantially vested to a 
100 percent substantialy vested interest in 
the trust on December 31, 1974. Assume that 
the value of A’s interest in the trust on De-
cember 31, 1974, which is attributable to em-
ployer contributions made after August 1, 
1969, is calculated to be $11,000 under para-
graph (b)(3) of this section. The amount in-
cludible in A’s gross income for 1971 and 1974 
is computed as follows: 

(i) Amount of M corporation’s contribution 
made on January 1, 1971, to the trust which 
is includible in A’s gross income under para-
graph (b)(1) of this section (50 percent sub-
stantially vested interest in the trust times 
$5,000 contribution)—$2,500. 

1974 

(i) Amount of M corporation’s contribution 
made on January 1, 1974, to the trust which 
is includible in A’s gross income under para-
graph (b)(1) of this section (50 percent sub-
stantially vested interest in the trust times 
$5,000 contribution)—$2,500. 

(ii) Amount which would have been includ-
ible if A’s entire interest had changed to a 
substantially vested interest (value of em-
ployee’s interest in the trust attributable to 
employer contributions made after August 1, 
1969—$11,000. 
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(iii) Percent of A’s interest that became 
substantially vested on December 31, 1974—50 
percent. 

(iv) Amount includible in A’s gross income 
for 1974 in respect of his percentage change 
from a substantially nonvested to a substan-
tially vested interest in the trust (50 percent 
of $11,000)—$5,500. 

(v) Total amount includible in A’s gross in-
come for 1974 ((i) plus (iv))—$8,000. 

(c) Taxation of distributions from trust 
not exempt under section 501(a)—(1) In 
general. Any amount actually distrib-
uted or made available to any dis-
tributee by an employees’ trust in a 
taxable year in which it is not exempt 
under section 501(a) shall be taxable 
under section 72 (relating to annuities) 
to the distributee in the taxable year 
in which it is so distributed or made 
available. For taxable years beginning 
after December 31, 1963, such amounts 
may be taken into account in computa-
tions under sections 1301 through 1305 
(relating to income averaging). If, for 
example, the distribution from such a 
trust consists of an annuity contract, 
the amount of the distribution shall be 
considered to be the entire value of the 
contract at the time of distribution. 
Such value is includible in the gross in-
come of the distributee to the extent 
that such value exceeds the investment 
in the contract, determined by apply-
ing sections 72 and 101(b). The distribu-
tions by such a trust shall be taxed as 
provided in section 72 whether or not 
the employee’s rights to the contribu-
tions become substantially vested be-
forehand. For rules relating to the 
treatment of employer contributions to 
a nonexempt trust as part of the con-
sideration paid by the employee, see 
section 72(f). For rules relating to the 
treatment of the limited exclusion al-
lowable under section 101(b)(2)(D) as 
additional consideration paid by the 
employee, see the regulations under 
that section. 

(2) Distributions before annuity starting 
date. Any amount distributed or made 
available to any distributee before the 
annuity starting date (as defined in 
section 72(c)(4)) by an employees’ trust 
in a taxable year in which it is not ex-
empt under section 501(a) shall be 
treated as distributed in the following 
order— 

(i) First, from that portion of the em-
ployee’s interest in the trust attrib-

utable to contributions made by the 
employer after August 1, 1969 (other 
than those referred to in paragraph 
(d)(1) (ii) or (iii) of this section) that 
has not been previously includible in 
the employee’s gross income, to the ex-
tent that such a distribution is per-
mitted under the trust (or the plan of 
which the trust is a part); 

(ii) Second, from that portion of the 
employee’s interest in the trust attrib-
utable to contributions made by the 
employer on or before August 1, 1969 
(or contributions referred to in para-
graph (d)(1) (ii) or (iii) of this section); 

(iii) Third, from the remaining por-
tion of the employee’s interest in the 
trust attributable to contributions 
made by the employer. 

If the employee has made contribu-
tions to the trust, amounts attrib-
utable thereto shall be treated as dis-
tributed prior to any amounts attrib-
utable to the employer’s contributions, 
to the extent provided by the trust (or 
the plan of which the trust is a part). 
However, the portion of such amounts 
attributable to income earned on the 
employee’s contributions made after 
August 1, 1969, shall be treated as dis-
tributed prior to any return of such 
contributions. 

(d) Taxation by reason of employer con-
tributions made on or before August 1, 
1969. (1) Except as provided in section 
402(d) (relating to taxable years begin-
ning before January 1, 1977), any con-
tribution to a trust made by an em-
ployer on behalf of an employee— 

(i) On or before August 1, 1969, or 
(ii) After such date, pursuant to a 

binding contract (as defined in § 1.83– 
3(b)(2)) entered into before April 22, 
1969, or 

(iii) After August 1, 1969, pursuant to 
a written plan in which the employee 
participated on April 22, 1969, and 
under which the obligation of the em-
ployer on such date was essentially the 
same as under a binding written con-
tract, during a taxable year of the em-
ployer which ends within or with a tax-
able year of the trust for which the 
trust is not exempt under section 501(a) 
shall be included in income of the em-
ployee for his taxable year during 
which the contribution is made, if the 
employee’s beneficial interest in the 
contribution is nonforfeitable at the 
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time the contribution is made. If the 
employee’s beneficial interest in the 
contribution is forfeitable at the time 
the contribution is made, even though 
his interest becomes nonforfeitable 
later the amount of such contribution 
is not required to be included in the in-
come of the employee at the time his 
interest becomes nonforfeitable. 

(2)(i) An employee’s beneficial inter-
est in the contribution is nonforfeit-
able, within the meaning of sections 
402(b), 403(c), and 404(a)(5) prior to the 
amendments made thereto by the Tax 
Reform Act of 1969 and section 403(b), 
at the time the contribution is made if 
there is no contingency under the plan 
that may cause the employee to lose 
his rights in the contribution. Simi-
larly, an employee’s rights under an 
annuity contract purchased for him by 
his employer change from forfeitable 
to nonforfeitable rights within the 
meaning of section 403(d) prior to the 
repeal thereof by the Tax Reform Act 
of 1969 at that time when, for the first 
time, there is no contingency which 
may cause the employee to lose his 
rights under the contract. For exam-
ple, if under the terms of a pension 
plan, an employee upon termination of 
his services before the retirement date, 
whether voluntarily or involuntarily, 
is entitled to a deferred annuity con-
tract to be purchased with the employ-
er’s contributions made on his behalf, 
or is entitled to annuity payments 
which the trustee is abligated to make 
under the terms of the trust instru-
ment based on the contributions made 
by the employer on his behalf, the em-
ployee’s beneficial interest in such con-
tributions is nonforfeitable. 

(ii) On the other hand, if, under the 
terms of a pension plan, an employee 
will lose the right to any annuity pur-
chased from or to be provided by, con-
tributions made by the employer if his 
services should be terminated before 
retirement, his beneficial interest in 
such contributions is nonforfeitable. 

(iii) The mere fact that an employee 
may not live to the retirement date, or 
may live only a short period after the 
retirement date, and may not be able 
to enjoy the receipt of annuity or pen-
sion payments, does not make his bene-
ficial interest in the contributions 
made by the employer on his behalf 

forfeitable. If the employer’s contribu-
tions have been irrevocably applied to 
purchase an annuity contract for the 
employee, or if the trustee is obligated 
to use the employer’s contributions to 
provide an annuity for the employee 
provide only that the employee is alive 
on the dates the annuity payments are 
due, the employee’s rights in the em-
ployer’s contributions are nonforfeit-
able. 

(Secs. 83 and 7805 of the Internal Revenue 
Code of 1954 (83 Stat. 588; 68A Stat. 917; 26 
U.S.C. 83 and 7805)) 

[T.D. 7554, 43 FR 31922, July 24, 1978, as 
amended by T.D. 9340, 72 FR 41140, July 26, 
2007] 

§ 1.402(c)–1 Taxability of beneficiary of 
certain foreign situs trusts. 

Section 402(c) has the effect of treat-
ing, for purposes of section 402, the dis-
tributions from a trust which at the 
time of the distribution is located out-
side the United States in the same 
manner as distributions from a trust 
which is located in the United States. 
If the trust would qualify for exemp-
tion from tax under section 501(a) ex-
cept for the fact that it fails to comply 
with the provisions of paragraph 
(a)(3)(i) of § 1.401–1, which restricts 
qualification to trusts created or orga-
nized in the United States and main-
tained here, section 402(a) and 
§ 1.402(a)–1 are applicable to the dis-
tributions from such a trust. Thus, for 
example, a total distribution from such 
a trust is entitled to the long-term cap-
ital gains treatment of section 
402(a)(2), except in the case of a non-
resident alien individual (see section 
871 and 1441 and the regulations there-
under). However, if the plan fails to 
meet any requirement of section 401 
and the regulations thereunder in addi-
tion to paragraph (a)(3)(i) of § 1.401–1, 
section 402(b) and § 1.402(b)–1 are appli-
cable to the distributions from such a 
trust. 

[T.D. 6500, 25 FR 11679, Nov. 26, 1960] 

§ 1.402(c)–2 Eligible rollover distribu-
tions; questions and answers. 

The following questions and answers 
relate to the rollover rules under sec-
tion 402(c) of the Internal Revenue 
Code of 1986, as added by sections 521 
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and 522 of the Unemployment Com-
pensation Amendments of 1992, Public 
Law 102–318, 106 Stat. 290 (UCA). For 
additional UCA guidance under sec-
tions 401(a)(31), 402(f), 403(b)(8) and (10), 
and 3405(c), see §§ 1.401(a)(31)–1, 1.402(f)– 
1, and 1.403(b)–7(b), and § 31.3405(c)–1 of 
this chapter, respectively. 

LIST OF QUESTIONS 

Q–1: What is the rule regarding distribu-
tions that may be rolled over to an eligible 
retirement plan? 

Q–2: What is an eligible retirement plan and 
a qualified plan? 

Q–3: What is an eligible rollover distribution? 
Q–4: Are there other amounts that are not 

eligible rollover distributions? 
Q–5: For purposes of determining whether a 

distribution is an eligible rollover distribu-
tion, how is it determined whether a series of 
payments is a series of substantially equal 
periodic payments over a period specified in 
section 402(c)(4)(A)? 

Q–6: What types of variations in the 
amount of a payment cause the payment to 
be independent of a series of substantially 
equal periodic payments and thus not part of 
the series? 

Q–7: When is a distribution from a plan a 
required minimum distribution under sec-
tion 401(a)(9)? 

Q–8: How are amounts that are not includ-
ible in gross income allocated for purposes of 
determining the required minimum distribu-
tion? 

Q–9: What is a distribution of a plan loan 
offset amount and is it an eligible rollover 
distribution? 

Q–10: What is a qualified plan distributed 
annuity contract, and is an amount paid 
under such a contract a distribution of the 
balance to the credit of the employee in a 
qualified plan for purposes of section 402(c)? 

Q–11: If an eligible rollover distribution is 
paid to an employee, and the employee con-
tributes all or part of the eligible rollover 
distribution to an eligible retirement plan 
within 60 days, is the amount contributed 
not currently includible in gross income? 

Q–12: How does section 402(c) apply to a 
distributee who is not the employee? 

Q–13: Must an employee’s (or spousal 
distributee’s) election to treat a contribu-
tion of an eligible rollover distribution to an 
individual retirement plan as a rollover con-
tribution be irrevocable? 

Q–14: How is the $5,000 death benefit exclu-
sion under section 101(b) treated for purposes 
of determining the amount that is an eligible 
rollover distribution? 

Q–15: May an employee (or spousal dis-
tributee) roll over more than the plan ad-
ministrator determines to be an eligible roll-

over distribution using an assumption de-
scribed in § 1.401(a)(31)–1, Q&A–18? 

Q–16: Is a rollover from a qualified plan to 
an individual retirement account or indi-
vidual retirement annuity treated as a roll-
over contribution for purposes of the one- 
year look-back rollover limitation of section 
408(d)(3)(B)? 

QUESTIONS AND ANSWERS 

Q–1: What is the rule regarding dis-
tributions that may be rolled over to 
an eligible retirement plan? 

A–1: (a) General rule. Under section 
402(c), as added by UCA, any portion of 
a distribution from a qualified plan 
that is an eligible rollover distribution 
described in section 402(c)(4) may be 
rolled over to an eligible retirement 
plan described in section 402(c)(8)(B). 
For purposes of section 402(c) and this 
section, a rollover is either a direct 
rollover as described in § 1.401(a)(31)–1, 
Q&A–3 or a contribution of an eligible 
rollover distribution to an eligible re-
tirement plan that satisfies the time 
period requirement in section 402(c)(3) 
and Q&A–11 of this section and the des-
ignation requirement described in 
Q&A–13 of this section. See Q&A–2 of 
this section for the definition of an eli-
gible retirement plan and a qualified 
plan. 

(b) Related Internal Revenue Code pro-
visions—(1) Direct rollover option. Sec-
tion 401(a)(31), added by UCA, requires 
qualified plans to provide a distributee 
of an eligible rollover distribution the 
option to elect to have the distribution 
paid directly to an eligible retirement 
plan in a direct rollover. See 
§ 1.401(a)(31)–1 for further guidance con-
cerning this direct rollover option. 

(2) Notice requirement. Section 402(f) 
requires the plan administrator of a 
qualified plan to provide, within a rea-
sonable time before making an eligible 
rollover distribution, a written expla-
nation to the distributee of the 
distributee’s right to elect a direct 
rollover and the withholding con-
sequences of not making that election. 
The explanation also is required to pro-
vide certain other relevant information 
relating to the taxation of distribu-
tions. See § 1.402(f)–1 for guidance con-
cerning the written explanation re-
quired under section 402(f). 

(3) Mandatory income tax withholding. 
If a distributee of an eligible rollover 
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distribution does not elect to have the 
eligible rollover distribution paid di-
rectly from the plan to an eligible re-
tirement plan in a direct rollover under 
section 401(a)(31), the eligible rollover 
distribution is subject to 20-percent in-
come tax withholding under section 
3405(c). See § 31.3405(c)–1 of this chapter 
for provisions relating to the with-
holding requirements applicable to eli-
gible rollover distributions. 

(4) Section 403(b) annuities. See 
§ 1.403(b)–7(b) for guidance concerning 
the direct rollover requirements for 
distributions from annuities described 
in section 403(b). 

(c) Effective date—(1) Statutory effec-
tive date. Section 402(c), added by UCA, 
applies to eligible rollover distribu-
tions made on or after January 1, 1993, 
even if the event giving rise to the dis-
tribution occurred on or before Janu-
ary 1, 1993 (e.g. termination of the em-
ployee’s employment with the em-
ployer maintaining the plan before 
January 1, 1993), and even if the eligi-
ble rollover distribution is part of a se-
ries of payments that began before 
January 1, 1993. 

(2) Regulatory effective date. This sec-
tion applies to any distribution made 
on or after October 19, 1995. For eligible 
rollover distributions made on or after 
January 1, 1993 and before October 19, 
1995, § 1.402(c)–2T (as it appeared in the 
April 1, 1995 edition of 26 CFR part 1), 
applies. However, for any distribution 
made on or after January 1, 1993 but be-
fore October 19, 1995, any or all of the 
provisions of this section may be sub-
stituted for the corresponding provi-
sions of § 1.402(c)–2T, if any. 

Q–2: What is an eligible retirement plan 
and a qualified plan? 

A–2: An eligible retirement plan, 
under section 402(c)(8)(B), means a 
qualified plan or an individual retire-
ment plan. For purposes of section 
402(c) and this section, a qualified plan 
is an employees’ trust described in sec-
tion 401(a) which is exempt from tax 
under section 501(a) or an annuity plan 
described in section 403(a). An indi-
vidual retirement plan is an individual 
retirement account described in sec-
tion 408(a) or an individual retirement 
annuity (other than an endowment 
contract) described in section 408(b). 

Q–3: What is an eligible rollover dis-
tribution? 

A–3: (a) General rule. Unless specifi-
cally excluded, an eligible rollover dis-
tribution means any distribution to an 
employee (or to a spousal distributee 
described in Q&A–12(a) of this section) 
of all or any portion of the balance to 
the credit of the employee in a quali-
fied plan. Thus, except as specifically 
provided in Q&A–4(b) of this section, 
any amount distributed to an employee 
(or such a spousal distributee) from a 
qualified plan is an eligible rollover 
distribution, regardless of whether it is 
a distribution of a benefit that is pro-
tected under section 411(d)(6). 

(b) Exceptions. An eligible rollover 
distribution does not include the fol-
lowing: 

(1) Any distribution that is one of a 
series of substantially equal periodic 
payments made (not less frequently 
than annually) over any one of the fol-
lowing periods— 

(i) The life of the employee (or the 
joint lives of the employee and the em-
ployee’s designated beneficiary); 

(ii) The life expectancy of the em-
ployee (or the joint life and last sur-
vivor expectancy of the employee and 
the employee’s designated beneficiary); 
or 

(iii) A specified period of ten years or 
more; 

(2) Any distribution to the extent the 
distribution is a required minimum 
distribution under section 401(a)(9); or 

(3) The portion of any distribution 
that is not includible in gross income 
(determined without regard to the ex-
clusion for net unrealized appreciation 
described in section 402(e)(4)). Thus, for 
example, an eligible rollover distribu-
tion does not include the portion of 
any distribution that is excludible 
from gross income under section 72 as a 
return of the employee’s investment in 
the contract (e.g., a return of the em-
ployee’s after-tax contributions), but 
does include net unrealized apprecia-
tion. 

Q–4: Are there other amounts that 
are not eligible rollover distributions? 

A–4: Yes. The following amounts are 
not eligible rollover distributions: 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00461 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



450 

26 CFR Ch. I (4–1–15 Edition) § 1.402(c)–2 

(a) Elective deferrals (as defined in 
section 402(g)(3)) and employee con-
tributions that, pursuant to rules pre-
scribed by the Commissioner in rev-
enue rulings, notices, or other guidance 
published in the Internal Revenue Bul-
letin (see § 601.601(d)(2) of this chapter), 
are returned to the employee (together 
with the income allocable thereto) in 
order to comply with the section 415 
limitations. 

(b) Corrective distributions of excess 
deferrals as described in § 1.402(g)– 
1(e)(3), together with the income allo-
cable to these corrective distributions. 

(c) Corrective distributions of excess 
contributions under a qualified cash or 
deferred arrangement described in 
§ 1.401(k)–1(f)(4) and excess aggregate 
contributions described in § 1.401(m)– 
2(b)(2), together with the income allo-
cable to these distributions. 

(d) Loans that are treated as deemed 
distributions pursuant to section 72(p). 

(e) Dividends paid on employer secu-
rities as described in section 404(k). 

(f) The costs of life insurance cov-
erage (P.S. 58 costs). 

(g) Prohibited allocations that are 
treated as deemed distributions pursu-
ant to section 409(p). 

(h) A distribution that is a permis-
sible withdrawal from an eligible auto-
matic contribution arrangement with-
in the meaning of section 414(w). 

(i) [Reserved] 
(j) Distributions of premiums for ac-

cident or health insurance under 
§ 1.402(a)–1(e)(1)(i). This paragraph A– 
4(j) applies for taxable years beginning 
on or after January 1, 2015. 

(k) Similar items designated by the 
Commissioner in revenue rulings, no-
tices, and other guidance published in 
the Internal Revenue Bulletin. See 
§ 601.601(d)(2)(ii)(b) of this chapter. 

Q–5: For purposes of determining 
whether a distribution is an eligible 
rollover distribution, how is it deter-
mined whether a series of payments is 
a series of substantially equal periodic 
payments over a period specified in 
section 402(c)(4)(A)? 

A–5: (a) General rule. Generally, 
whether a series of payments is a series 
of substantially equal periodic pay-
ments over a specified period is deter-
mined at the time payments begin, and 
by following the principles of section 

72(t)(2)(A)(iv), without regard to con-
tingencies or modifications that have 
not yet occurred. Thus, for example, a 
joint and 50-percent survivor annuity 
will be treated as a series of substan-
tially equal payments at the time pay-
ments commence, as will a joint and 
survivor annuity that provides for in-
creased payments to the employee if 
the employee’s beneficiary dies before 
the employee. Similarly, for purposes 
of determining if a disability benefit 
payment is part of a series of substan-
tially equal payments for a period de-
scribed in section 402(c)(4)(A), any con-
tingency under which payments cease 
upon recovery from the disability may 
be disregarded. 

(b) Certain supplements disregarded. 
For purposes of determining whether a 
distribution is one of a series of pay-
ments that are substantially equal, so-
cial security supplements described in 
section 411(a)(9) are disregarded. For 
example, if a distributee receives a life 
annuity of $500 per month, plus a social 
security supplement consisting of pay-
ments of $200 per month until the dis-
tributee reaches the age at which so-
cial security benefits of not less than 
$200 a month begin, the $200 supple-
mental payments are disregarded and, 
therefore, each monthly payment of 
$700 made before the social security age 
and each monthly payment of $500 
made after the social security age is 
treated as one of a series of substan-
tially equal periodic payments for life. 
A series of payments that are not sub-
stantially equal solely because the 
amount of each payment is reduced 
upon attainment of social security re-
tirement age (or, alternatively, upon 
commencement of social security early 
retirement, survivor, or disability ben-
efits) will also be treated as substan-
tially equal as long as the reduction in 
the actual payments is level and does 
not exceed the applicable social secu-
rity benefit. 

(c) Changes in the amount of payments 
or the distributee. If the amount (or, if 
applicable, the method of calculating 
the amount) of the payments changes 
so that subsequent payments are not 
substantially equal to prior payments, 
a new determination must be made as 
to whether the remaining payments 
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are a series of substantially equal peri-
odic payments over a period specified 
in Q&A–3(b)(1) of this section. This de-
termination is made without taking 
into account payments made or the 
years of payment that elapsed prior to 
the change. However, a new determina-
tion is not made merely because, upon 
the death of the employee, the spouse 
or former spouse of the employee be-
comes the distributee. Thus, once dis-
tributions commence over a period 
that is at least as long as either the 
first annuitant’s life or 10 years (e.g., 
as provided by a life annuity with a 
five-year or ten-year-certain guar-
antee), then substantially equal pay-
ments to the survivor are not eligible 
rollover distributions even though the 
payment period remaining after the 
death of the employee is or may be less 
than the period described in section 
402(c)(4)(A). For example, substantially 
equal periodic payments made under a 
life annuity with a five-year term cer-
tain would not be an eligible rollover 
distribution even when paid after the 
death of the employee with three years 
remaining under the term certain. 

(d) Defined contribution plans. The fol-
lowing rules apply in determining 
whether a series of payments from a 
defined contribution plan constitute 
substantially equal periodic payments 
for a period described in section 
402(c)(4)(A): 

(1) Declining balance of years. A series 
of payments from an account balance 
under a defined contribution plan will 
be considered substantially equal pay-
ments over a period if, for each year, 
the amount of the distribution is cal-
culated by dividing the account bal-
ance by the number of years remaining 
in the period. For example, a series of 
payments will be considered substan-
tially equal payments over 10 years if 
the series is determined as follows. In 
year 1, the annual payment is the ac-
count balance divided by 10; in year 2, 
the annual payment is the remaining 
account balance divided by 9; and so on 
until year 10 when the entire remain-
ing balance is distributed. 

(2) Reasonable actuarial assumptions. If 
an employee’s account balance under a 
defined contribution plan is to be dis-
tributed in annual installments of a 
specified amount until the account bal-

ance is exhausted, then, for purposes of 
determining if the period of distribu-
tion is a period described in section 
402(c)(4)(A), the period of years over 
which the installments will be distrib-
uted must be determined using reason-
able actuarial assumptions. For exam-
ple, if an employee has an account bal-
ance of $100,000, elects distributions of 
$12,000 per year until the account bal-
ance is exhausted, and the future rate 
of return is assumed to be 8% per year, 
the account balance will be exhausted 
in approximately 14 years. Similarly, if 
the same employee elects a fixed an-
nual distribution amount and the fixed 
annual amount is less than or equal to 
$10,000, it is reasonable to assume that 
a future rate of return will be greater 
than 0% and, thus, the account will not 
be exhausted in less than 10 years. 

(e) Series of payments beginning before 
January 1, 1993. Except as provided in 
paragraph (c) of this Q&A, if a series of 
periodic payments began before Janu-
ary 1, 1993, the determination of wheth-
er the post-December 31, 1992 payments 
are a series of substantially equal peri-
odic payments over a specified period 
is made by taking into account all pay-
ments made, including payments made 
before January 1, 1993. For example, if 
a series of substantially equal periodic 
payments beginning on January 1, 1983, 
is scheduled to be paid over a period of 
15 years, payments in the series that 
are made after December 31, 1992, will 
not be eligible rollover distributions 
even though they will continue for 
only five years after December 31, 1992, 
because the pre- January 1, 1993 pay-
ments are taken into account in deter-
mining the specified period. 

Q–6: What types of variations in the 
amount of a payment cause the pay-
ment to be independent of a series of 
substantially equal periodic payments 
and thus not part of the series? 

A–6: (a) Independent payments. Except 
as provided in paragraph (b) of this 
Q&A, a payment is treated as inde-
pendent of the payments in a series of 
substantially equal payments, and thus 
not part of the series, if the payment is 
substantially larger or smaller than 
the other payments in the series. An 
independent payment is an eligible 
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rollover distribution if it is not other-
wise excepted from the definition of el-
igible rollover distribution. This is the 
case regardless of whether the payment 
is made before, with, or after payments 
in the series. For example, if an em-
ployee elects a single payment of half 
of the account balance with the re-
mainder of the account balance paid 
over the life expectancy of the dis-
tributee, the single payment is treated 
as independent of the payments in the 
series and is an eligible rollover dis-
tribution unless otherwise excepted. 
Similarly, if an employee’s surviving 
spouse receives a survivor life annuity 
of $1,000 per month plus a single pay-
ment on account of death of $7,500, the 
single payment is treated as inde-
pendent of the payments in the annu-
ity and is an eligible rollover distribu-
tion unless otherwise excepted (e.g., 
$5,000 of the $7,500 might qualify to be 
excluded from gross income as a death 
benefit under section 101(b)). 

(b) Special rules—(1) Administrative 
error or delay. If, due solely to reason-
able administrative error or delay in 
payment, there is an adjustment after 
the annuity starting date to the 
amount of any payment in a series of 
payments that otherwise would con-
stitute a series of substantially equal 
payments described in section 
402(c)(4)(A) and this section, the ad-
justed payment or payments will be 
treated as part of the series of substan-
tially equal periodic payments and will 
not be treated as independent of the 
payments in the series. For example, if, 
due solely to reasonable administrative 
delay, the first payment of a life annu-
ity is delayed by two months and re-
flects an additional two months worth 
of benefits, that payment will be treat-
ed as a substantially equal payment in 
the series rather than as an inde-
pendent payment. The result will not 
change merely because the amount of 
the adjustment is paid in a separate 
supplemental payment. 

(2) Supplemental payments for annu-
itants. A supplemental payment from a 
defined benefit plan to annuitants (e.g., 
retirees or beneficiaries) will be treat-
ed as part of a series of substantially 
equal payments, rather than as an 
independent payment, provided that 
the following conditions are met— 

(i) The supplement is a benefit in-
crease for annuitants; 

(ii) The amount of the supplement is 
determined in a consistent manner for 
all similarly situated annuitants; 

(iii) The supplement is paid to annu-
itants who are otherwise receiving pay-
ments that would constitute substan-
tially equal periodic payments; and 

(iv) The aggregate supplement is less 
than or equal to the greater of 10% of 
the annual rate of payment for the an-
nuity, or $750 or any higher amount 
prescribed by the Commissioner in rev-
enue rulings, notices, and other guid-
ance published in the FEDERAL REG-
ISTER. See § 601.601(d)(2)(ii)(b) of this 
chapter. 

(3) Final payment in a series. If a pay-
ment in a series of payments from an 
account balance under a defined con-
tribution plan represents the remain-
ing balance to the credit and is sub-
stantially less than the other pay-
ments in the series, the final payment 
must nevertheless be treated as a pay-
ment in the series of substantially 
equal payments and may not be treated 
as an independent payment if the other 
payments in the series are substan-
tially equal and the payments are for a 
period described in section 402(c)(4)(A) 
based on the rules provided in para-
graph (d)(2) of Q&A–5 of this section. 
Thus, such final payment will not be 
an eligible rollover distribution. 

Q–7: When is a distribution from a 
plan a required minimum distribution 
under section 401(a)(9)? 

A–7: (a) General rule. Except as pro-
vided in paragraphs (b) and (c) of this 
Q&A, if a minimum distribution is re-
quired for a calendar year, the amounts 
distributed during that calendar year 
are treated as required minimum dis-
tributions under section 401(a)(9), to 
the extent that the total required min-
imum distribution under section 
401(a)(9) for the calendar year has not 
been satisfied. Accordingly, these 
amounts are not eligible rollover dis-
tributions. For example, if an em-
ployee is required under section 
401(a)(9) to receive a required minimum 
distribution for a calendar year of 
$5,000 and the employee receives a total 
of $7,200 in that year, the first $5,000 
distributed will be treated as the re-
quired minimum distribution and will 
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not be an eligible rollover distribution 
and the remaining $2,200 will be an eli-
gible rollover distribution if it other-
wise qualifies. If the total section 
401(a)(9) required minimum distribu-
tion for a calendar year is not distrib-
uted in that calendar year (e.g., when 
the distribution for the calendar year 
in which the employee reaches age 701⁄2 
is made on the following April 1), the 
amount that was required but not dis-
tributed is added to the amount re-
quired to be distributed for the next 
calendar year in determining the por-
tion of any distribution in the next cal-
endar year that is a required minimum 
distribution. 

(b) Distribution before age 701⁄2. Any 
amount that is paid before January 1 of 
the year in which the employee attains 
(or would have attained) age 701⁄2 will 
not be treated as required under sec-
tion 401(a)(9) and, thus, is an eligible 
rollover distribution if it otherwise 
qualifies. 

(c) Special rule for annuities. In the 
case of annuity payments from a de-
fined benefit plan, or under an annuity 
contract purchased from an insurance 
company (including a qualified plan 
distributed annuity contract (as de-
fined in Q&A–10 of this section)), the 
entire amount of any such annuity 
payment made on or after January 1 of 
the year in which an employee attains 
(or would have attained) age 701⁄2 will 
be treated as an amount required under 
section 401(a)(9) and, thus, will not be 
an eligible rollover distribution. 

Q–8: How are amounts that are not 
includible in gross income allocated for 
purposes of determining the required 
minimum distribution? 

A–8: If section 401(a)(9) has not yet 
been satisfied by the plan for the year 
with respect to an employee, a dis-
tribution is made to the employee that 
exceeds the amount required to satisfy 
section 401(a)(9) for the year for the 
employee, and a portion of that dis-
tribution is excludible from gross in-
come, the following rule applies for 
purposes of determining the amount of 
the distribution that is an eligible roll-
over distribution. The portion of the 
distribution that is excludible from 
gross income is first allocated toward 
satisfaction of section 401(a)(9) and 
then the remaining portion of the re-

quired minimum distribution, if any, is 
satisfied from the portion of the dis-
tribution that is includible in gross in-
come. For example, assume an em-
ployee is required under section 
401(a)(9) to receive a minimum dis-
tribution for a calendar year of $4,000 
and the employee receives a $4,800 dis-
tribution, of which $1,000 is excludible 
from income as a return of basis. First, 
the $1,000 return of basis is allocated 
toward satisfying the required min-
imum distribution. Then, the remain-
ing $3,000 of the required minimum dis-
tribution is satisfied from the $3,800 of 
the distribution that is includible in 
gross income, so that the remaining 
balance of the distribution, $800, is an 
eligible rollover distribution if it oth-
erwise qualifies. 

Q–9: What is a distribution of a plan 
loan offset amount, and is it an eligible 
rollover distribution? 

A–9: (a) General rule. A distribution of 
a plan loan offset amount, as defined in 
paragraph (b) of this Q&A, is an eligi-
ble rollover distribution if it satisfies 
Q&A–3 of this section. Thus, an amount 
equal to the plan loan offset amount 
can be rolled over by the employee (or 
spousal distributee) to an eligible re-
tirement plan within the 60-day period 
under section 402(c)(3), unless the plan 
loan offset amount fails to be an eligi-
ble rollover distribution for another 
reason. See § 1.401(a)(31)–1, Q&A–16 for 
guidance concerning the offering of a 
direct rollover of a plan loan offset 
amount. See § 31.3405(c)–1, Q&A–11 of 
this chapter for guidance concerning 
special withholding rules with respect 
to plan loan offset amounts. 

(b) Definition of plan loan offset 
amount. For purposes of section 402(c), 
a distribution of a plan loan offset 
amount is a distribution that occurs 
when, under the plan terms governing 
a plan loan, the participant’s accrued 
benefit is reduced (offset) in order to 
repay the loan (including the enforce-
ment of the plan’s security interest in 
a participant’s accrued benefit). A dis-
tribution of a plan loan offset amount 
can occur in a variety of cir-
cumstances, e.g., where the terms gov-
erning a plan loan require that, in the 
event of the employee’s termination of 
employment or request for a distribu-
tion, the loan be repaid immediately or 
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treated as in default. A distribution of 
a plan loan offset amount also occurs 
when, under the terms governing the 
plan loan, the loan is cancelled, accel-
erated, or treated as if it were in de-
fault (e.g., where the plan treats a loan 
as in default upon an employee’s termi-
nation of employment or within a spec-
ified period thereafter). A distribution 
of a plan loan offset amount is an ac-
tual distribution, not a deemed dis-
tribution under section 72(p). 

(c) Examples. The rules with respect 
to a plan loan offset amount in this 
Q&A–9, § 1.401(a)(31)–1, Q&A–16 and 
§ 31.3405(c)–1, Q&A–11 of this chapter 
are illustrated by the following exam-
ples: 

Example 1. (a) In 1996, Employee A has an 
account balance of $10,000 in Plan Y, of 
which $3,000 is invested in a plan loan to Em-
ployee A that is secured by Employee A’s ac-
count balance in Plan Y. Employee A has 
made no after-tax employee contributions to 
Plan Y. Plan Y does not provide any direct 
rollover option with respect to plan loans. 
Upon termination of employment in 1996, 
Employee A, who is under age 701⁄2 , elects a 
distribution of Employee A’s entire account 
balance in Plan Y, and Employee A’s out-
standing loan is offset against the account 
balance on distribution. Employee A elects a 
direct rollover of the distribution. 

(b) In order to satisfy section 401(a)(31), 
Plan Y must pay $7,000 directly to the eligi-
ble retirement plan chosen by Employee A in 
a direct rollover. When Employee A’s ac-
count balance was offset by the amount of 
the $3,000 unpaid loan balance, Employee A 
received a plan loan offset amount (equiva-
lent to $3,000) that is an eligible rollover dis-
tribution. However, under § 1.401(a)(31)–1, 
Q&A–16 Plan Y satisfies section 401(a)(31), 
even though a direct rollover option was not 
provided with respect to the $3,000 plan loan 
offset amount. 

(c) No withholding is required under sec-
tion 3405(c) on account of the distribution of 
the $3,000 plan loan offset amount because no 
cash or other property (other than the plan 
loan offset amount) is received by Employee 
A from which to satisfy the withholding. 
Employee A may roll over $3,000 to an eligi-
ble retirement plan within the 60 day period 
provided in section 402(c)(3). 

Example 2. (a) The facts are the same as in 
Example 1, except that the terms governing 
the plan loan to Employee A provide that, 
upon termination of employment, Employee 
A’s account balance is automatically offset 
by the amount of any unpaid loan balance to 
repay the loan. Employee A terminates em-
ployment but does not request a distribution 
from Plan Y. Nevertheless, pursuant to the 

terms governing the plan loan, Employee A’s 
account balance is automatically offset by 
the amount of the $3,000 unpaid loan balance. 

(b) The $3,000 plan loan offset amount at-
tributable to the plan loan in this example is 
treated in the same manner as the $3,000 plan 
loan offset amount in Example 1. 

Example 3. (a) The facts are the same as in 
Example 2, except that, instead of providing 
for an automatic offset upon termination of 
employment to repay the plan loan, the 
terms governing the plan loan require full 
repayment of the loan by Employee A within 
30 days of termination of employment. Em-
ployee A terminates employment, does not 
elect a distribution from Plan Y, and also 
fails to repay the plan loan within 30 days. 
The plan administrator of Plan Y declares 
the plan loan to Employee A in default and 
executes on the loan by offsetting Employee 
A’s account balance by the amount of the 
$3,000 unpaid loan balance. 

(b) The $3,000 plan loan offset amount at-
tributable to the plan loan in this example is 
treated in the same manner as the $3,000 plan 
loan offset amount in Example 1 and in Exam-
ple 2. The result in this Example 3 is the same 
even though the plan administrator treats 
the loan as in default before offsetting Em-
ployee A’s accrued benefit by the amount of 
the unpaid loan. 

Example 4. (a) The facts are the same as in 
Example 1, except that Employee A elects to 
receive the distribution of the account bal-
ance that remains after the $3,000 offset to 
repay the plan loan, instead of electing a di-
rect rollover of the remaining account bal-
ance. 

(b) In this case, the amount of the distribu-
tion received by Employee A is $10,000, not 
$3,000. Because the amount of the $3,000 off-
set attributable to the loan is included in de-
termining the amount that equals 20 percent 
of the eligible rollover distribution received 
by Employee A, withholding in the amount 
of $2,000 (20 percent of $10,000) is required 
under section 3405(c). The $2,000 is required 
to be withheld from the $7,000 to be distrib-
uted to Employee A in cash, so that Em-
ployee A actually receives a check for $5,000. 

Example 5. The facts are the same as in Ex-
ample 4, except that the $7,000 distribution to 
Employee A after the offset to repay the 
loan consists solely of employer securities 
within the meaning of section 402(e)(4)(E). In 
this case, no withholding is required under 
section 3405(c) because the distribution con-
sists solely of the $3,000 plan loan offset 
amount and the $7,000 distribution of em-
ployer securities. This is the result because 
the total amount required to be withheld 
does not exceed the sum of the cash and the 
fair market value of other property distrib-
uted, excluding plan loan offset amounts and 
employer securities. Employee A may roll 
over the employer securities and $3,000 to an 
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eligible retirement plan within the 60-day 
period provided in section 402(c)(3). 

Example 6. Employee B, who is age 40, has 
an account balance in Plan Z, a profit shar-
ing plan qualified under section 401(a) that 
includes a qualified cash or deferred arrange-
ment described in section 401(k). Plan Z pro-
vides for no after-tax employee contribu-
tions. In 1990, Employee B receives a loan 
from Plan Z, the terms of which satisfy sec-
tion 72(p)(2), and which is secured by elective 
contributions subject to the distribution re-
strictions in section 401(k)(2)(B). In 1996, the 
loan fails to satisfy section 72(p)(2) because 
Employee B stops repayment. In that year, 
pursuant to section 72(p), Employee B is 
taxed on a deemed distribution equal to the 
amount of the unpaid loan balance. Under 
Q&A–4 of this section, the deemed distribu-
tion is not an eligible rollover distribution. 
Because Employee B has not separated from 
service or experienced any other event that 
permits the distribution under section 
401(k)(2)(B) of the elective contributions that 
secure the loan, Plan Z is prohibited from 
executing on the loan. Accordingly, Em-
ployee B’s account balance is not offset by 
the amount of the unpaid loan balance at the 
time Employee B stops repayment on the 
loan. Thus, there is no distribution of an off-
set amount that is an eligible rollover dis-
tribution in 1996. 

Q–10: What is a qualified plan distrib-
uted annuity contract, and is an 
amount paid under such a contract a 
distribution of the balance to the cred-
it of the employee in a qualified plan 
for purposes of section 402(c)? 

A–10: (a) Definition of a qualified plan 
distributed annuity contract. A qualified 
plan distributed annuity contract is an 
annuity contract purchased for a par-
ticipant, and distributed to the partici-
pant, by a qualified plan. 

(b) Treatment of amounts paid as eligi-
ble rollover distributions. Amounts paid 
under a qualified plan distributed an-
nuity contract are payments of the bal-
ance to the credit of the employee for 
purposes of section 402(c) and are eligi-
ble rollover distributions, if they oth-
erwise qualify. Thus, for example, if 
the employee surrenders the contract 
for a single sum payment of its cash 
surrender value, the payment would be 
an eligible rollover distribution to the 
extent it is includible in gross income 
and not a required minimum distribu-
tion under section 401(a)(9). This rule 
applies even if the annuity contract is 
distributed in connection with a plan 
termination. See § 1.401(a)(31)–1, Q&A– 

17 and § 31.3405(c)–1, Q&A–13 of this 
chapter concerning the direct rollover 
requirements and 20-percent with-
holding requirements, respectively, 
that apply to eligible rollover distribu-
tions from such an annuity contract. 

Q–11: If an eligible rollover distribu-
tion is paid to an employee, and the 
employee contributes all or part of the 
eligible rollover distribution to an eli-
gible retirement plan within 60 days, is 
the amount contributed not currently 
includible in gross income? 

A–11: Yes, the amount contributed is 
not currently includible in gross in-
come, provided that it is contributed to 
the eligible retirement plan no later 
than the 60th day following the day on 
which the employee received the dis-
tribution. If more than one distribu-
tion is received by an employee from a 
qualified plan during a taxable year, 
the 60-day rule applies separately to 
each distribution. Because the amount 
withheld as income tax under section 
3405(c) is considered an amount distrib-
uted under section 402(c), an amount 
equal to all or any portion of the 
amount withheld can be contributed as 
a rollover to an eligible retirement 
plan within the 60-day period, in addi-
tion to the net amount of the eligible 
rollover distribution actually received 
by the employee. However, if all or any 
portion of an amount equal to the 
amount withheld is not contributed as 
a rollover, it is included in the employ-
ee’s gross income to the extent re-
quired under section 402(a), and also 
may be subject to the 10-percent addi-
tional income tax under section 72(t). 
See § 1.401(a)(31)–1, Q&A–14, for guid-
ance concerning the qualification of a 
plan that accepts a rollover contribu-
tion. 

Q–12: How does section 402(c) apply to 
a distributee who is not the employee? 

A–12: (a) Spousal distributee. If any 
distribution attributable to an em-
ployee is paid to the employee’s sur-
viving spouse, section 402(c) applies to 
the distribution in the same manner as 
if the spouse were the employee. The 
same rule applies if any distribution 
attributable to an employee is paid in 
accordance with a qualified domestic 
relations order (as defined in section 
414(p)) to the employee’s spouse or 
former spouse who is an alternate 
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payee. Therefore, a distribution to the 
surviving spouse of an employee (or to 
a spouse or former spouse who is an al-
ternate payee under a qualified domes-
tic relations order), including a dis-
tribution of ancillary death benefits at-
tributable to the employee, is an eligi-
ble rollover distribution if it meets the 
requirements of section 402(c)(2) and (4) 
and Q&A–3 through Q&A–10 and Q&A– 
14 of this section. However, a qualified 
plan (as defined in Q&A–2 of this sec-
tion) is not treated as an eligible re-
tirement plan with respect to a sur-
viving spouse. Only an individual re-
tirement plan is treated as an eligible 
retirement plan with respect to an eli-
gible rollover distribution to a sur-
viving spouse. 

(b) Non-spousal distributee. A dis-
tributee other than the employee or 
the employee’s surviving spouse (or a 
spouse or former spouse who is an al-
ternate payee under a qualified domes-
tic relations order) is not permitted to 
roll over distributions from a qualified 
plan. Therefore, those distributions do 
not constitute eligible rollover dis-
tributions under section 402(c)(4) and 
are not subject to the 20-percent in-
come tax withholding under section 
3405(c). 

Q–13: Must an employee’s (or spousal 
distributee’s) election to treat a con-
tribution of an eligible rollover dis-
tribution to an individual retirement 
plan as a rollover contribution be ir-
revocable? 

A–13: (a) In general. Yes. In order for 
a contribution of an eligible rollover 
distribution to an individual retire-
ment plan to constitute a rollover and, 
thus, to qualify for current exclusion 
from gross income, a distributee must 
elect, at the time the contribution is 
made, to treat the contribution as a 
rollover contribution. An election is 
made by designating to the trustee, 
issuer, or custodian of the eligible re-
tirement plan that the contribution is 
a rollover contribution. This election is 
irrevocable. Once any portion of an eli-
gible rollover distribution has been 
contributed to an individual retire-
ment plan and designated as a rollover 
distribution, taxation of the with-
drawal of the contribution from the in-
dividual retirement plan is determined 
under section 408(d) rather than under 

section 402 or 403. Therefore, the eligi-
ble rollover distribution is not eligible 
for capital gains treatment, five-year 
or ten-year averaging, or the exclusion 
from gross income for net unrealized 
appreciation on employer stock. 

(b) Direct rollover. If an eligible roll-
over distribution is paid to an indi-
vidual retirement plan in a direct roll-
over at the election of the distributee, 
the distributee is deemed to have irrev-
ocably designated that the direct roll-
over is a rollover contribution. 

Q–14: How is the $5,000 death benefit 
exclusion under section 101(b) treated 
for purposes of determining the 
amount that is an eligible rollover dis-
tribution? 

A–14: To the extent that a death ben-
efit is a distribution from a qualified 
plan, the portion of the distribution 
that is excluded from gross income 
under section 101(b) is not an eligible 
rollover distribution. See § 1.401(a)(31)– 
1, Q&A–18 for guidance concerning as-
sumptions that a plan administrator 
may make with respect to whether and 
to what extent a distribution of a sur-
vivor benefit is excludible from gross 
income under section 101(b). 

Q–15: May an employee (or spousal 
distributee) roll over more than the 
plan administrator determines to be an 
eligible rollover distribution using an 
assumption described in § 1.401(a)(31)–1, 
Q&A–18? 

A–15: Yes. The portion of any dis-
tribution that an employee (or spousal 
distributee) may roll over as an eligi-
ble rollover distribution under section 
402(c) is determined based on the actual 
application of section 402 and other rel-
evant provisions of the Internal Rev-
enue Code. The actual application of 
these provisions may produce different 
results than any assumption described 
in § 1.401(a)(31)–1, Q&A–18 that is used 
by the plan administrator. Thus, for 
example, even though the plan admin-
istrator calculates the portion of a dis-
tribution that is a required minimum 
distribution (and thus is not made eli-
gible for direct rollover under section 
401(a)(31)), by assuming that there is no 
designated beneficiary, the portion of 
the distribution that is actually a re-
quired minimum distribution and thus 
not an eligible rollover distribution is 
determined by taking into account the 
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designated beneficiary, if any. If, by 
taking into account the designated 
beneficiary, a greater portion of the 
distribution is an eligible rollover dis-
tribution, the distributee may rollover 
the additional amount. Similarly, even 
though a plan administrator assumes 
that a distribution from a qualified 
plan is the only death benefit with re-
spect to an employee that qualifies for 
the $5,000 death benefit exclusion under 
section 101(b), to the extent that the 
death benefit exclusion is allocated to 
a different death benefit, a greater por-
tion of the distribution may actually 
be includible in gross income and, thus, 
be an eligible rollover distribution, and 
the surviving spouse may roll over the 
additional amount if it otherwise 
qualifies. 

Q–16: Is a rollover from a qualified 
plan to an individual retirement ac-
count or individual retirement annuity 
treated as a rollover contribution for 
purposes of the one-year look-back 
rollover limitation of section 
408(d)(3)(B)? 

A–16: No. A distribution from a quali-
fied plan that is rolled over to an indi-
vidual retirement account or indi-
vidual retirement annuity is not treat-
ed for purposes of section 408(d)(3)(B) as 
an amount received by an individual 
from an individual retirement account 
or individual retirement annuity which 
is not includible in gross income be-
cause of the application of section 
408(d)(3). 

[T.D. 8619, 60 FR 49208, Sept. 22, 1995, as 
amended by T.D. 8880, 65 FR 21315, Apr. 21, 
2000; T.D. 9169, 69 FR 78153, Dec. 29, 2004; T.D. 
9302, 71 FR 76137, Dec. 20, 2006; T.D. 9319, 72 
FR 16894, Apr. 5, 2007; T.D. 9340, 72 FR 41159, 
July 26, 2007; T.D. 9447, 74 FR 8211, Feb. 24, 
2009; T.D. 9665, 79 FR 26843, May 12, 2014] 

EDITORIAL NOTE: By T.D. 9169, 69 FR 78153, 
Dec. 29, 2004, the Internal Revenue Service 
published a document in the FEDERAL REG-
ISTER, attempting to amend Q&A–4(c) of 
§ 1.402(c)–2, by removing ‘‘1.401(k)–1(f)’’ and 
inserting ‘‘1.401(k)–2(b)(2)’’. However, because 
of inaccurate language, this amendment 
could not be incorporated. 

§ 1.402(d)–1 Effect of section 402(d). 
(a) If the requirements of section 

402(d) are met, a contribution made by 
an employer on behalf of an employee 
to a trust which is not exempt under 
section 501(a) shall not be included in 

the income of the employee in the year 
in which the contribution is made. 
Such contribution will be taxable to 
the employee, when received in later 
years, as provided in section 72 (relat-
ing to annuities). For taxable years be-
ginning before January 1, 1964, section 
72(e)(3) (relating to the treatment of 
certain lump sums), as in effect before 
such date, shall not apply to such con-
tributions. For taxable years beginning 
after December 31, 1963, such contribu-
tions, when received, may be taken 
into account in computations under 
sections 1301 through 1305 (relating to 
income averaging). See paragraph (b) 
of § 1.403(c)–1. The intent and purpose of 
section 402(d) is to give those employ-
ees, covered under certain non-exempt 
trusts to which such section applies, 
essentially the same tax treatment as 
those covered by trusts described in 
section 401(a) and exempt under section 
501(a), except that the capital gains 
treatment referred to in section 
402(a)(2) does not apply. 

(b) Every person claiming the benefit 
of section 402(d) must be able to dem-
onstrate to the satisfaction of the 
Commissioner that all of the provisions 
of such section are met. The taxpayer 
must produce sufficient evidence to 
prove: 

(1) That, before October 21, 1942, he 
was employed by the particular em-
ployer making the contribution in 
question and was at such time defi-
nitely covered by a written agreement, 
entered into before October 21, 1942, be-
tween himself and the employer, or be-
tween the employer and the trustee of 
a trust established by the employer be-
fore October 21, 1942, and that the con-
tribution by the employer was made 
pursuant to such agreement. The fact 
that an employee may have been po-
tentially covered is not sufficient. Evi-
dence that the employment was en-
tered into, or the agreement executed, 
‘‘as of’’ a date before October 21, 1942, 
or that the agreement or trust instru-
ment which did not theretofore meet 
the requirements of section 402(d) was 
modified or amended after October 20, 
1942, so as to come within the provi-
sions of such section, will not satisfy 
the requirements of section 402(d). 

(2) That such contribution, pursuant 
to the terms of such agreement, was to 
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be applied for the purchase of an annu-
ity contract for the taxpayer. In the 
case of a contribution by the employer 
of an annuity contract purchased by 
such employer and transferred by him 
to the trustee of the trust, evidence 
should be presented to prove that such 
contract was purchased for the tax-
payer by the employer pursuant to the 
terms of a written agreement between 
the employer and the employee or be-
tween the employer and the trustee, 
entered into before October 21, 1942. 

(3) That under the written terms of 
the trust agreement the taxpayer is 
not entitled during his lifetime, except 
with the consent of the trustee, to any 
payments other than annuity pay-
ments under the annuity contract or 
contracts purchased by the trustee or 
by the employer and transferred to the 
trustee, and that the trustee may grant 
or withhold such consent free from 
control by the taxpayer, the employer, 
or any other person. However, such 
control will not be presumed from the 
fact that the trustee is himself an offi-
cer or employee of the employer. As 
used in section 402(d) the phrase ‘‘if 
* * * under the terms of the trust 
agreement the employee is not enti-
tled’’ means that the trust instrument 
must make it impossible for the pro-
hibited distribution to occur whether 
by operation or natural termination of 
the trust, whether by power of revoca-
tion or amendment, other than with 
the consent of the trustee, whether by 
the happening of a contingency, by col-
lateral arrangement, or any other 
means. It is not essential that the em-
ployer relinquish all power to modify 
or terminate the trust but it must be 
impossible, except with the consent of 
the trustee, to be received by the tax-
payer contracts purchased by the 
trustee, or by the employer and trans-
ferred to the trustee, to be received by 
the taxpayer directly or indirectly, 
other than as annuity payments. 

(4) The nature and amount of such 
contribution and the extent to which 
income taxes have been paid thereon 
before January 1, 1949, and not credited 
or refunded. 

(5) If it is claimed that section 402(d) 
applies to amounts contributed to a 
trust after June 1, 1949, the taxpayer 
must prove to the satisfaction of the 

Commissioner that the trust did not, 
on June 1, 1949, qualify for exemption 
under section 165(a) of the Internal 
Revenue Code of 1939. Where an em-
ployer buys an annuity contract which 
is transferred to the trustee, the date 
of the purchase of the annuity contract 
and not the date of the transfer to the 
trustee is the controlling date in deter-
mining whether or not the contribu-
tion was made to the trust after June 
1, 1949. 

[T.D. 6500, 25 FR 11679, Nov. 26, 1960, as 
amended by T.D. 6885, 31 FR 7801, June 2, 
1966] 

§ 1.402(e)–1 Certain plan terminations. 

Distributions made after December 
31, 1953, and before January 1, 1955, as a 
result of the complete termination of 
an employees’ trust described in sec-
tion 401(a) which is exempt under sec-
tion 501(a) shall be considered distribu-
tions on account of separation form 
service for purposes of section 402(a)(2) 
if the employer who established the 
trust is a corporation, and the termi-
nation of the plan is incident to the 
complete liquidation of the corporation 
before August 16, 1954, regardless of 
whether such liquidation is incident to 
a reorganization as defined in section 
368. 

[T.D. 6500, 25 FR 11680, Nov. 26, 1960] 

§ 1.402(f)–1 Required explanation of el-
igible rollover distributions; ques-
tions and answers. 

The following questions and answers 
concern the written explanation re-
quirement imposed by section 402(f) of 
the Internal Revenue Code of 1986 re-
lating to distributions eligible for roll-
over treatment. Section 402(f) was 
amended by section 521(a) of the Unem-
ployment Compensation Amendments 
of 1992, Public Law 102–318, 106 Stat. 290 
(UCA). For additional UCA guidance 
under sections 401(a)(31), 402(c), 
403(b)(8) and (10), and 3405(c), see 
§§ 1.401(a)(31)–1, 1.402(c)–2, 1.403(b)–7(b), 
and 31.3405(c)–1 of this chapter, respec-
tively. 

LIST OF QUESTIONS 

Q–1: What are the requirements for a writ-
ten explanation under section 402(f)? 
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Q–2: When must the plan administrator 
provide the section 402(f) notice to a dis-
tributee? 

Q–3: Must the plan administrator provide a 
separate section 402(f) notice for each dis-
tribution in a series of periodic payments 
that are eligible rollover distributions? 

Q–4: May a plan administrator post the 
section 402(f) notice as a means of providing 
it to distributees? 

QUESTIONS AND ANSWERS 

Q–1: What are the requirements for a 
written explanation under section 
402(f)? 

A–1: (a) General rule. Under section 
402(f), as amended by UCA, the plan ad-
ministrator of a qualified plan is re-
quired, within a reasonable period of 
time before making an eligible rollover 
distribution, to provide the distributee 
with the written explanation described 
in section 402(f) (section 402(f) notice). 
The section 402(f) notice must be de-
signed to be easily understood and 
must explain the following: the rules 
under which the distributee may elect 
that the distribution be paid in the 
form of a direct rollover to an eligible 
retirement plan; the rules that require 
the withholding of tax on the distribu-
tion if it is not paid in a direct roll-
over; the rules under which the dis-
tributee may defer tax on the distribu-
tion if it is contributed in a rollover to 
an eligible retirement plan within 60 
days of the distribution; and if applica-
ble, certain special rules regarding the 
taxation of the distribution as de-
scribed in section 402(d) (averaging 
with respect to lump sum distribu-
tions) and (e) (other rules including 
treatment of net unrealized apprecia-
tion). See § 1.401(a)(31)–1, Q&A–7 for ad-
ditional information that must be pro-
vided if a plan provides a default proce-
dure regarding the election of a direct 
rollover. 

(b) Model section 402(f) notice. The 
plan administrator will be deemed to 
have complied with the requirements 
of paragraph (a) of this Q&A–1 relating 
to the contents of the section 402(f) no-
tice if the plan administrator provides 
the applicable model section 402(f) no-
tice published by the Internal Revenue 
Service for this purpose in a revenue 
ruling, notice, or other guidance pub-
lished in the Internal Revenue Bul-

letin. See § 601.601(d)(2)(ii)(b) of this 
chapter. 

(c) Delegation to Commissioner. The 
Commissioner, in revenue rulings, no-
tices, and other guidance, published in 
the Internal Revenue Bulletin, may 
modify, or provide any additional guid-
ance with respect to, the notice re-
quirement of this section. See 
§ 601.601(d)(2)(ii)(b) of this chapter. 

(d) Effective date—(1) Statutory effec-
tive date. Section 402(f) applies to eligi-
ble rollover distributions made after 
December 31, 1992. 

(2) Regulatory effective date. This sec-
tion applies to eligible rollover dis-
tributions made on or after October 19, 
1995. For eligible rollover distributions 
made on or after January 1, 1993 and 
before October 19, 1995, § 1.402(c)–2T, 
Q&A–11 through 15 (as it appeared in 
the April 1, 1995 edition of 26 CFR part 
1), apply. However, for any distribution 
made on or after January 1, 1993 but be-
fore October 19, 1995, a plan adminis-
trator or payor may satisfy the re-
quirements of section 402(f) by sub-
stituting any or all provisions of this 
section for the corresponding provi-
sions of § 1.402(c)–1T, Q&A–11 through 
15, if any. 

Q–2: When must the plan adminis-
trator provide the section 402(f) notice 
to a distributee? 

A–2: The plan administrator must 
provide the section 402(f) notice to a 
distributee at a time that satisfies ei-
ther paragraph (a) or (b) of this Q&A–2. 

(a) This paragraph (a) is satisfied if 
the plan administrator provides a dis-
tributee with the section 402(f) notice 
no less than 30 days and no more than 
90 days before the date of a distribu-
tion. However, if the distributee, after 
having received the section 402(f) no-
tice, affirmatively elects a distribu-
tion, a plan will not fail to satisfy sec-
tion 402(f) merely because the distribu-
tion is made less than 30 days after the 
section 402(f) notice was provided to 
the distributee, provided the plan ad-
ministrator clearly indicates to the 
distributee that the distributee has a 
right to consider the decision of wheth-
er or not to elect a direct rollover for 
at least 30 days after the notice is pro-
vided. The plan administrator may use 
any method to inform the distributee 
of the relevant time period, provided 
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that the method is reasonably designed 
to attract the attention of the dis-
tributee. For example, this information 
could be either provided in the section 
402(f) notice or stated in a separate 
document (e.g., attached to the elec-
tion form) that is provided at the same 
time as the notice. For purposes of sat-
isfying the requirement in the first 
sentence of paragraph (a) of this Q&A– 
2, the plan administrator may sub-
stitute the annuity starting date, with-
in the meaning of § 1.401(a)–20, Q&A–10, 
for the date of the distribution. 

(b) This paragraph (b) is satisfied if 
the plan administrator— 

(1) Provides a distributee with the 
section 402(f) notice; 

(2) Provides the distributee with a 
summary of the section 402(f) notice 
within the time period described in 
paragraph (a) of this Q&A–2; and 

(3) If the distributee so requests after 
receiving the summary described in 
paragraph (b)(2) of this Q&A–2, provides 
the section 402(f) notice to the dis-
tributee without charge and no less 
than 30 days before the date of a dis-
tribution (or the annuity starting 
date), subject to the rules for the 
distributee’s waiver of that 30-day pe-
riod. The summary described in para-
graph (b)(2) of this Q&A–2 must set 
forth a summary of the principal provi-
sions of the section 402(f) notice, must 
refer the distributee to the most recent 
version of the section 402(f) notice (and, 
in the case of a notice provided in any 
document containing information in 
addition to the notice, must identify 
that document and must provide a rea-
sonable indication of where the notice 
may be found in that document, such 
as by index reference or by section 
heading), and must advise the dis-
tributee that, upon request, a copy of 
the section 402(f) notice will be pro-
vided without charge. 

Q–3: Must the plan administrator 
provide a separate section 402(f) notice 
for each distribution in a series of peri-
odic payments that are eligible roll-
over distributions? 

A–3: No. In the case of a series of 
periodic payments that are eligible 
rollover distributions, the plan admin-
istrator is permitted to satisfy section 
402(f) with respect to each payment in 
the series by providing the section 

402(f) notice prior to the first payment 
in the series, in accordance with the 
rules in Q&A–1 and Q&A–2 of this sec-
tion, and providing the notice at least 
once annually for as long as the pay-
ments continue. However, see 
§ 1.401(a)(31)–1, Q&A–12 for additional 
guidance if the plan administrator in-
tends to treat a distributee’s election 
to make or not make a direct rollover 
with respect to one payment in a series 
of periodic payments as applicable to 
all subsequent payments in the series 
(absent a subsequent change of elec-
tion). 

Q–4: May a plan administrator post 
the section 402(f) notice as a means of 
providing it to distributees? 

A–4: No. The posting of the section 
402(f) notice will not be considered pro-
vision of the notice. The written notice 
must be provided individually to any 
distributee of an eligible rollover dis-
tribution within the time period de-
scribed in Q&A–2 and Q&A–3 of this sec-
tion. 

Q–5: Will the requirements of section 
402(f) be satisfied if a plan adminis-
trator provides a distributee with the 
section 402(f) notice or the summary of 
the notice described in paragraph (b)(2) 
of Q&A–2 of this section other than 
through a written paper document? 

A–5. Yes. See § 1.401(a)–21 of this 
chapter for rules permitting the use of 
electronic media to provide applicable 
notices to recipients with respect to re-
tirement plans. 

Example 1. (i) A qualified plan (Plan A) per-
mits participants to request distributions by 
e-mail. Under Plan A’s system for such 
transactions, a participant must enter his or 
her account number and personal identifica-
tion number (PIN); this information must 
match that in Plan A’s records in order for 
the transaction to proceed. If a participant 
requests a distribution from Plan A by e- 
mail and the distribution is an eligible roll-
over distribution, the plan administrator 
provides the participant with a section 402(f) 
notice by e-mail. The plan administrator 
also advises the participant that he or she 
may request the section 402(f) notice on a 
written paper document and that, if the par-
ticipant requests the notice on a written 
paper document, it will be provided at no 
charge. To proceed with the distribution by 
e-mail, the participant must acknowledge re-
ceipt, review, and comprehension of the sec-
tion 402(f) notice. 
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(ii) In Example 1, Plan A does not fail to 
satisfy the notice requirement of section 
402(f) merely because the notice is provided 
to the participant other than through a writ-
ten paper document. 

Example 2. (i) A qualified plan (Plan B) per-
mits participants to request distributions 
through the Plan B web site (Internet or 
intranet). Under Plan B’s system for such 
transactions, a participant must enter his or 
her account number and personal identifica-
tion number (PIN); this information must 
match that in Plan B’s records in order for 
the transaction to proceed. A participant 
may request a distribution from Plan B by 
following the applicable instructions on the 
Plan B web site. After the participant has re-
quested a distribution that is an eligible roll-
over distribution, the participant is auto-
matically shown a page on the web site con-
taining a section 402(f) notice. Although this 
page of the web site may be printed, the page 
also advises the participant that he or she 
may request the section 402(f) notice on a 
written paper document by calling a tele-
phone number indicated on the web page and 
that, if the participant requests the notice 
on a written paper document, it will be pro-
vided at no charge. To proceed with the dis-
tribution by e-mail, the participant must ac-
knowledge receipt, review, and comprehen-
sion of the section 402(f) notice. 

(ii) In this Example 2, Plan B does not fail 
to satisfy the notice requirement of section 
402(f) merely because the notice is provided 
to the participant other than through a writ-
ten paper document. 

Example 3. (i) A qualified plan (Plan C) per-
mits participants to request distributions 
through Plan C’s automated telephone sys-
tem. Under Plan C’s system for such trans-
actions, a participant must enter his or her 
account number and personal identification 
number (PIN); this information must match 
that in Plan C’s records in order for the 
transaction to proceed. Plan C provides the 
section 402(f) notice in the summary plan de-
scription, the most recent version of which 
was distributed to participants in 1997. A 
participant may request a distribution from 
Plan C by following the applicable instruc-
tions on the automated telephone system. In 
1999, a participant, using Plan C’s automated 
telephone system, requests a distribution 
that is an eligible rollover distribution. The 
automated telephone system refers the par-
ticipant to the most recent version of the 
section 402(f) notice which was provided in 
the summary plan description, informs the 
participant where the section 402(f) notice 
may be located in the summary plan descrip-
tion, and provides an oral summary of the 
material provisions of the section 402(f) no-
tice. The system also advises the participant 
that the participant may request the section 
402(f) notice on a written paper document 
and that, if the participant requests the no-

tice on a written paper document, it will be 
provided at no charge. Before proceeding 
with the distribution, the participant must 
acknowledge receipt, review, and comprehen-
sion of the summary. Under Plan C’s system 
for processing such transactions, the partici-
pant’s distribution will be made no more 
than 90 days and no fewer than 30 days after 
the participant requests the distribution and 
receives the summary of the section 402(f) 
notice (unless the participant waives the 30- 
day period). 

(ii) In this Example 3, Plan C does not fail 
to satisfy the notice requirement of section 
402(f) merely because Plan C provides a sum-
mary of the section 402(f) notice or merely 
because the summary is provided to the par-
ticipant other than through a written paper 
document. 

Example 4. (i) Same facts as Example 3, ex-
cept that, pursuant to Plan C’s system for 
processing such transactions, a participant 
who so requests is transferred to a customer 
service representative whose conversation 
with the participant is recorded. The cus-
tomer service representative provides the 
summary of the section 402(f) notice by read-
ing from a prepared text. 

(ii) In this Example 4, Plan C does not fail 
to satisfy the notice requirement of section 
402(f) merely because Plan C provides a sum-
mary of the section 402(f) notice or merely 
because the summary of the section 402(f) no-
tice is provided to the participant other than 
through a written paper document. 

Example 5. (i) Same facts as Example 3, ex-
cept that Plan C does not provide the section 
402(f) notice in the summary plan descrip-
tion. Instead, the automated telephone sys-
tem reads the section 402(f) notice to the par-
ticipant. 

(ii) In this Example 5, Plan C does not sat-
isfy the notice requirement of section 402(f) 
because oral delivery alone of the section 
402(f) notice through the automated tele-
phone system is not sufficient. 

Example 6. (i) The facts are the same as in 
Example 1, except that Participant D re-
quested a distribution by e-mail, then termi-
nated employment, and, following the termi-
nation, no longer has reasonable access to 
Plan A e-mail. 

(ii) In this Example 6, Plan A does not sat-
isfy the notice requirement of section 402(f) 
because the electronic medium through 
which the notice is provided is not reason-
ably accessible to Participant D. Plan A 
must provide the section 402(f) notice to Par-
ticipant D in a written paper document or by 
an electronic means that is reasonably ac-
cessible to Participant D. 

[T.D. 8619, 60 FR 49213, Sept. 22, 1995, as 
amended by T.D. 8873, 65 FR 6005, Feb. 8, 2000; 
T.D. 9294, 71 FR 61887, Oct. 20, 2006; T.D. 9340, 
72 FR 41159, July 26, 2007] 
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§ 1.402(g)–0 Limitation on exclusion for 
elective deferrals, table of contents. 

This section contains the captions 
that appear in § 1.402(g)–1. 

§ 1.402(g)–1 Limitation on exclusion for elective 
deferrals. 

(a) In general. 
(b) Elective deferrals. 
(c) Certain one-time irrevocable elections. 
(d) Applicable limit. 
(1) In general. 
(2) Special adjustment for elective defer-

rals with respect to a section 403(b) annuity 
contract. 

(3) Special adjustment for elective defer-
rals with respect to a section 403(b) annuity 
contract for certain long-term employees. 

(4) Example. 
(e) Treatment of excess deferrals. 
(1) Plan qualification. 
(i) Effect of excess deferrals. 
(ii) Treatment of excess deferrals as em-

ployer contributions. 
(iii) Definition of excess deferrals. 
(2) Correction of excess deferrals after the 

taxable year. 
(3) Correction of excess deferrals during 

taxable year. 
(4) Plan provisions. 
(5) Income allocable to excess deferrals. 
(i) General rule. 
(ii) Method of allocating income. 
(iii) Alternative method of allocating in-

come. 
(iv) Safe harbor method of allocating gap 

period income. 
(6) Coordination with distribution or re-

characterization of excess contributions. 
(7) No employee or spousal consent re-

quired. 
(8) Tax treatment. 
(i) Corrective distributions on or before 

April 15 after close of taxable year. 
(ii) Special rule for 1987 and 1988 excess de-

ferrals. 
(iii) Distributions of excess deferrals after 

correction period. 
(9) No reduction of required minimum dis-

tribution. 
(10) Partial correction. 
(11) Examples. 
(f) Community property laws. 
(g) Effective date. 
(1) In general. 
(2) Deferrals under collective bargaining 

agreements. 
(3) Transition rule. 
(4) Partnership cash or deferred arrange-

ments. 

[T.D. 8357, 56 FR 40545, Aug. 15, 1991] 

§ 1.402(g)–1 Limitation on exclusion for 
elective deferrals. 

(a) In general. The excess of an indi-
vidual’s elective deferrals for any tax-
able year over the applicable limit for 
the year may not be excluded from 
gross income under sections 402(a)(8), 
402(h)(1)(B), 403(b), 408(k)(6), or 
501(c)(18). Thus, an individual’s elective 
deferrals in excess of the applicable 
limit for a taxable year (that is, the in-
dividual’s excess deferrals for the year) 
must be included in gross income for 
the year, except to the extent the ex-
cess deferrals are comprised of des-
ignated Roth contributions, and thus, 
are already includible in gross income. 
A designated Roth contribution is 
treated as an excess deferral only to 
the extent that the total amount of 
designated Roth contributions for an 
individual exceeds the applicable limit 
for the taxable year or the designated 
Roth contributions are identified as ex-
cess deferrals and the individual re-
ceives a distribution of the excess de-
ferrals and allocable income under 
paragraph (e)(2) or (e)(3) of this section. 

(b) Elective deferrals. An individual’s 
elective deferrals for a taxable year are 
the sum of the following: 

(1) Any elective contribution under a 
qualified cash or deferred arrangement 
(as defined in section 401(k)) to the ex-
tent not includible in the individual’s 
gross income for the taxable year on 
account of section 402(a)(8) (before ap-
plying the limits of section 402(g) or 
this section). 

(2) Any employer contribution to a 
simplified employee pension (as defined 
in section 408(k)) to the extent not in-
cludible in the individual’s gross in-
come for the taxable year on account 
of section 402(h)(1)(B) (before applying 
the limits of section 402(g) or this sec-
tion). 

(3) Any employer contribution to an 
annuity contract under section 403(b) 
under a salary reduction agreement 
(within the meaning of section 
3121(a)(5)(D)) to the extent not includ-
ible in the individual’s gross income 
for the taxable year on account of sec-
tion 403(b) (before applying the limits 
of section 402(g) or this section). 
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(4) Any employee contribution des-
ignated as deductible under a trust de-
scribed in section 501(c)(18) to the ex-
tent deductible from the individual’s 
income for the taxable year on account 
of section 501(c)(18) (before appying the 
limits of section 402(g) or this section). 
For purposes of this section, the em-
ployee contribution is treated as 
though it were excluded from the indi-
vidual’s gross income. 

(5) Any designated Roth contribu-
tions described in section 402A (before 
applying the limits of section 402(g) or 
this section). 

(6) Any elective employer contribu-
tions to a SIMPLE retirement account, 
on behalf of an employee pursuant to a 
qualified salary reduction arrangement 
as described in section 408(p)(2) (before 
applying the limits of section 402(g) or 
this section). 

(c) Certain one-time irrevocable elec-
tions. An employer contribution is not 
treated as an elective deferral under 
paragraph (b) of this section if the con-
tribution is made pursuant to a one- 
time irrevocable election made by the 
employee: 

(1) In the case of an annuity contract 
under section 403(b), at the time of ini-
tial eligibility to participate in the sal-
ary reduction agreement; 

(2) In the case of a qualified cash or 
deferred arrangement, at a time when, 
under § 1.401(k)–1(a)(3)(v), the election 
is not treated as a cash or deferred 
election; 

(3) In the case of a trust described in 
section 501(c)(18), at the time of initial 
eligibility to have the employer con-
tribute on the employee’s behalf to the 
trust. 

(d) Applicable limit—(1) In general. Ex-
cept as provided under paragraph (d)(2) 
of this section, the applicable limit for 
an individual’s taxable year is the ap-
plicable dollar amount set forth in sec-
tion 402(g)(1)(B). This applicable dollar 
amount is increased for the taxable 
year beginning in 2007 and later years 
in the same manner as the dollar 
amount under section 415(b)(1)(A) is ad-
justed pursuant to section 415(d). See 
§ 1.402(g)–2 for the treatment of catch- 
up contributions described in section 
414(v). 

(2) Special adjustment for elective defer-
rals with respect to section 403(b) annuity 

contracts for certain long-term employees. 
The applicable limit for an individual 
who is a qualified employee (as defined 
in section 402(g)(7)(C)) and has elective 
deferrals described in paragraph (b)(3) 
or (5) of this section for a taxable year 
is adjusted by increasing the applicable 
limit otherwise determined under para-
graph (d)(1) of this section in accord-
ance with section 402(g)(7). 

(e) Treatment of excess deferrals—(1) 
Plan qualification—(i) Effect of excess de-
ferrals. For plan years beginning before 
January 1, 1988, a plan, annuity con-
tract, simplified employee pension, or 
trust does not fail to meet the require-
ments of section 401(a), section 403(b), 
section 408(k), or section 501(c)(18), re-
spectively, merely because excess de-
ferrals are made with respect to the 
plan, contract, pension, or trust. For 
plan years beginning after December 3l, 
1987, see section 401(a)(30) and § 1.401(a)– 
30 for the effect of excess deferrals on 
the qualification of a plan or trust 
under section 401(a). For purposes of 
determining whether a plan or trust 
complies in operation with section 
401(a)(30), excess deferrals that are dis-
tributed under paragraph (e)(2) or (3) of 
this section are disregarded. Similar 
rules apply to annuity contracts under 
section 403(b), simplified employee pen-
sions under section 408(k), and plans or 
trusts under section 501(c)(28). 

(ii) Treatment of excess deferrals as em-
ployer contributions. For other purposes 
of the Code, including sections 
401(a)(4), 401(k)(3), 404, 409, 411, 412, and 
416, excess deferrals must be treated as 
employer contributions even if they 
are distributed in accordance with 
paragraph (e)(2) or (3) of this section. 
However, excess deferrals of a non-
highly compensated employee are not 
taken into account under section 
401(k)(3) (the actual deferral percent-
age test) to the extent the excess defer-
rals are prohibited under section 
401(a)(30). Excess deferrals are also 
treated as employer contributions for 
purposes of section 415 unless distrib-
uted under paragraph (e)(2) or (3) of 
this section. 

(iii) Definition of excess deferrals. The 
term ‘‘excess deferrals’’ means the ex-
cess of an individual’s elective defer-
rals for any taxable year, as defined in 
§ 1.402(g)–1(b), over the applicable limit 
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under section 402(g)(1) for the taxable 
year. 

(2) Correction of excess deferrals after 
the taxable year. A plan may provide 
that if any amount is an excess defer-
ral under paragraph (a) of this section: 

(i) Not later than the first April 15 
(or such earlier date specified in the 
plan) following the close of the individ-
ual’s taxable year, the individual may 
notify each plan under which elective 
deferrals were made of the amount of 
the excess deferrals received by the 
plan. If any designated Roth contribu-
tions were made to a plan, the notifica-
tion must also identify the extent, if 
any, to which the excess deferrals are 
comprised of designated Roth contribu-
tions. A plan may provide that an indi-
vidual is deemed to have notified the 
plan of excess deferrals (including the 
portion of excess deferrals that are 
comprised of designated Roth contribu-
tions) to the extent the individual has 
excess deferrals for the taxable year 
calculated by taking into account only 
elective deferrals under the plan and 
other plans of the same employer and 
the plan may provide the extent to 
which such excess deferrals are com-
prised of designated Roth contribu-
tions. A plan may instead provide that 
the employer may notify the plan on 
behalf of the individual under these 
circumstances. 

(ii) Not later than the first April 15 
following the close of the taxable year, 
the plan may distribute to the indi-
vidual the amount designated under 
paragraph (e)(2)(i) of this section (and 
any income allocable to that amount). 

(3) Correction of excess deferrals during 
taxable year—(i) A plan may provide 
that an individual who has excess de-
ferrals for a taxable year may receive a 
corrective distribution of excess defer-
rals during the same year. This correc-
tive distribution may be made only if 
all of the following conditions are sat-
isfied: 

(A) The individual designates the dis-
tribution as an excess deferral. A plan 
may provide that an individual is 
deemed to have designated the dis-
tribution to the extent the individual 
has excess deferrals for the taxable 
year calculated by taking into account 
only elective deferrals under the plan 
and other plans of the same employer. 

If any designated Roth contributions 
were made to a plan, the notification 
must identify the extent to which, if 
any, the excess deferrals are comprised 
of designated Roth contributions. A 
plan may provide that an individual is 
deemed to have notified the plan of ex-
cess deferrals (including the portion of 
excess deferrals that are comprised of 
designated Roth contributions) for the 
taxable year calculated by taking into 
account only elective deferrals under 
the plan and other plans of the same 
employer and the plan may provide the 
extent to which such excess deferrals 
are comprised of designated Roth con-
tributions. 

(B) The correcting distribution is 
made after the date on which the plan 
received the excess deferral. 

(C) The plan designates the distribu-
tion as a distribution of excess defer-
rals. 

(ii) The provisions of this paragraph 
(e)(3) are illustrated by the following 
example: 

Example. S is a 62 year old individual who 
participates in Employer Y’s qualified cash 
or deferred arrangement. In January 1991, S 
withdraws $5,000 from Y’s cash or deferred 
arrangement. From February through Sep-
tember, S defers $900 per month. On October 
1, S leaves Employer Y and becomes em-
ployed by Employer Z (unrelated to Y). Dur-
ing the remainder of 1991, S defers $1,800 
under Z’s qualified cash or deferred arrange-
ment. In January 1992, S realizes that S has 
deferred a total of $9,000 in 1991, and there-
fore has a $525 excess deferral ($9,000 minus 
$8,475, the applicable limit for 1991). An addi-
tional $525 must be distributed to S before 
April 15, 1992, to correct the excess deferral. 
The $5,000 withdrawal did not correct the ex-
cess deferral because it occurred before the 
excess deferral was made. 

(4) Plan provisions. In order to dis-
tribute excess deferrals pursuant to 
paragraphs (e)(2) or (e)(3) of this sec-
tion, a plan must contain language per-
mitting distribution of excess defer-
rals. A plan may require the notifica-
tion in paragraphs (e)(2) and (e)(3) of 
this section to be in writing and may 
require that the employee certify or 
otherwise establish that the designated 
amount is an excess deferral. A plan 
need not permit distribution of excess 
deferrals. 
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(5) Income allocable to excess defer-
rals—(i) General rule. The income allo-
cable to excess deferrals for a taxable 
year that begins on or after January 1, 
2007 is equal to the sum of the allocable 
gain or loss for the taxable year of the 
individual and, to the extent the excess 
deferrals are or will be credited with 
gain or loss for the period after the 
close of the taxable year and prior to 
the distribution (the gap period) if the 
total account were to be distributed, 
the allocable gain or loss during that 
period. The income allocable to excess 
deferrals for a taxable year that begins 
before 2007 is determined using the 
1.402(g)–1(e)(5) (as it appeared in the 
April 1, 2006 edition of 26 CFR Part 1). 

(ii) Method of allocating income. A 
plan may use any reasonable method 
for computing the income allocable to 
excess deferrals, provided that the 
method does not violate section 
401(a)(4), is used consistently for all 
participants and for all corrective dis-
tributions under a plan for the plan 
year, and is used by the plan for allo-
cating income to participants’ ac-
counts. See § 1.401(a)(4)–1(c)(8). A plan 
will not fail to use a reasonable method 
for computing the income allocable to 
excess deferrals merely because the in-
come allocable to excess deferrals is 
determined on a date that is no more 
than 7 days before the distribution. 

(iii) Alternative method of allocating 
taxable year income. A plan may deter-
mine the income allocable to excess de-
ferrals for the taxable year by multi-
plying the income for the taxable year 
allocable to elective deferrals by a 
fraction. The numerator of the fraction 
is the excess deferrals by the employee 
for the taxable year. The denominator 
of the fraction is equal to the sum of: 

(A) The total account balance of the 
employee attributable to elective de-
ferrals as of the beginning of the tax-
able year, plus 

(B) The employee’s elective deferrals 
for the taxable year. 

(iv) Safe harbor method of allocating 
gap period income. Under the safe har-
bor method, income on excess deferrals 
for the gap period is equal to 10 percent 
of the income allocable to excess defer-
rals for the taxable year (calculated 
under the method described in para-
graph (e)(5)(iii) of this section), multi-

plied by the number of calendar 
months that have elapsed since the end 
of the taxable year. For purposes of 
calculating the number of calendar 
months that have elapsed under the 
safe harbor method, a corrective dis-
tribution that is made on or before the 
fifteenth day of the month is treated as 
made on the last day of the preceding 
month. A distribution made after the 
fifteenth day of the month is treated as 
made on the first day of the next 
month. 

(v) Alternative method for allocating 
taxable year and gap period income. A 
plan may determine the allocable gain 
or loss for the aggregate of the taxable 
year and the gap period by applying 
the alternative method provided by 
paragraph (e)(5)(iii) of this section to 
this aggregate period. This is accom-
plished by substituting the income for 
the taxable year and the gap period for 
the income for the taxable year and by 
substituting the elective deferrals for 
the taxable year and the gap period for 
the elective deferrals for the taxable 
year in determining the fraction that 
is multiplied by that income. 

(6) Coordination with distribution or re-
characterization of excess contributions. 
The amount of excess deferrals that 
may be distributed under this para-
graph (e) with respect to an employee 
for a taxable year is reduced by any ex-
cess contributions previously distrib-
uted or recharacterized with respect to 
the employee for the plan year begin-
ning with or within the taxable year. 
In the event of a reduction under this 
paragraph (e)(6), the amount of excess 
contributions includible in the gross 
income of the employee and reported 
by the employer as a distribution of ex-
cess contributions is reduced by the 
amount of the reduction under this 
paragraph (e)(6). See § 1.401(k)–2(b)(4)(i). 
In no case may an individual receive 
from a plan as a corrective distribution 
for a taxable year under paragraph 
(e)(2) or (e)(3) of this section an amount 
in excess of the individual’s total elec-
tive deferrals under the plan for the 
taxable year. 

(7) No employee or spousal consent re-
quired. A corrective distribution of ex-
cess deferrals (and income) may be 
made under the terms of the plan with-
out regard to any notice or consent 
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otherwise required under sections 
411(a)(11) or 417. 

(8) Tax treatment—(i) Corrective dis-
tributions on or before April 15 after close 
of taxable year. A corrective distribu-
tion of excess deferrals within the pe-
riod described in paragraph (e)(2) or 
(e)(3) of this section is excludable from 
the employee’s gross income. However, 
the income allocable to excess defer-
rals is includible in the employee’s 
gross income for the taxable year in 
which the allocable income is distrib-
uted. The corrective distribution of ex-
cess deferrals (and income) is not sub-
ject to the early distribution tax of 
section 72(t) and is not treated as a dis-
tribution for purposes of applying the 
excise tax under section 4980A. 

(ii) Special rule for 1987 and 1988 excess 
deferrals. Income on excess deferrals for 
1987 or 1988 that were timely distrib-
uted on or before April 17, 1989, may be 
reported by the recipient either in the 
year described in paragraph (e)(8)(i) of 
this section, or in the year in which 
the employee would have received the 
elective deferrals had the employee 
originally elected to receive the 
amounts in cash. 

(iii) Distributions of excess deferrals 
after correction period. If excess defer-
rals (and income) for a taxable year are 
not distributed within the period de-
scribed in paragraphs (e)(2) and (e)(3) of 
this section, they may only be distrib-
uted when permitted under section 
401(k)(2)(B). These amounts are includ-
ible in gross income when distributed, 
and are treated for purposes of the dis-
tribution rules otherwise applicable to 
the plan as elective deferrals (and in-
come) that were excludable from the 
individual’s gross income under section 
402(g). Thus, any amount includible in 
gross income for any taxable year 
under this section that is not distrib-
uted by April 15 of the following tax-
able year is not treated as an invest-
ment in the contract for purposes of 
section 72 and is includible in the em-
ployee’s gross income when distributed 
from the plan. Excess deferrals that are 
distributed under this paragraph 
(e)(8)(iii) are treated as employer con-
tributions for purposes of section 415 
when they are contributed to the plan. 

(iv) Distributions of excess deferrals 
from a designated Roth account. The 

rules of paragraph (e)(8)(iii) of this sec-
tion generally apply to distributions of 
excess deferrals that are designated 
Roth contributions and the attrib-
utable income. Thus, if a designated 
Roth account described in section 402A 
includes any excess deferrals, any dis-
tribution of amounts attributable to 
those excess deferrals are includible in 
gross income (without adjustment for 
any return of investment in the con-
tract under section 72(e)(8)). In addi-
tion, such distributions cannot be 
qualified distributions described in sec-
tion 402A(d)(2) and are not eligible roll-
over distributions within the meaning 
of section 402(c)(4). For this purpose, if 
a designated Roth account includes 
any excess deferrals, any distributions 
from the account are treated as attrib-
utable to those excess deferrals until 
the total amount distributed from the 
designated Roth account equals the 
total of such deferrals and attributable 
income. 

(9) No reduction of required minimum 
distribution. A distribution of excess de-
ferrals (and income) under paragraphs 
(e)(2) and (e)(3) of this section is not 
treated as a distribution for purposes 
of determining whether the plan meets 
the minimum distribution require-
ments of section 401(a)(9). 

(10) Partial correction. Any distribu-
tion under paragraphs (e)(2) or (e)(3) of 
this section of less than the entire 
amount of excess deferrals (and in-
come) is treated as a pro rata distribu-
tion of excess deferrals and income. 

(11) Examples. The provisions of this 
paragraph are illustrated by the fol-
lowing examples. Assume in Examples 1 
and 2 that there is no income or loss al-
locable to the elective deferrals. 

Example 1. Employee A is a 60-year old 
highly compensated employee who partici-
pates in Employer M’s cash or deferred ar-
rangement. During the period of January 
through September of 1988, A contributed 
$7,000 to the arrangement in elective defer-
rals. During the same period A also contrib-
uted $813 in elective deferrals under a plan of 
an unrelated employer. In December of 1988, 
A made a withdrawal of $1,000 from Em-
ployer M’s plan but did not designate this as 
a withdrawal of an excess deferral. In Janu-
ary of 1989, A notifies Employer M of an ex-
cess deferral, specifying a distribution of $500 
for 1988. To correct the excess deferrals, A 
must receive this additional $500 even 
though A has already withdrawn $1,000 for 
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1988. A may exclude from income in 1988 only 
$7,313. However, if the $500 is distributed by 
April 25, 1989, the distribution is excludable 
from A’s gross income in 1989. Even if A 
withdraws the $500, M must take into ac-
count the entire $7,000 in computing A’s ac-
tual deferral percentage for 1988. 

Example 2. (i) Corporation X maintains a 
cash or deferred arrangement. The plan year 
is the calendar year. For plan year 1989, all 
10 of X’s employees are eligible to partici-
pate in the plan. The employees’ compensa-
tion, contributions, and actual deferral ra-
tios are shown in the following table: 

Employee Compensation Contribution 

Actual 
deferral 

ratio (per-
cent) 

A .................... $140,000 $7,000 5.0 
B .................... 70,000 7,000 10.0 
C .................... 70,000 7,000 10.0 
D .................... 45,000 2,250 5.0 
E .................... 40,000 4,000 10.0 
F .................... 35,000 1,750 5.0 
G .................... 35,000 350 1.0 
H .................... 30,000 3,000 10.0 
I ...................... 17,500 0 0 
J ..................... 17,500 0 0.0 

(ii) Employees A, B, and C are highly com-
pensated employees within the meaning of 
section 414(q). Employees D, E, F, G, H, I, 
and J are nonhighly compensated employees. 
The actual deferral percentages for the high-
ly compensated employees and nonhighly 
compensated employees are 8.33 percent and 
4.43 percent, respectively. These percentages 
do not satisfy the requirements of section 
401(k)(3)(A)(ii). The actual deferral percent-
age for the highly compensated employees 
may not exceed 6.43 percent. 

(iii) The plan reduces the actual deferral 
ratios of B and C to 7.14 percent by distrib-
uting $2,002 ($7,000¥.0714×$70,000) to each in 
January 1990. Section 401(k)(3)(A)(ii) is 
therefore satisfied. 

(iv) In February 1990, B notifies X that B 
made elective deferrals of $2,000 under a 
qualified cash or deferred arrangement main-
tained by an unrelated employer in 1989, and 
requests distribution of $2,000 from X’s plan. 
However, since B has already received a dis-
tribution of $2,002 to meet the ADP test, no 
additional amounts are required or are per-
mitted to be distributed as excess deferrals 
by this plan, and the prior distribution of ex-
cess contributions has corrected the excess 
deferrals. But X must report $2,000 as a dis-
tribution of an excess deferral and $2 as a 
distribution of an excess contribution. 

Example 3. Employee T has excess deferrals 
of $1,000. The income attributable to excess 
deferrals is $100. T properly notifies the em-
ployer, and requests a distribution of the ex-
cess deferral (and income) on February 1. 
The plan distributes $1,000 to T by April 15. 
Because the plan did not distribute any addi-

tional amount as income, $909 is treated as a 
distribution of excess deferrals, and $91 is 
treated as a distribution of earnings. With 
respect to amounts remaining in the ac-
count, $91 is treated as an elective deferral 
and is not included in T’s investment in the 
contract. Because it was not distributed by 
the required date, the $91 is includible in 
gross income upon distribution as well as in 
the year of deferral. 

(f) Community property laws. This sec-
tion is applied without regard to com-
munity property laws. 

(g) Effective date—(1) In general. Ex-
cept as otherwise provided, the provi-
sions of this section are effective for 
taxable years beginning after Decem-
ber 31, 1986. 

(2) Deferrals under collective bargaining 
agreements. In the case of a plan main-
tained pursuant to one or more collec-
tive bargaining agreements between 
employee representatives and one or 
more employers ratified before March 
1, 1986, the provisions of this section do 
not apply to contributions made pursu-
ant to the collective bargaining agree-
ment for taxable years beginning be-
fore the earlier of January 1, 1989, or 
the date on which the agreement ter-
minates (determined without regard to 
any extension thereof after February 
28, 1986). These contributions under a 
collective bargaining agreement are 
taken into account for purposes of ap-
plying this section to elective deferrals 
under plans not described in this para-
graph (g)(2). 

(3) Transition rule. For taxable years 
beginning before January 1, 1992, a plan 
or an individual may rely on a reason-
able interpretation of the rules set 
forth in section 402(g), as in effect dur-
ing those years. 

(4) Partnership cash or deferred ar-
rangements. For purposes of section 
402(g), employer contributions for any 
plan year beginning after December 31, 
1986, and before January 1, 1989, under 
an arrangement that directly or indi-
rectly permits individual partners to 
vary the amount of contributions made 
on their behalf will be treated as elec-
tive contributions only if the arrange-
ment was intended to satisfy and did 
satisfy the nondiscrimination test of 
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section 401(k)(3) and § 1.401(k)–1(b) for 
the plan year. 

[T.D. 8357, 56 FR 40546, Aug. 15, 1991, as 
amended by T.D. 8581, 59 FR 66180, Dec. 23, 
1994; T.D. 9169, 69 FR 78153, Dec. 29, 2004; T.D. 
9324, 72 FR 21110, Apr. 30, 2007] 

§ 1.402(g)–2 Increased limit for catch- 
up contributions. 

(a) General rule. Under section 
402(g)(1)(C), in determining the amount 
of elective deferrals that are includible 
in gross income under section 402(g) for 
a catch-up eligible participant (within 
the meaning of § 1.414(v)–1(g)), the oth-
erwise applicable dollar limit under 
section 402(g)(1)(B) (as increased under 
section 402(g)(7), to the extent applica-
ble) shall be further increased by the 
applicable dollar catch-up limit as set 
forth under § 1.414(v)–1(c)(2). 

(b) Participants in multiple plans. 
Paragraph (a) of this section applies 
without regard to whether the applica-
ble employer plans (within the mean-
ing of section 414(v)(6)) treat the elec-
tive deferrals as catch-up contribu-
tions. Thus, a catch-up eligible partici-
pant who makes elective deferrals 
under applicable employer plans of two 
or more employers that in total exceed 
the applicable dollar amount under 
section 402(g)(1) by an amount that 
does not exceed the applicable dollar 
catch-up limit under either plan may 
exclude the elective deferrals from 
gross income, even if neither applicable 
employer plan treats those elective de-
ferrals as catch-up contributions. 

(c) Effective date—(1) Statutory effec-
tive date. Section 402(g)(1)(C) applies to 
contributions in taxable years begin-
ning on or after January 1, 2002. 

(2) Regulatory effective date. Para-
graphs (a) and (b) of this section apply 
to contributions in taxable years be-
ginning on or after January 1, 2004. 

[T.D. 9072, 68 FR 40515, July 8, 2003] 

§ 1.402(g)(3)–1 Employer contributions 
to purchase a section 403(b) con-
tract under a salary reduction 
agreement. 

(a) General rule. With respect to an 
annuity contract under section 403(b), 
except as provided in paragraph (b) of 
this section, an elective deferral means 
an employer contribution to purchase 
an annuity contract under section 

403(b) under a salary reduction agree-
ment within the meaning of section 
3121(a)(5)(D). 

(b) Special rule. Notwithstanding 
paragraph (a) of this section, for pur-
poses of section 403(b), an elective de-
ferral only includes a contribution that 
is made pursuant to a cash or deferred 
election (as defined at § 1.401(k)–1(a)(3)). 
Thus, for purposes of section 
402(g)(3)(C), an elective deferral does 
not include a contribution that is made 
pursuant to an employee’s one-time ir-
revocable election made on or before 
the employee’s first becoming eligible 
to participate under the employer’s 
plans or a contribution made as a con-
dition of employment that reduces the 
employee’s compensation. 

(c) Applicable date. This section is ap-
plicable for taxable years beginning 
after December 31, 2008. 

[T.D. 9340, 72 FR 41140, July 26, 2007] 

§ 1.402A–1 Designated Roth Accounts. 

Q–1. What is a designated Roth ac-
count? 

A–1. A designated Roth account is a 
separate account under a qualified cash 
or deferred arrangement under a sec-
tion 401(a) plan, or under a section 
403(b) plan, to which designated Roth 
contributions are permitted to be made 
in lieu of elective contributions and 
that satisfies the requirements of 
§ 1.401(k)–1(f) (in the case of a section 
401(a) plan) or § 1.403(b)–3(c) (in the case 
of a section 403(b) plan). 

Q–2. How is a distribution from a des-
ignated Roth account taxed? 

A–2. (a) The taxation of a distribu-
tion from a designated Roth account 
depends on whether or not the distribu-
tion is a qualified distribution. A quali-
fied distribution from a designated 
Roth account is not includible in the 
distributee’s gross income. 

(b) Except as otherwise provided in 
paragraph (c) of this A–2, a qualified 
distribution is a distribution that is 
both— 

(1) Made after the 5-taxable-year pe-
riod of participation defined in A–4 of 
this section has been completed; and 

(2) Made on or after the date the em-
ployee attains age 591⁄2, made to a bene-
ficiary or the estate of the employee on 
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or after the employee’s death, or at-
tributable to the employee’s being dis-
abled within the meaning of section 
72(m)(7). 

(c) A distribution from a designated 
Roth account is not a qualified dis-
tribution to the extent it consists of a 
distribution of excess deferrals and at-
tributable income described in 
§ 1.402(g)–1(e). See A–11 of this section 
for other amounts that are not treated 
as qualified distributions, including ex-
cess contributions described in section 
401(k)(8), and excess aggregate con-
tributions described in section 
401(m)(8), and income, on any of these 
excess amounts. 

Q–3. How is a distribution from a des-
ignated Roth account taxed if it is not 
a qualified distribution? 

A–3. Except as provided in A–11 of 
this section, a distribution from a des-
ignated Roth account that is not a 
qualified distribution is taxable to the 
distributee under section 402 in the 
case of a plan qualified under section 
401(a) and under section 403(b)(1) in the 
case of a section 403(b) plan. For this 
purpose, a designated Roth account is 
treated as a separate contract under 
section 72. Thus, except as otherwise 
provided in A–5 of this section for a 
rollover, if a distribution is before the 
annuity starting date, the portion of 
any distribution that is includible in 
gross income as an amount allocable to 
income on the contract and the portion 
not includible in gross income as an 
amount allocable to investment in the 
contract is determined under section 
72(e)(8), treating the designated Roth 
account as a separate contract. Simi-
larly, in the case of any amount re-
ceived as an annuity, if a distribution 
is on or after the annuity starting date, 
the portion of any annuity payment 
that is includible in gross income as an 
amount allocable to income on the 
contract and the portion not includible 
in gross income as an amount allocable 
to investment in the contract is deter-
mined under section 72(b) or (d), as ap-
plicable, treating the designated Roth 
account as a separate contract. For 
purposes of section 72, designated Roth 
contributions are described in section 
72(f)(1) or 72(f)(2), to the extent applica-
ble. 

Q–4. What is the 5-taxable-year pe-
riod of participation described in A–2 of 
this section? 

A–4. (a) The 5-taxable-year period of 
participation described in A–2 of this 
section for a plan is the period of 5 con-
secutive taxable years that begins with 
the first day of the first taxable year in 
which the employee makes a des-
ignated Roth contribution to any des-
ignated Roth account established for 
the employee under the same plan and 
ends when 5 consecutive taxable years 
have been completed. For this purpose, 
the first taxable year in which an em-
ployee makes a designated Roth con-
tribution is the year in which the 
amount is includible in the employee’s 
gross income. Notwithstanding the pre-
ceding, however, a contribution that is 
returned as an excess deferral or excess 
contribution does not begin the 5 tax-
able-year period of participation. Simi-
larly, a contribution returned as a per-
missible withdrawal under section 
414(w) does not begin the 5 taxable-year 
period of participation. 

(b) Generally, an employee’s 5-tax-
able-year period of participation is de-
termined separately for each plan 
(within the meaning of section 414(l)) 
in which the employee participates. 
Thus, if an employee has elective defer-
rals made to designated Roth accounts 
under two or more plans, the employee 
may have two or more different 5-tax-
able-year periods of participation, de-
pending on when the employee first 
had contributions made to a designated 
Roth account under each plan. How-
ever, if a direct rollover contribution 
of a distribution from a designated 
Roth account under another plan is 
made by the employee to the plan, the 
5-taxable-year period of participation 
begins on the first day of the employ-
ee’s taxable year in which the em-
ployee first had designated Roth con-
tributions made to such other des-
ignated Roth account, if earlier than 
the first taxable year in which a des-
ignated Roth contribution is made to 
the plan. See A–5(c) of this section for 
additional rules on determining the 
start of the 5-taxable-year of participa-
tion in the case of an indirect rollover. 
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(c) The beginning of the 5-taxable- 
year period of participation is not rede-
termined for any portion of an employ-
ee’s designated Roth account. This is 
true even if the entire designated Roth 
account is distributed during the 5-tax-
able-year period of participation and 
the employee subsequently makes ad-
ditional designated Roth contributions 
under the plan. 

(d) The rule in paragraph (c) of this 
section applies if the employee dies or 
the account is divided pursuant to a 
qualified domestic relations order 
(QDRO), and thus, a portion of the ac-
count is not payable to the employee 
and is payable to the employee’s bene-
ficiary or an alternate payee. In the 
case of distribution to an alternate 
payee or beneficiary, generally, the 
age, death, or disability of the em-
ployee is used to determine whether 
the distribution to an alternate payee 
or beneficiary is qualified. However, if 
an alternate payee or a spousal bene-
ficiary rolls the distribution into a des-
ignated Roth account in a plan main-
tained by his or her own employer, 
such individual’s age, disability, or 
death is used to determine whether a 
distribution from the recipient plan is 
qualified. In addition, if the rollover is 
a direct rollover contribution to the al-
ternate payee’s or spousal beneficiary’s 
own designated Roth account, the 5- 
taxable-year period of participation 
under the recipient plan begins on the 
earlier of the date the employee’s 5- 
taxable-year period of participation 
began under the distributing plan or 
the date the 5-taxable-year period of 
participation applicable to the alter-
nate payee’s or spousal beneficiary’s 
designated Roth account began under 
the recipient plan. 

(e) If a designated Roth contribution 
is made by a reemployed veteran for a 
year of qualified military service pur-
suant to section 414(u) that is before 
the year in which the contribution is 
actually made, the contribution is 
treated as having been made in the 
year of qualified military service to 
which the contribution relates, as des-
ignated by the reemployed veteran. Re-
employed veterans may identify the 
year of qualified military service for 
which a contribution is made for other 
purposes, such as for entitlement to a 

match, and the treatment for the 5-tax-
able-year period of participation rule 
follows that identification. In the ab-
sence of such designation, for purposes 
of determining the first year of the five 
years of participation under section 
402A(d)(2)(B), the contribution is treat-
ed as relating to the first year of quali-
fied military service for which the re-
employed veteran could have made des-
ignated Roth contributions under the 
plan, or if later the first taxable year 
in which designated Roth contributions 
could be made under the plan. 

Q–5. How do the taxation rules apply 
to a distribution from a designated 
Roth account that is rolled over? 

A–5. (a) An eligible rollover distribu-
tion from a designated Roth account is 
permitted to be rolled over into an-
other designated Roth account or a 
Roth IRA, and the amount rolled over 
is not currently includible in gross in-
come. In accordance with section 
402(c)(2), to the extent that a portion of 
a distribution from a designated Roth 
account is not includible in income (de-
termined without regard to the roll-
over), if that portion of the distribu-
tion is to be rolled over into a des-
ignated Roth account, the rollover 
must be accomplished through a direct 
rollover (i.e., a 60-day rollover to an-
other designated Roth account is not 
available for this portion of the dis-
tribution). For this purpose, any 
amount paid in a direct rollover is 
treated as a separate distribution from 
any amount paid directly to the em-
ployee. If a distribution from a des-
ignated Roth account is instead made 
to the employee, the employee would 
still be able to roll over the entire 
amount (or any portion thereof) into a 
Roth IRA within the 60-day period de-
scribed in section 402(c)(3). 

(b) In the case of an eligible rollover 
distribution from a designated Roth ac-
count that is not a qualified distribu-
tion and not paid as a direct rollover 
contribution, if less than the entire 
amount of the distribution is rolled 
over, the part that is rolled over is 
deemed to consist first of the portion 
of the distribution that is attributable 
to income under section 72(e)(8). 

(c) If an employee receives a distribu-
tion from a designated Roth account, 
the portion of the distribution that 
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would be includible in gross income is 
permitted to be rolled over into a des-
ignated Roth account under another 
plan. In such a case, § 1.402A–2, A–3, 
provides for additional reporting by the 
recipient plan. In addition, the employ-
ee’s period of participation under the 
distributing plan is not carried over to 
the recipient plan for purposes of satis-
fying the 5-taxable-year period of par-
ticipation requirement under the re-
cipient plan. Generally, the taxable 
year in which the recipient plan ac-
cepts such rollover contribution is the 
taxable year that begins the partici-
pant’s new 5-taxable-year period of par-
ticipation. However, if the participant 
is rolling over to a plan in which the 
participant already has a pre-existing 
designated Roth account with a longer 
period of participation, the starting 
date of the recipient account is used to 
measure the participant’s 5-taxable- 
year period of participation. 

(d) The following example illustrates 
the application of this A–5: 

Example. Employee B receives a $14,000 eli-
gible rollover distribution that is not a 
qualified distribution from B’s designated 
Roth account, consisting of $11,000 of invest-
ment in the contract and $3,000 of income. 
Within 60 days of receipt, Employee B rolls 
over $7,000 of the distribution into a Roth 
IRA. The $7,000 is deemed to consist of $3,000 
of income and $4,000 of investment in the 
contract. Because the only portion of the 
distribution that could be includible in gross 
income (the income) is rolled over, none of 
the distribution is includible in Employee 
B’s gross income. 

(e) This A–5 applies for taxable years 
beginning on or after January 1, 2006. 

Q–6. In the case of a rollover con-
tribution to a designated Roth ac-
count, how is the amount that is treat-
ed as investment in the contract under 
section 72 determined? 

A–6. (a) If a distribution from a des-
ignated Roth account is rolled over to 
another designated Roth account in a 
direct rollover, the amount of the roll-
over contribution allocated to invest-
ment in the contract in the recipient 
designated Roth account is the amount 
that would not have been includible in 
gross income (determined without re-
gard to section 402(e)(4)) if the distribu-
tion had not been rolled over. Thus, if 
an amount that is a qualified distribu-
tion is rolled over, the entire amount 

of the rollover contribution is allo-
cated to investment in the contract. 

(b) If the entire account balance of a 
designated Roth account is rolled over 
to another designated Roth account in 
a direct rollover, and, at the time of 
the distribution, the investment in the 
contract exceeds the balance in the 
designated Roth account, the invest-
ment in the contract in the distrib-
uting plan is included in the invest-
ment in the contract of the recipient 
plan. 

Q–7. After a qualified distribution 
from a designated Roth account has 
been made, how is the remaining in-
vestment in the contract of the des-
ignated Roth account determined 
under section 72? 

A–7. (a) The portion of any qualified 
distribution that is treated as a recov-
ery of investment in the contract is de-
termined in the same manner as if the 
distribution were not a qualified dis-
tribution. (See A–3 of this section) 
Thus, the remaining investment in the 
contract in a designated Roth account 
after a qualified distribution is deter-
mined in the same manner after a 
qualified distribution as it would be de-
termined if the distribution were not a 
qualified distribution. 

(b) The following example illustrates 
the application of this A–7: 

Example. Employee C receives a $12,000 dis-
tribution, which is a qualified distribution 
that is attributable to the employee being 
disabled within the meaning of section 
72(m)(7), from C’s designated Roth account. 
Immediately prior to the distribution, the 
account consisted of $21,850 of investment in 
the contract (i.e., designated Roth contribu-
tions) and $1,150 of income. For purposes of 
determining recovery of investment in the 
contract under section 72, the distribution is 
deemed to consist of $11,400 of investment in 
the contract [$12,000 × 21,850/(1,150 + 21,850)], 
and $600 of income [$12,000 × 1,150/(1,150 + 
21,850)]. Immediately after the distribution, 
C’s designated Roth account consists of 
$10,450 of investment in the contract and $550 
of income. This determination of the remain-
ing investment in the contract will be need-
ed if C subsequently is no longer disabled and 
takes a nonqualified distribution from the 
designated Roth account. 

Q–8. What is the relationship between 
the accounting for designated Roth 
contributions as investment in the con-
tract for purposes of section 72 and 
their treatment as elective deferrals 
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available for a hardship distribution 
under section 401(k)(2)(B)? 

A–8. (a) There is no relationship be-
tween the accounting for designated 
Roth contributions as investment in 
the contract for purposes of section 72 
and their treatment as elective defer-
rals available for a hardship distribu-
tion under section 401(k)(2)(B). A plan 
that makes a hardship distribution 
under section 401(k)(2)(B) from elective 
deferrals that includes designated Roth 
contributions must separately deter-
mine the amount of elective deferrals 
available for hardship and the amount 
of investment in the contract attrib-
utable to designated Roth contribu-
tions for purposes of section 72. Thus, 
the entire amount of a hardship dis-
tribution is treated as reducing the 
otherwise maximum distributable 
amount for purposes of applying the 
rule in section 401(k)(2)(B) and 
§ 1.401(k)–1(d)(3)(ii) that generally lim-
its hardship distributions to the prin-
cipal amount of elective deferrals made 
less the amount of elective deferrals 
previously distributed from the plan, 
even if a portion of the distribution is 
treated as income under section 
72(e)(8). 

(b) The following example illustrates 
the application of this A–8: 

Example. The facts are the same as in the 
Example in A–7 of this section, except that 
instead of being disabled, Employee C is re-
ceiving a hardship distribution. In addition, 
Employee C has made elective deferrals that 
are not designated Roth contributions total-
ing $20,000 and has received no previous dis-
tributions of elective deferrals from the 
plan. The adjustment to the investment in 
the contract is the same as in A–7 of this sec-
tion, but for purposes of determining the 
amount of elective deferrals available for fu-
ture hardship distribution, the entire 
amount of the distribution is subtracted 
from the maximum distributable amount. 
Thus, Employee C has only $29,850 
($41,850¥$12,000) available for hardship dis-
tribution from C’s designated Roth account. 

Q–9. Can an employee have more than 
one separate contract for designated 
Roth contributions under a plan quali-
fied under section 401(a) or a section 
403(b) plan? 

A–9. (a) Except as otherwise provided 
in paragraph (b) of this A–9, for pur-
poses of section 72, there is only one 
separate contract for an employee with 

respect to the designated Roth con-
tributions under a plan. Thus, if a plan 
maintains one separate account for 
designated Roth contributions made 
under the plan and another separate 
account for rollover contributions re-
ceived from a designated Roth account 
under another plan (so that the roll-
over account is not required to be sub-
ject to the distribution restrictions 
otherwise applicable to the account 
consisting of designated Roth contribu-
tions made under the plan), both sepa-
rate accounts are considered to be one 
contract for purposes of applying sec-
tion 72 to the distributions from either 
account. 

(b) If a separate account with respect 
to an employee’s accrued benefit con-
sisting of designated Roth contribu-
tions is established and maintained for 
an alternate payee pursuant to a quali-
fied domestic relations order and an-
other designated Roth account is main-
tained for the employee, each account 
is treated as a separate contract for 
purposes of section 72. The alternate 
payee’s designated Roth account is also 
a separate contract for purposes of sec-
tion 72 with respect to any other ac-
count maintained for that alternate 
payee. Similarly, if separate accounts 
are established and maintained for dif-
ferent beneficiaries after the death of 
an employee, the separate account for 
each beneficiary is treated as a sepa-
rate contract under section 72 and is 
also a separate contract with respect 
to any other account maintained for 
that beneficiary under the plan that is 
not a designated Roth account. When 
the separate account is established for 
an alternate payee or for a beneficiary 
(after an employee’s death), each sepa-
rate account must receive a propor-
tionate amount attributable to invest-
ment in the contract. 

Q–10. What is the tax treatment of 
employer securities distributed from a 
designated Roth account? 

A–10. (a) If a distribution of employer 
securities from a designated Roth ac-
count is not a qualified distribution, 
section 402(e)(4)(B) applies. Thus, in the 
case of a lump-sum distribution that 
includes employer securities, unless 
the taxpayer elects otherwise, net un-
realized appreciation attributable to 
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the employer securities is not includ-
ible in gross income; and such net un-
realized appreciation is not included in 
the basis of the distributed securities 
and is capital gain to the extent such 
appreciation is realized in a subsequent 
taxable transaction. 

(b) In the case of a qualified distribu-
tion of employer securities from a des-
ignated Roth account, the distributee’s 
basis in the distributed securities for 
purposes of subsequent disposition is 
their fair market value at the time of 
distribution. 

Q–11. Can an amount described in A– 
4 of § 1.402(c)–2 with respect to a des-
ignated Roth account be a qualified 
distribution? 

A–11. No. An amount described in A– 
4 of § 1.402(c)–2 with respect to a des-
ignated Roth account cannot be a 
qualified distribution. Such an amount 
is taxable under the rules of §§ 1.72– 
16(b), 1.72(p)–1, A–11 through A–13, 
1.402(g)–1(e)(8), 1.401(k)–2(b)(2)(vi), 
1.401(m)–2(b)(2)(vi), or 1.404(k)–1T. Thus, 
for example, loans that are treated as 
deemed distributions pursuant to sec-
tion 72(p), or dividends paid on em-
ployer securities as described in sec-
tion 404(k) are not qualified distribu-
tions even if the deemed distributions 
occur or the dividends are paid after 
the employee attains age 591⁄2 and the 
5-taxable-year period of participation 
defined in A–4 of this section has been 
satisfied. However, if a dividend is rein-
vested in accordance with section 
404(k)(2)(A)(iii)(II), the amount of such 
a dividend is not precluded from being 
a qualified distribution if later distrib-
uted. Further, an amount is not pre-
cluded from being a qualified distribu-
tion merely because it is described in 
section 402(c)(4) as an amount not eligi-
ble for rollover. Thus, a hardship dis-
tribution is not precluded from being a 
qualified distribution. 

Q–12. If any amount from a des-
ignated Roth account is included in a 
loan to an employee, do the plan aggre-
gation rules of section 72(p)(2)(D) apply 
for purposes of determining the total 
amount an employee is permitted to 
borrow from the plan, even though the 
designated Roth account generally is 
treated as a separate contract under 
section 72? 

A–12. Yes. If any amount from a des-
ignated Roth account is included in a 
loan to an employee, notwithstanding 
the general rule that the designated 
Roth account is treated as a separate 
contract under section 72, the plan ag-
gregation rules of section 72(p)(2)(D) 
apply for purposes of determining the 
maximum amount the employee is per-
mitted to borrow from the plan and 
such amount is based on the total of 
the designated Roth contribution 
amounts and the other amounts under 
the plan. To the extent a loan is from 
a designated Roth account, the repay-
ment requirement of section 72(p)(2)(C) 
must be satisfied separately with re-
spect to that portion of the loan and 
with respect to the portion of the loan 
from other accounts under the plan. 

Q–13. Does a transaction or account-
ing methodology involving an employ-
ee’s designated Roth account and any 
other accounts under the plan or plans 
of an employer that has the effect of 
transferring value from the other ac-
counts into the designated Roth ac-
count violate the separate accounting 
requirement of section 402A? 

A–13. (a) Yes. Any transaction or ac-
counting methodology involving an 
employee’s designated Roth account 
and any other accounts under the plan 
or plans of an employer that has the ef-
fect of directly or indirectly transfer-
ring value from another account into 
the designated Roth account violates 
the separate accounting requirement 
under section 402A. However, any 
transaction that merely exchanges in-
vestments between accounts at fair 
market value will not violate the sepa-
rate accounting requirement. 

(b) In the case of an annuity contract 
which contains both a designated Roth 
account and any other accounts, the 
Commissioner may prescribe addi-
tional guidance of general applica-
bility, published in the Internal Rev-
enue Bulletin (see 601.601(d)(2) of this 
chapter), to provide additional rules for 
allocation of income, expenses, gains 
and losses among the accounts under 
the contract. 

(c) This A–13 applies to designated 
Roth accounts for taxable years begin-
ning on or after January 1, 2006. 

Q–14. How is an annuity contract 
that is distributed from a designated 
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Roth account treated for purposes of 
section 402A? 

A–14. A qualified plan distributed an-
nuity contract within the meaning of 
§ 1.402(c)–2, A–10(a) that is distributed 
from a designated Roth account is not 
treated as a distribution for purposes 
of section 402 or 402A. Instead, the 
amounts paid under the annuity con-
tract are treated as distributions for 
purposes of sections 402 and 402A. Thus, 
the period after the annuity contract is 
distributed and before a payment from 
the annuity contract is made is in-
cluded in determining whether the 
five-year period of participation is sat-
isfied. Further, for purposes of deter-
mining if a distribution is a qualified 
distribution, the determination of 
whether a distribution is made on or 
after the date the employee attains age 
591⁄2, made to a beneficiary or the es-
tate of the employee on or after the 
employee’s death, or attributable to 
the employee’s being disabled within 
the meaning of section 72(m)(7) is made 
based on the facts at the time the dis-
tribution is made from the annuity 
contract. Thus for example, if an em-
ployee first makes a designated Roth 
contribution to a designated Roth ac-
count in 2006 at age 56, receives a dis-
tributed annuity contract within the 
meaning of § 1.402(c)–2, A–10(a) in 2007 
purchased only with assets from the 
designated Roth account, and then re-
ceives a distribution from the contract 
in 2011 at age 60, the distribution is a 
qualified distribution. 

Q–15. When are section 402A and this 
§ 1.402A–1 applicable? 

A–15. Section 402A is applicable for 
taxable years beginning on or after 
January 1, 2006. Except as otherwise 
provided in A–5 and A–13 of this sec-
tion, the rules of this § 1.402A–1 apply 
for taxable years beginning on or after 
January 1, 2007. 

[T.D. 9324, 72 FR 21111, Apr. 30, 2007; 72 FR 
30974, June 5, 2007, as amended by T.D. 9340, 
72 FR 41140, July 26, 2007] 

§ 1.402A–2 Reporting and record-
keeping requirements with respect 
to designated Roth accounts. 

Q–1. Who is responsible for keeping 
track of the 5-taxable-year period of 
participation and the investment in 
the contract, i.e., the amount of unre-

covered designated Roth contributions 
for the employee? 

A–1. The plan administrator or other 
responsible party with respect to a 
plan with a designated Roth account is 
responsible for keeping track of the 5- 
taxable-year period of participation for 
each employee and the amount of in-
vestment in the contract (unrecovered 
designated Roth contributions) on be-
half of such employee. For purposes of 
the preceding sentence, in the absence 
of actual knowledge to the contrary, 
the plan administrator or other respon-
sible party is permitted to assume that 
an employee’s taxable year is the cal-
endar year. In the case of a direct roll-
over from another designated Roth ac-
count, the plan administrator or other 
responsible party of the recipient plan 
can rely on reasonable representations 
made by the plan administrator or re-
sponsible party with respect to the 
plan with the other designated Roth 
account. See A–2 of this section for 
statements required in the case of roll-
overs. 

Q–2. In the case of an eligible rollover 
distribution from a designated Roth ac-
count, what additional information 
must be provided with respect to such 
distribution? 

A–2. (a) Pursuant to section 6047(f), if 
an amount is distributed from a des-
ignated Roth account, the plan admin-
istrator or other responsible party with 
respect to the plan must provide a 
statement as described below in the 
following situations— 

(1) In the case of a direct rollover of 
a distribution from a designated Roth 
account under a plan to a designated 
Roth account under another plan, the 
plan administrator or other responsible 
party must provide to the plan admin-
istrator or responsible party of the re-
cipient plan either a statement indi-
cating the first year of the 5-taxable- 
year period described in A–1 of this sec-
tion and the portion of the distribution 
that is attributable to investment in 
the contract under section 72, or a 
statement that the distribution is a 
qualified distribution. 

(2) If the distribution is not a direct 
rollover to a designated Roth account 
under another plan, the plan adminis-
trator or responsible party must pro-
vide to the employee, upon request, the 
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same information described in para-
graph (a)(1) of this A–2, except the 
statement need not indicate the first 
year of the 5-taxable-year period de-
scribed in A–1 of this section. 

(b) The statement described in para-
graph (a) of this A–2 must be provided 
within a reasonable period following 
the direct rollover or distributee re-
quest but in no event later than 30 days 
following the direct rollover or dis-
tributee request. 

Q–3. If a plan qualified under section 
401(a) or a section 403(b) plan accepts a 
60-day rollover of earnings from a des-
ignated Roth account, what report to 
the IRS must be provided with respect 
to such rollover contribution? 

A–3. To the extent required in Forms 
and Instructions, if a plan qualified 
under section 401(a), or a section 403(b) 
plan, accepts a rollover contribution 
(other than a direct rollover contribu-
tion) under section 402(c)(2), or section 
403(b)(8)(B), of the portion of a distribu-
tion from a designated Roth account 
that would have been includable in 
gross income, the plan administrator 
or other responsible party for the re-
cipient plan must notify the Commis-
sioner of its acceptance of the rollover 
contribution no later than the due date 
for filing Form 1099–R, ‘‘ Distributions 
From Pensions, Annuities, Retirement 
or Profit-Sharing Plans, IRAs, Insur-
ance Contracts, etc.,.’’ The Forms and 
Instructions will specify the address to 
which the notification is required to be 
sent and will require inclusion of the 
employee’s name and social security 
number, the amount rolled over, the 
year in which the rollover contribution 
was made, and such other information 
as the Commissioner may prescribe in 
order to determine that the amount 
rolled over is a valid rollover contribu-
tion. 

Q–4. When is this § 1.402A–2 applica-
ble? 

A–4. The rules of this § 1.402A–2 are 
applicable for taxable years beginning 
on or after January 1, 2007. 

[T.D. 9324, 72 FR 21111, Apr. 30, 2007; 72 FR 
30974, June 5, 2007] 

§ 1.403(a)–1 Taxability of beneficiary 
under a qualified annuity plan. 

(a) An employee or retired or former 
employee for whom an annuity con-

tract is purchased by his employer is 
not required to include in his gross in-
come the amount paid for the contract 
at the time such amount is paid, 
whether or not his rights to the con-
tract are forfeitable, if the annuity 
contract is purchased under a plan 
which meets the requirements of sec-
tion 404(a)(2). For purposes of the pre-
ceding sentence, it is immaterial 
whether the employer deducts the 
amounts paid for the contract under 
such section 404(a)(2). See § 1.403(b)–1 
through 1.403(b)–10 for rules relating to 
annuity contracts which are not pur-
chased under qualified plans but which 
are purchased by organizations de-
scribed in section 501(c)(3) and exempt 
under section 501(a) or which are pur-
chased for employees who perform 
services for certain public schools. 

(b) The amounts received by or made 
available to any employee referred to 
in paragraph (a) of this section under 
such annuity contract shall be included 
in gross income of the employee for the 
taxable year in which received or made 
available, as provided in section 72 (re-
lating to annuities), except that cer-
tain total distributions described in 
section 403(a)(2) are taxable as long- 
term capital gains. For the treatment 
of such total distributions, see 
§ 1.403(a)–2. However, for taxable years 
beginning before January 1, 1964, sec-
tion 72(e)(3) (relating to the treatment 
of certain lump sums), as in effect be-
fore such date, shall not apply to such 
amounts. For taxable years beginning 
after December 31, 1963, such amounts 
may be taken into account in computa-
tions under sections 1301 through 1305 
(relating to income averaging). 

(c) If upon the death of an employee 
or of a retired employee, the widow or 
other beneficiary of such employee is 
paid, in accordance with the terms of 
the annuity contract relating to the 
deceased employee, an annuity or other 
death benefit, the extent to which the 
amounts received by or made available 
to the beneficiary must be included in 
the beneficiary’s income under section 
403(a) shall be determined in accord-
ance with the rules presented in para-
graph (a)(5) of § 1.402(a)–1. 
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(d) An individual contract issued 
after December 31, 1962, or a group con-
tract, which provides incidental life in-
surance protection may be purchased 
under a qualified annuity plan. For the 
rules as to nontransferability of such 
contracts issued after December 31, 
1962, see § 1.401–9. For the rules relating 
to the taxation of the cost of the life 
insurance protection and the proceeds 
thereunder, see § 1.72–16. Section 403(a) 
is not applicable to premiums paid 
after October 26, 1956, for individual 
contracts which were issued prior to 
January 1, 1963, and which provide life 
insurance protection. 

(e) As to inclusion of full-time life in-
surance salesmen within the class of 
persons considered to be employees, see 
section 7701(a)(20). 

(f) For purposes of this section and 
§ 1.403(a)–2, the term ‘‘employee’’ in-
cludes a self-employed individual who 
is treated as an employee under section 
401(c)(1) and paragraph (b) of § 1.401–10, 
and the term ‘‘employer’’ means the 
person treated as the employer of such 
individual under section 401(c)(4). For 
the rules relating to annuity plans cov-
ering self-employed individuals, see 
section 404(a)(2) and §§ 1.404(a)–8 and 
1.401–10 through 1.401–13. 

(g) The rules of § 1.402(a)–1(e) apply 
for purposes of determining the treat-
ment of amounts paid to provide acci-
dent and health insurance benefits. 

[T.D. 6500, 25 FR 11680, Nov. 26, 1960, as 
amended by T.D. 6676, 28 FR 10143, Sept. 17, 
1963; T.D. 6722, 29 FR 5073, Apr. 14, 1964; T.D. 
6783, 29 FR 18359, Dec. 24, 1964; T.D. 6885, 31 
FR 7801, June 2, 1966; T.D. 9340, 72 FR 41159, 
July 26, 2007; T.D. 9665, 79 FR 26843, May 12, 
2014] 

§ 1.403(a)–2 Capital gains treatment 
for certain distributions. 

(a) If the total amounts payable with 
respect to any employee for whom an 
annuity contract has been purchased 
by an employer under a plan which— 

(1) Is a plan described in section 
403(a)(1) and § 1.403(a)–1, and 

(2) Requires that refunds of contribu-
tions with respect to annuity contracts 
purchased under such plan be used to 
reduce subsequent premiums on the 
contracts under the plan, 
are paid to, or includible in gross in-
come of, the payee within one taxable 

year of the payee by reason of the em-
ployee’s death or other separation from 
the service, or death after such separa-
tion from the service, such total pay-
ments, to the extent they exceed the 
net amount contributed by the em-
ployee, shall be considered a gain from 
the sale or exchange of a capital asset 
held for more than six months. The 
‘‘net amount contributed by the em-
ployee’’ is the amount actually con-
tributed by the employee plus any 
amounts considered to be contributed 
by the employee under the rules of sec-
tions 72(f), 101(b), and paragraph (d) of 
§ 1.403(a)–1, reduced by any amounts 
theretofore distributed to him which 
were excludable from his gross income 
as a return of employee contributions. 
For example, if under an annuity con-
tract purchased under a plan described 
in this section, the total distributions 
payable to the employee’s widow are 
paid to her in the year in which the 
employee dies, in the amount of $8,000, 
and if $5,000 thereof is excludable under 
section 101(b), and if the employee 
made contributions of $600 and had re-
ceived no payments, the remaining 
amount of $2,400 will be considered a 
gain from the sale or exchange of a 
capital asset held for more than six 
months. 

(b)(1) The term ‘‘total amounts’’ 
means the balance to the credit of an 
employee with respect to all annuities 
under the annuity plan which becomes 
payable to the payee by reason of the 
employee’s death or other separation 
from the service, or by reason of his 
death after separation from the serv-
ice. If an employee commences to re-
ceive annuity payments on retirement 
and then a lump sum payment is made 
to his widow upon his death, the cap-
ital gains treatment applies to the 
lump sum payment, but it does not 
apply to amounts received before the 
time the ‘‘total amounts’’ become pay-
able. However, if the total amount to 
the credit of the employee at the time 
of his death or other separation from 
the service or death after separation 
from the service is paid or includible in 
the gross income of the payee within 
one taxable year of the payee, such 
amount is entitled to the capital gains 
treatment notwithstanding that in a 
later taxable year an additional 
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amount is credited to the employee and 
paid to the payee. 

(2) If more than one annuity contract 
is received under the plan, the capital 
gains treatment does not apply to any 
amount received on the surrender 
thereof unless all contracts under the 
plan with respect to a particular em-
ployee are surrendered either at the 
time of the employee’s death or other 
separation from the service or death 
after separation from the service. 
Thus, if an employee receives two con-
tracts on separation from the service 
and surrenders one of them in the year 
of separation and receives payments 
under the other until his death, the 
capital gains treatment is applicable to 
the balance paid to his beneficiary on 
his death if paid within one taxable 
year of the beneficiary. The amount re-
ceived by the employee on surrender of 
the contract in the year of his separa-
tion from the service, however, would 
not receive capital gains treatment 
since the balance to the credit of the 
employee with respect to all amounts 
under the plan did not become payable 
at that time. 

(3) If an employee retires and com-
mences to receive an annuity but sub-
sequently in some succeeding taxable 
year, he is paid a lump sum in settle-
ment of all future annuity payments, 
the capital gains treatment does not 
apply to such lump sum settlement 
paid during the lifetime of the em-
ployee since it is not a payment on ac-
count of separation from the service, or 
death after separation, but is on ac-
count of the settlement of future annu-
ity payments. 

(4) If the ‘‘total amounts’’ payable 
under all annuity contracts under the 
plan with respect to a particular em-
ployee are paid or includible in the 
gross income of several payees within 
one taxable year on account of the em-
ployee’s death or other separation from 
the service or on account of his death 
after separation from the service, the 
capital gains treatment is applicable. 
Thus, if the balance to the credit of a 
deceased employee under all annuity 
contracts provided under an annuity 
plan becomes payable to two payees, 
the capital gains treatment is applica-
ble provided the ‘‘total amounts’’ pay-
able are received by or includible in 

the gross income of both payees within 
the same taxable year. However, if the 
‘‘total amounts’’ payable are made 
available to each payee and one elects 
to receive his share in cash while the 
other makes a timely election under 
section 72(h) to receive his share as an 
annuity, the capital gains treatment 
does not apply to either payee. 

(5) For purposes of determining 
whether the total amounts payable to 
an employee have been paid within one 
taxable year, the term ‘‘total 
amounts’’ includes amounts under a 
plan which are attributable to con-
tributions on behalf of an individual 
while he was self-employed in the busi-
ness with respect to which the plan was 
established. Thus, the ‘‘total amounts’’ 
payable are not paid within one taxable 
year if amounts remain payable which 
are so attributable. 

(6) The term ‘‘total amounts’’ does 
not include any amount which has been 
placed in a separate account for the 
funding of benefits described in section 
401(h). Thus, a distribution under a 
qualified annuity plan may constitute 
a distribution of the total amounts 
payable with respect to an employee 
even though amounts attributable to 
the funding of section 401(h) medical 
benefits as defined in paragraph (a) of 
§ 1.401–14 are not so distributed. 

(c) The provisions of this section are 
not applicable to any amounts paid to 
a payee to the extent such amounts are 
attributable to contributions made on 
behalf of an employee while he was a 
self-employed individual in the busi-
ness with respect to which the plan was 
established. For the taxation of such 
amounts, see § 1.72–18. For the rules for 
determining the amount attributable 
to contributions on behalf of an em-
ployee while he was self-employed, see 
paragraphs (b)(4) and (c)(2) of such sec-
tion. 

[T.D. 6500, 25 FR 11681, Nov. 26, 1960, as 
amended by T.D. 6676, 28 FR 10143, Sept. 17, 
1963; T.D. 6722, 29 FR 5073, Apr. 14, 1964] 

§ 1.403(b)–0 Taxability under an annu-
ity purchased by a section 501(c)(3) 
organization or a public school. 

This section lists the headings that 
appear in §§ 1.403(b)–1 through 1.403(b)– 
11. 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00489 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



478 

26 CFR Ch. I (4–1–15 Edition) § 1.403(b)–1 

§ 1.403(b)–1 General overview of taxability 
under an annuity contract purchased by a 
section 501(c)(3) organization or a public 
school. 

§ 1.403(b)–2 Definitions. 

(a) Application of definitions. 
(b) Definitions. 

§ 1.403(b)–3 Exclusion for contributions to 
purchase section 403(b) contracts. 

(a) Exclusion for section 403(b) contracts. 
(b) Application of requirements. 
(c) Special rules for designated Roth sec-

tion 403(b) contributions. 
(d) Effect of failure. 

§ 1.403(b)–4 Contribution limitations. 

(a) Treatment of contributions in excess of 
limitations. 

(b) Maximum annual contribution. 
(c) Section 403(b) elective deferrals. 
(d) Employer contributions for former em-

ployees. 
(e) Special rules for determining years of 

service. 
(f) Excess contributions of deferrals. 

§ 1.403(b)–5 Nondiscrimination rules. 

(a) Nondiscrimination rules for contribu-
tions other than section 403(b) elective defer-
rals. 

(b) Universal availability required for sec-
tion 403(b) elective deferrals. 

(c) Plan required. 
(d) Church plans exception. 
(e) Other rules. 

§ 1.403(b)–6 Timing of distributions and 
benefits. 

(a) Distributions generally. 
(b) Distributions from contracts other than 

custodial accounts or amounts attributable 
to section 403(b) elective deferrals. 

(c) Distributions from custodial accounts 
that are not attributable to section 403(b) 
elective deferrals. 

(d) Distribution of section 403(b) elective 
deferrals. 

(e) Minimum required distributions for eli-
gible plans. 

(f) Loans. 
(g) Death benefits and other incidental 

benefits. 
(h) Special rule regarding severance from 

employment. 

§ 1.403(b)–7 Taxation of distributions and 
benefits. 

(a) General rules for when amounts are in-
cluded in gross income. 

(b) Rollovers to individual retirement ar-
rangements and other eligible retirement 
plans. 

(c) Special rules for certain corrective dis-
tributions. 

(d) Amounts taxable under section 72(p)(1). 
(e) Special rules relating to distributions 

from a designated Roth account. 
(f) Certain rules relating to employment 

taxes. 

§ 1.403(b)–8 Funding. 

(a) Investments. 
(b) Contributions to the plan. 
(c) Annuity contracts. 
(d) Custodial accounts. 
(e) Retirement income accounts. 
(f) Combining assets. 

§ 1.403(b)–9 Special rules for church plans. 

(a) Retirement income accounts. 
(b) Retirement income account defined. 
(c) Special deduction rule for self-employed 

ministers. 

§ 1.403(b)–10 Miscellaneous provisions. 

(a) Plan terminations and frozen plans. 
(b) Contract exchanges and plan-to-plan 

transfers. 
(c) Qualified domestic relations orders. 
(d) Rollovers to a section 403(b) contract. 
(e) Deemed IRAs. 
(f) Defined benefit plans. 
(g) Other rules relating to section 501(c)(3) 

organizations. 

§ 1.403(b)–11 Applicable date. 

(a) General rule. 
(b) Collective bargaining agreements. 
(c) Church conventions. 
(d) Special rules for plans that exclude cer-

tain types of employees from elective defer-
rals. 

(e) Special rules for plans that permit in- 
service distributions. 

(f) Special rule for life insurance contracts. 
(g) Special rule for contracts received in an 

exchange. 

[T.D. 9340, 72 FR 41140, July 26, 2007] 

§ 1.403(b)–1 General overview of tax-
ability under an annuity contract 
purchased by a section 501(c)(3) or-
ganization or a public school. 

Section 403(b) and §§ 1.403(b)–2 
through 1.403(b)–10 provide rules for the 
Federal income tax treatment of an an-
nuity purchased for an employee by an 
employer that is either a tax-exempt 
entity under section 501(c)(3) (relating 
to certain religious, charitable, sci-
entific, or other types of organizations) 
or a public school, or for a minister de-
scribed in section 414(e)(5)(A). See sec-
tion 403(a) (relating to qualified annu-
ities) for rules regarding the taxation 
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of an annuity purchased under a quali-
fied annuity plan that meets the re-
quirements of section 404(a)(2), and see 
section 403(c) (relating to nonqualified 
annuities) for rules regarding the tax-
ation of other types of annuities. 

[T.D. 9340, 72 FR 41141, July 26, 2007] 

§ 1.403(b)–2 Definitions. 
(a) Application of definitions. The defi-

nitions set forth in this section are ap-
plicable for purposes of § 1.403(b)–1, this 
section and §§ 1.403(b)–3 through 
1.403(b)–11. 

(b) Definitions—(1) Accumulated benefit 
means the total benefit to which a par-
ticipant or beneficiary is entitled 
under a section 403(b) contract, includ-
ing all contributions made to the con-
tract and all earnings thereon. 

(2) Annuity contract means a contract 
that is issued by an insurance company 
qualified to issue annuities in a State 
and that includes payment in the form 
of an annuity. See § 1.401(f)–1(d)(2) and 
(e) for the definition of an annuity, and 
see § 1.403(b)–8(c)(3) for a special rule 
for certain State plans. See also 
§§ 1.403(b)–8(d) and 1.403(b)–9(a) for addi-
tional rules regarding the treatment of 
custodial accounts and retirement in-
come accounts as annuity contracts. 

(3) Beneficiary means a person who is 
entitled to benefits in respect of a par-
ticipant following the participant’s 
death or an alternate payee pursuant 
to a qualified domestic relations order, 
as described in § 1.403(b)–10(c). 

(4) Catch-up amount or catch-up limi-
tation for a participant for a taxable 
year means a section 403(b) elective de-
ferral permitted under section 414(v) 
(as described in § 1.403(b)–4(c)(2)) or sec-
tion 402(g)(7) (as described in § 1.403(b)– 
4(c)(3)). 

(5) Church means a church as defined 
in section 3121(w)(3)(A) and a qualified 
church-controlled organization as de-
fined in section 3121(w)(3)(B). 

(6) Church-related organization means 
a church or a convention or association 
of churches, including an organization 
described in section 414(e)(3)(A). 

(7) Elective deferral means an elective 
deferral under § 1.402(g)–1 (with respect 
to an employer contribution to a sec-
tion 403(b) contract) and any other 
amount that constitutes an elective de-
ferral under section 402(g)(3). 

(8) (i) Eligible employer means— 
(A) A State, but only with respect to 

an employee of the State performing 
services for a public school; 

(B) A section 501(c)(3) organization 
with respect to any employee of the 
section 501(c)(3) organization; 

(C) Any employer of a minister de-
scribed in section 414(e)(5)(A), but only 
with respect to the minister; or 

(D) A minister described in section 
414(e)(5)(A), but only with respect to a 
retirement income account established 
for the minister. 

(ii) An entity is not an eligible em-
ployer under paragraph (a)(8)(i)(A) of 
this section if it treats itself as not 
being a State for any other purpose of 
the Internal Revenue Code, and a sub-
sidiary or other affiliate of an eligible 
employer is not an eligible employer 
under paragraph (a)(8)(i) of this section 
if the subsidiary or other affiliate is 
not an entity described in paragraph 
(a)(8)(i) of this section. 

(9) Employee means a common-law 
employee performing services for the 
employer, and does not include a 
former employee or an independent 
contractor. Subject to any rules in 
§ 1.403(b)–1, this section, and §§ 1.403(b)– 
3 through 1.403(b)–11 that are specifi-
cally applicable to ministers, an em-
ployee also includes a minister de-
scribed in section 414(e)(5)(A) when per-
forming services in the exercise of his 
or her ministry. 

(10) Employee performing services for a 
public school means an employee per-
forming services as an employee for a 
public school of a State. This defini-
tion is not applicable unless the em-
ployee’s compensation for performing 
services for a public school is paid by 
the State. Further, a person occupying 
an elective or appointive public office 
is not an employee performing services 
for a public school unless such office is 
one to which an individual is elected or 
appointed only if the individual has re-
ceived training, or is experienced, in 
the field of education. The term public 
office includes any elective or appoint-
ive office of a State. 

(11) Includible compensation means the 
employee’s compensation received 
from an eligible employer that is in-
cludible in the participant’s gross in-
come for Federal income tax purposes 
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(computed without regard to section 
911) for the most recent period that is 
a year of service. Includible compensa-
tion for a minister who is self-em-
ployed means the minister’s earned in-
come as defined in section 401(c)(2) 
(computed without regard to section 
911) for the most recent period that is 
a year of service. Includible compensa-
tion does not include any compensa-
tion received during a period when the 
employer is not an eligible employer. 
Includible compensation also includes 
any elective deferral or other amount 
contributed or deferred by the eligible 
employer at the election of the em-
ployee that would be includible in the 
gross income of the employee but for 
the rules of sections 125, 132(f)(4), 
402(e)(2), 402(h)(1)(B), 402(k), or 457(b). 
The amount of includible compensa-
tion is determined without regard to 
any community property laws. See sec-
tion 415(c)(3)(A) through (D) for addi-
tional rules, and see § 1.403(b)–4(d) for a 
special rule regarding former employ-
ees. 

(12) Participant means an employee 
for whom a section 403(b) contract is 
currently being purchased, or an em-
ployee or former employee for whom a 
section 403(b) contract has previously 
been purchased and who has not re-
ceived a distribution of his or her en-
tire accumulated benefit under the 
contract. 

(13) Plan means a plan as described in 
§ 1.403(b)–3(b)(3). 

(14) Public school means a State-spon-
sored educational organization de-
scribed in section 170(b)(1)(A)(ii) (relat-
ing to educational organizations that 
normally maintain a regular faculty 
and curriculum and normally have a 
regularly enrolled body of pupils or 
students in attendance at the place 
where educational activities are regu-
larly carried on). 

(15) Retirement income account means 
a defined contribution program estab-
lished or maintained by a church-re-
lated organization to provide benefits 
under section 403(b) for its employees 
or their beneficiaries as described in 
§ 1.403(b)–9. 

(16) Section 403(b) contract; section 
403(b) plan—(i) Section 403(b) contract 
means a contract that satisfies the re-
quirements of § 1.403(b)–3. If for any 

taxable year an employer contributes 
to more than one section 403(b) con-
tract for a participant or beneficiary, 
then, under section 403(b)(5), all such 
contracts are treated as one contract 
for purposes of section 403(b) and 
§ 1.403(b)–1, this section, and §§ 1.403(b)– 
3 through 1.403(b)–11. See also § 1.403(b)– 
3(b)(1). 

(ii) Section 403(b) plan means the plan 
of the employer under which the sec-
tion 403(b) contracts for its employees 
are maintained. 

(17) Section 403(b) elective deferral; des-
ignated Roth contribution—(i) Section 
403(b) elective deferral means an elective 
deferral that is an employer contribu-
tion to a section 403(b) plan for an em-
ployee. See § 1.403(b)–5(b) for additional 
rules with respect to a section 403(b) 
elective deferral. 

(ii) Designated Roth contribution under 
a section 403(b) plan means a section 
403(b) elective deferral that satisfies 
§ 1.403(b)–3(c). 

(18) Section 501(c)(3) organization 
means an organization that is de-
scribed in section 501(c)(3) (relating to 
certain religious, charitable, scientific, 
or other types of organizations) and ex-
empt from tax under section 501(a). 

(19) Severance from employment means 
that the employee ceases to be em-
ployed by the employer maintaining 
the plan. See § 1.401(k)–1(d) for addi-
tional guidance concerning severance 
from employment. See also § 1.403(b)– 
6(h) for a special rule under which sev-
erance from employment is determined 
by reference to employment with the 
eligible employer. 

(20) State means a State, a political 
subdivision of a State, or any agency 
or instrumentality of a State. For this 
purpose, the District of Columbia is 
treated as a State. In addition, for pur-
poses of determining whether an indi-
vidual is an employee performing serv-
ices for a public school, an Indian trib-
al government is treated as a State, as 
provided under section 7871(a)(6)(B). 
See also section 1450(b) of the Small 
Business Job Protection Act of 1996 (110 
Stat. 1755, 1814) for special rules treat-
ing certain contracts purchased in a 
plan year beginning before January 1, 
1995, that include contributions by an 
Indian tribal government as section 
403(b) contracts, whether or not those 
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contributions are for employees per-
forming services for a public school. 

(21) Year of service means each full 
year during which an individual is a 
full-time employee of an eligible em-
ployer, plus fractional credit for each 
part of a year during which the indi-
vidual is either a full-time employee of 
an eligible employer for a part of the 
year or a part-time employee of an eli-
gible employer. See § 1.403(b)–4(e) for 
rules for determining years of service. 

[T.D. 9340, 72 FR 41141, July 26, 2007; 72 FR 
54351, Sept. 25, 2007] 

§ 1.403(b)–3 Exclusion for contribu-
tions to purchase section 403(b) 
contracts. 

(a) Exclusion for section 403(b) con-
tracts. Amounts contributed by an eli-
gible employer for the purchase of an 
annuity contract for an employee are 
excluded from the gross income of the 
employee under section 403(b) only if 
each of the requirements in paragraphs 
(a)(1) through (9) of this section is sat-
isfied. In addition, amounts contrib-
uted by an eligible employer for the 
purchase of an annuity contract for an 
employee pursuant to a cash or de-
ferred election (as defined at § 1.401(k)– 
1(a)(3)) are not includible in an employ-
ee’s gross income at the time the cash 
would have been includible in the em-
ployee’s gross income (but for the cash 
or deferred election) if each of the re-
quirements in paragraphs (a)(1) 
through (9) of this section is satisfied. 
However, the preceding two sentences 
generally do not apply to designated 
Roth contributions; see paragraph (c) 
of this section and § 1.403(b)–7(e) for 
special taxation rules that apply with 
respect to designated Roth contribu-
tions under a section 403(b) plan. 

(1) Not a contract issued under qualified 
plan or eligible governmental plan. The 
annuity contract is not purchased 
under a qualified plan (under section 
401(a) or 403(a)) or an eligible govern-
mental plan under section 457(b). 

(2) Nonforfeitability. The rights of the 
employee under the annuity contract 
(disregarding rights to future pre-
miums) are nonforfeitable. An employ-
ee’s rights under a contract fail to be 
nonforfeitable unless the employee for 
whom the contract is purchased has at 
all times a fully vested and nonforfeit-

able right (as defined in regulations 
under section 411) to all benefits pro-
vided under the contract. See para-
graph (d)(2) of this section for addi-
tional rules regarding the nonforfeit-
ability requirement of this paragraph 
(a)(2). 

(3) Nondiscrimination. In the case of 
an annuity contract purchased by an 
eligible employer other than a church, 
the contract is purchased under a plan 
that satisfies section 403(b)(12) (relat-
ing to nondiscrimination requirements, 
including universal availability). See 
§ 1.403(b)–5. 

(4) Limitations on elective deferrals. In 
the case of an elective deferral, the 
contract satisfies section 401(a)(30) (re-
lating to limitations on elective defer-
rals). A contract does not satisfy sec-
tion 401(a)(30) as required under this 
paragraph (a)(4) unless the contract re-
quires that all elective deferrals for an 
employee not exceed the limits of sec-
tion 402(g)(1), including elective defer-
rals for the employee under the con-
tract and any other elective deferrals 
under the plan under which the con-
tract is purchased and under all other 
plans, contracts, or arrangements of 
the employer. See § 1.401(a)–30. 

(5) Nontransferability. The contract is 
not transferable. This paragraph (a)(5) 
does not apply to a contract issued be-
fore January 1, 1963. See section 401(g). 

(6) Minimum required distributions. The 
contract satisfies the requirements of 
section 401(a)(9) (relating to minimum 
required distributions). See § 1.403(b)– 
6(e). 

(7) Rollover distributions. The contract 
provides that, if the distributee of an 
eligible rollover distribution elects to 
have the distribution paid directly to 
an eligible retirement plan, as defined 
in section 402(c)(8)(B), and specifies the 
eligible retirement plan to which the 
distribution is to be paid, then the dis-
tribution will be paid to that eligible 
retirement plan in a direct rollover. 
See § 1.403(b)–7(b)(2). 

(8) Limitation on incidental benefits. 
The contract satisfies the incidental 
benefit requirements of section 401(a). 
See § 1.403(b)–6(g). 

(9) Maximum annual additions. The an-
nual additions to the contract do not 
exceed the applicable limitations of 
section 415(c) (treating contributions 
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and other additions as annual addi-
tions). See paragraph (b) of this section 
and § 1.403(b)–4(b) and (f). 

(b) Application of requirements—(1) Ag-
gregation of contracts. In accordance 
with section 403(b)(5), for purposes of 
determining whether this section is 
satisfied, all section 403(b) contracts 
purchased for an individual by an em-
ployer are treated as purchased under a 
single contract. Additional aggregation 
rules apply under section 402(g) for pur-
poses of satisfying paragraph (a)(4) of 
this section and under section 415 for 
purposes of satisfying paragraph (a)(9) 
of this section. 

(2) Disaggregation for excess annual ad-
ditions. In accordance with the last sen-
tence of section 415(a)(2), if an excess 
annual addition is made to a contract 
that otherwise satisfies the require-
ments of this section, then the portion 
of the contract that includes such ex-
cess annual addition fails to be a sec-
tion 403(b) contract (as further de-
scribed in paragraph (d)(1) of this sec-
tion) and the remaining portion of the 
contract is a section 403(b) contract. 
This paragraph (b)(2) is not satisfied 
unless, for the year of the excess and 
each year thereafter, the issuer of the 
contract maintains separate accounts 
for each such portion. Thus, the entire 
contract fails to be a section 403(b) con-
tract if an excess annual addition is 
made and a separate account is not 
maintained with respect to the excess. 

(3) Plan in form and operation. (i) A 
contract does not satisfy paragraph (a) 
of this section unless it is maintained 
pursuant to a plan. For this purpose, a 
plan is a written defined contribution 
plan, which, in both form and oper-
ation, satisfies the requirements of 
§ 1.403(b)–1, § 1.403(b)–2, this section, and 
§§ 1.403(b)–4 through 1.403(b)–11. For pur-
poses of § 1.403(b)–1, § 1.403(b)–2, this sec-
tion, and §§ 1.403(b)–4 through 1.403(b)– 
11, the plan must contain all the mate-
rial terms and conditions for eligi-
bility, benefits, applicable limitations, 
the contracts available under the plan, 
and the time and form under which 
benefit distributions would be made. 
For purposes of § 1.403(b)–1, § 1.403(b)–2, 
this section, and §§ 1.403(b)–4 through 
1.403(b)–11, a plan may contain certain 
optional features that are consistent 
with but not required under section 

403(b), such as hardship withdrawal dis-
tributions, loans, plan-to-plan or annu-
ity contract-to-annuity contract trans-
fers, and acceptance of rollovers to the 
plan. However, if a plan contains any 
optional provisions, the optional provi-
sions must meet, in both form and op-
eration, the relevant requirements 
under section 403(b), this section, and 
§§ 1.403(b)–4 through 1.403(b)–11. 

(ii) The plan may allocate responsi-
bility for performing administrative 
functions, including functions to com-
ply with the requirements of section 
403(b) and other tax requirements. Any 
such allocation must identify responsi-
bility for compliance with the require-
ments of the Internal Revenue Code 
that apply on the basis of the aggre-
gated contracts issued to a participant 
under a plan, including loans under 
section 72(p) and the conditions for ob-
taining a hardship withdrawal under 
§ 1.403(b)–6. A plan is permitted to as-
sign such responsibilities to parties 
other than the eligible employer, but 
not to participants (other than employ-
ees of the employer a substantial por-
tion of whose duties are administration 
of the plan), and may incorporate by 
reference other documents, including 
the insurance policy or custodial ac-
count, which thereupon become part of 
the plan. 

(iii) This paragraph (b)(3) applies to 
contributions to an annuity contract 
by a church only if the annuity is part 
of a retirement income account, as de-
fined in § 1.403(b)–9. 

(4) Exclusion limited for former employ-
ees—(i) General rule. Except as provided 
in paragraph (b)(4)(ii) of this section 
and in § 1.403(b)–4(d), the exclusion from 
gross income provided by section 403(b) 
does not apply to contributions made 
for former employees. For this purpose, 
a contribution is not made for a former 
employee if the contribution is with re-
spect to compensation that would oth-
erwise be paid for a payroll period that 
begins before severance from employ-
ment. 

(ii) Exceptions. The exclusion from 
gross income provided by section 403(b) 
applies to contributions made for 
former employees with respect to com-
pensation described in § 1.415(c)– 
2(e)(3)(i) (relating to certain compensa-
tion paid by the later of 21⁄2 months 
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after severance from employment or 
the end of the limitation year that in-
cludes the date of severance from em-
ployment), and compensation described 
in § 1.415(c)–2(e)(4), § 1.415(c)–2(g)(4), or 
§ 1.415(c)–2(g)(7) (relating to compensa-
tion paid to participants who are per-
manently and totally disabled or relat-
ing to qualified military service under 
section 414(u)). 

(c) Special rules for designated Roth 
section 403(b) contributions. (1) The rules 
of § 1.401(k)–1(f)(1) and (2) for designated 
Roth contributions under a qualified 
cash or deferred arrangement apply to 
designated Roth contributions under a 
section 403(b) plan. Thus, a designated 
Roth contribution under a section 
403(b) plan is a section 403(b) elective 
deferral that is designated irrevocably 
by the employee at the time of the 
cash or deferred election as a des-
ignated Roth contribution that is being 
made in lieu of all or a portion of the 
section 403(b) elective deferrals the em-
ployee is otherwise eligible to make 
under the plan; that is treated by the 
employer as includible in the employ-
ee’s gross income at the time the em-
ployee would have received the amount 
in cash if the employee had not made 
the cash or deferred election (such as 
by treating the contributions as wages 
subject to applicable withholding re-
quirements); and that is maintained in 
a separate account (within the mean-
ing of § 1.401(k)–1(f)(2)). 

(2) A designated Roth contribution 
under a section 403(b) plan must satisfy 
the requirements applicable to section 
403(b) elective deferrals. Thus, for ex-
ample, designated Roth contributions 
under a section 403(b) plan must satisfy 
the requirements of § 1.403(b)–6(d). 
Similarly, a designated Roth account 
under a section 403(b) plan is subject to 
the rules of sections 401(a)(9)(A) and (B) 
and § 1.403(b)–6(e). 

(d) Effect of failure—(1) General rules. 
(i) If a contract includes any amount 
that fails to satisfy the requirements 
of section 403(b), § 1.403(b)–1, § 1.403(b)–2, 
this section, or §§ 1.403(b)–4 through 
1.403(b)–11, then, except as otherwise 
provided in paragraph (d)(2) of this sec-
tion (relating to failure to satisfy non-
forfeitability requirements) or 
§ 1.403(b)–4(f) (relating to excess con-
tributions under section 415 and excess 

deferrals under section 402(g)), the con-
tract is not a section 403(b) contract. In 
addition, section 403(b)(5) and para-
graph (b)(1) of this section provide 
that, for purposes of determining 
whether a contract satisfies section 
403(b), all section 403(b) contracts pur-
chased for an individual by an em-
ployer are treated as purchased under a 
single contract. Thus, except as pro-
vided in paragraph (b)(2) of this section 
or as otherwise provided in this para-
graph (d), a failure to satisfy section 
403(b) with respect to any contract 
issued to an individual by an employer 
adversely affects all contracts issued to 
that individual by that employer. 

(ii) In accordance with paragraph 
(b)(3) of this section, a failure to oper-
ate in accordance with the terms of a 
plan adversely affects all of the con-
tracts issued by the employer to the 
employee or employees with respect to 
whom the operational failure occurred. 
Such a failure does not adversely affect 
any other contract if the failure is nei-
ther a failure to satisfy the non-
discrimination requirements of 
§ 1.403(b)–5 (a nondiscrimination fail-
ure) nor a failure of the employer to be 
an eligible employer as defined in 
§ 1.403(b)–2 (an employer eligibility fail-
ure). However, any failure that is not 
an operational failure adversely affects 
all contracts issued under the plan, in-
cluding: a failure to have contracts 
issued pursuant to a written defined 
contribution plan which, in form, satis-
fies the requirements of § 1.403(b)–1, 
§ 1.403(b)–2, this section, and §§ 1.403(b)– 
4 through 1.403(b)–11 (a written plan 
failure); a nondiscrimination failure; or 
an employer eligibility failure. 

(iii) See other applicable Internal 
Revenue Code provisions for the treat-
ment of a contract that is not a section 
403(b) contract, such as sections 61, 83, 
402(b), and 403(c). Thus, for example, 
section 403(c) (relating to nonqualified 
annuities) applies if any annuity con-
tract issued by an insurance company 
fails to satisfy section 403(b), based on 
the value of the contract at the time of 
the failure. However, see paragraph 
(d)(2) of this section for special rules 
with respect to the nonforfeitability 
requirement of paragraph (a)(2) of this 
section. 
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(2) Failure to satisfy nonforfeitability 
requirement—(i) Treatment before con-
tract becomes nonforfeitable. If an annu-
ity contract issued by an insurance 
company would qualify as a section 
403(b) contract but for the failure to 
satisfy the nonforfeitability require-
ment of paragraph (a)(2) of this section, 
then the contract is treated as a con-
tract to which section 403(c) applies. 
See § 1.403(b)–8(d)(4) for a rule under 
which a custodial account that fails to 
satisfy the nonforfeitability require-
ment of paragraph (a)(2) of this section 
is treated as a section 401(a) qualified 
plan for certain purposes. 

(ii) Treatment when contract becomes 
nonforfeitable—(A) In general. Notwith-
standing paragraph (d)(2)(i) of this sec-
tion, on or after the date on which the 
participant’s interest in a contract de-
scribed in paragraph (d)(2)(i) of this 
section becomes nonforfeitable, the 
contract may be treated as a section 
403(b) contract if no election has been 
made under section 83(b) with respect 
to the contract, the participant’s inter-
est in the contract has been subject to 
a substantial risk of forfeiture (as de-
fined in section 83) before becoming 
nonforfeitable, each contribution under 
the contract that is subject to a dif-
ferent vesting schedule is maintained 
in a separate account, and the contract 
has at all times satisfied the require-
ments of paragraph (a) of this section 
other than the nonforfeitability re-
quirement of paragraph (a)(2) of this 
section. Thus, for example, for the cur-
rent year and each prior year, no con-
tribution can have been made to the 
contract that would cause the contract 
to fail to be a section 403(b) contract as 
a result of contributions exceeding the 
limitations of section 415 (except to the 
extent permitted under paragraph 
(b)(2) of this section) or to fail to sat-
isfy the nondiscrimination rules de-
scribed in § 1.403(b)–5. See also § 1.403(b)– 
10(a)(1) for a special rule in connection 
with termination of a section 403(b) 
plan. 

(B) Partial vesting. For purposes of ap-
plying this paragraph (d), if only a por-
tion of a participant’s interest in a 
contract becomes nonforfeitable in a 
year, then the portion that is non-
forfeitable and the portion that fails to 
be nonforfeitable are each treated as 

separate contracts. In addition, for 
purposes of applying this paragraph (d), 
if a contribution is made to an annuity 
contract in excess of the limitations of 
section 415(c) and the excess is main-
tained in a separate account, then the 
portion of the contract that includes 
the excess contributions account and 
the remainder are each treated as sepa-
rate contracts. Thus, if an annuity con-
tract that includes an excess contribu-
tions account changes from forfeitable 
to nonforfeitable during a year, then 
the portion that is not attributable to 
the excess contributions account con-
stitutes a section 403(b) contract (as-
suming it otherwise satisfies the re-
quirements to be a section 403(b) con-
tract) and is not included in gross in-
come, and the portion that is attrib-
utable to the excess contributions ac-
count is included in gross income in ac-
cordance with section 403(c). See 
§ 1.403(b)–4(f) for additional rules. 

[T.D. 9340, 72 FR 41141, July 26, 2007; 72 FR 
54352, Sept. 25, 2007] 

§ 1.403(b)–4 Contribution limitations. 

(a) Treatment of contributions in excess 
of limitations. The exclusion provided 
under § 1.403(b)–3(a) applies to a partici-
pant only if the amounts contributed 
by the employer for the purchase of an 
annuity contract for the participant do 
not exceed the applicable limit under 
sections 415 and 402(g), as described in 
this section. Under § 1.403(b)–3(a)(4), a 
section 403(b) contract is required to 
include the limits on elective deferrals 
imposed by section 402(g), as described 
in paragraph (c) of this section. See 
paragraph (f) of this section for special 
rules concerning excess contributions 
and deferrals. Rollover contributions 
made to a section 403(b) contract, as 
described in § 1.403(b)–10(d), are not 
taken into account for purposes of the 
limits imposed by section 415, § 1.403(b)– 
3(a)(9), section 402(g), § 1.403(b)–3(a)(4), 
and this section, but after-tax em-
ployee contributions are taken into ac-
count under section 415, § 1.403(b)– 
3(a)(9), and paragraph (b) of this sec-
tion. 

(b) Maximum annual contribution—(1) 
General rule. In accordance with section 
415(a)(2) and § 1.403(b)–3(a)(9), the con-
tributions for any participant under a 
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section 403(b) contract (namely, em-
ployer nonelective contributions (in-
cluding matching contributions), sec-
tion 403(b) elective deferrals, and after- 
tax employee contributions) are not 
permitted to exceed the limitations 
imposed by section 415. Under section 
415(c), contributions are permitted to 
be made for participants in a defined 
contribution plan, subject to the limi-
tations set forth therein (which are 
generally the lesser of a dollar limit 
for a year or the participant’s com-
pensation for the year). For purposes of 
section 415, contributions made for a 
participant are aggregated to the ex-
tent applicable under sections 414(b), 
(c), (m), (n), and (o). For purposes of 
section 415(a)(2), §§ 1.403(b)–1 through 
1.403(b)–3, this section, and §§ 1.403(b)–5 
through 1.403(b)–11, a contribution 
means any annual addition, as defined 
in section 415(c). 

(2) Special rules. See section 415(k)(4) 
for a special rule under which contribu-
tions to section 403(b) contracts are 
generally aggregated with contribu-
tions under other arrangements in ap-
plying section 415. For purposes of ap-
plying section 415(c)(1)(B) (relating to 
compensation) with respect to a sec-
tion 403(b) contract, except as provided 
in section 415(c)(3)(C), a participant’s 
includible compensation (as defined in 
§ 1.403(b)–2) is substituted for the par-
ticipant’s compensation, as described 
in section 415(c)(3)(E). Any age 50 
catch-up contributions under para-
graph (c)(2) of this section are dis-
regarded in applying section 415. 

(c) Section 403(b) elective deferrals—(1) 
Basic limit under section 402(g)(1). In ac-
cordance with section 402(g)(1)(A), the 
section 403(b) elective deferrals for any 
individual are included in the individ-
ual’s gross income to the extent the 
amount of such deferrals, plus all other 
elective deferrals for the individual, for 
the taxable year exceeds the applicable 
dollar amount under section 
402(g)(1)(B). The applicable annual dol-
lar amount under section 402(g)(1)(B) is 
$15,000, adjusted for cost-of-living after 
2006 in the manner described in section 
402(g)(4). See § 1.403(b)–5(b) for a uni-
versal availability rule that applies if 
any employee is permitted to have any 
section 403(b) elective deferrals made 
on his or her behalf. 

(2) Age 50 catch-up—(i) In general. In 
accordance with section 414(v) and the 
regulations thereunder, a section 403(b) 
contract may provide for catch-up con-
tributions for a participant who is age 
50 by the end of the year, provided that 
such age 50 catch-up contributions do 
not exceed the catch-up limit under 
section 414(v)(2) for the taxable year. 
The maximum amount of additional 
age 50 catch-up contributions for a tax-
able year under section 414(v) is $5,000, 
adjusted for cost-of-living after 2006 in 
the manner described in section 
414(v)(2)(C). For additional require-
ments, see regulations under section 
414(v). 

(ii) Coordination with special section 
403(b) catch-up. In accordance with sec-
tions 414(v)(6)(A)(ii) and 402(g)(7)(A), 
the age 50 catch-up described in this 
paragraph (c)(2) may apply for any tax-
able year in which a participant also 
qualifies for the special section 403(b) 
catch-up under paragraph (c)(3) of this 
section. 

(3) Special section 403(b) catch-up for 
certain organizations—(i) Amount of the 
special section 403(b) catch-up. In the 
case of a qualified employee of a quali-
fied organization for whom the basic 
section 403(b) elective deferrals for any 
year are not less than the applicable 
dollar amount under section 
402(g)(1)(B), the section 403(b) elective 
deferral limitation of section 402(g)(1) 
for the taxable year of the qualified 
employee is increased by the least of— 

(A) $3,000; 
(B) The excess of— 
(1) $15,000, over 
(2) The total elective deferrals de-

scribed in section 402(g)(7)(A)(ii) made 
for the qualified employee by the quali-
fied organization for prior years; or 

(C) The excess of— 
(1) $5,000 multiplied by the number of 

years of service of the employee with 
the qualified organization, over 

(2) The total elective deferrals (as de-
fined at § 1.403(b)–2) made for the em-
ployee by the qualified organization for 
prior years. 

(ii) Qualified organization. (A) For 
purposes of this paragraph (c)(3), quali-
fied organization means an eligible em-
ployer that is— 

(1) An educational organization de-
scribed in section 170(b)(1)(A)(ii); 
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(2) A hospital; 
(3) A health and welfare service agen-

cy (including a home health service 
agency); 

(4) A church-related organization; or 
(5) Any organization described in sec-

tion 414(e)(3)(B)(ii). 
(B) All entities that are in a church- 

related organization or an organization 
controlled by a church-related organi-
zation under section 414(e)(3)(B)(ii) are 
treated as a single qualified organiza-
tion (so that years of service and any 
special section 403(b) catch-up elective 
deferrals previously made for a quali-
fied employee for a church or other en-
tity within a church-related organiza-
tion or an organization controlled by 
the church-related organization are 
taken into account for purposes of ap-
plying this paragraph (c)(3) to the em-
ployee with respect to any other entity 
within the same church-related organi-
zation or organization controlled by a 
church-related organization). 

(C) For purposes of this paragraph 
(c)(3)(ii), a health and welfare service 
agency means— 

(1) An organization whose primary 
activity is to provide services that con-
stitute medical care as defined in sec-
tion 213(d)(1) (such as a hospice); 

(2) A section 501(c)(3) organization 
whose primary activity is the preven-
tion of cruelty to individuals or ani-
mals; 

(3) An adoption agency; or 
(4) An agency that provides substan-

tial personal services to the needy as 
part of its primary activity (such as a 
section 501(c)(3) organization that ei-
ther provides meals to needy individ-
uals, is a home health service agency, 
provides services to help individuals 
who have substance abuse, or provides 
help to the disabled). 

(iii) Qualified employee. For purposes 
of this paragraph (c)(3), qualified em-
ployee means an employee who has 
completed at least 15 years of service 
(as defined under paragraph (e) of this 
section) taking into account only em-
ployment with the qualified organiza-
tion. Thus, an employee who has not 
completed at least 15 years of service 
(as defined under paragraph (e) of this 
section) taking into account only em-
ployment with the qualified organiza-
tion is not a qualified employee. 

(iv) Coordination with age 50 catch-up. 
In accordance with sections 402(g)(1)(C) 
and 402(g)(7), any catch-up amount con-
tributed by an employee who is eligible 
for both an age 50 catch-up and a spe-
cial section 403(b) catch-up is treated 
first as an amount contributed as a 
special section 403(b) catch-up to the 
extent a special section 403(b) catch-up 
is permitted, and then as an amount 
contributed as an age 50 catch-up (to 
the extent the catch-up amount ex-
ceeds the maximum special section 
403(b) catch-up after taking into ac-
count sections 402(g) and 415(c), this 
paragraph (c)(3), and any limitations 
on the special section 403(b) catch-up 
that are imposed by the terms of the 
plan). 

(4) Coordination with designated Roth 
contributions. See regulations under 
section 402A for rules for determining 
whether an elective deferral is a pre- 
tax elective deferral or a designated 
Roth contribution. 

(5) Examples. The provisions of this 
paragraph (c) are illustrated by the fol-
lowing examples: 

Example 1. (i) Facts illustrating application of 
the basic dollar limit. Participant B, who is 45, 
is eligible to participate in a State univer-
sity section 403(b) plan in 2006. B is not a 
qualified employee, as defined in paragraph 
(c)(3)(iii) of this section. The plan permits 
section 403(b) elective deferrals, but no other 
employer contributions are made under the 
plan. The plan provides limitations on sec-
tion 403(b) elective deferrals up to the max-
imum permitted under paragraphs (c)(1) and 
(3) of this section and the additional age 50 
catch-up amount described in paragraph 
(c)(2) of this section. For 2006, B will receive 
includible compensation of $42,000 from the 
eligible employer. B desires to elect to have 
the maximum section 403(b) elective deferral 
possible contributed in 2006. For 2006, the 
basic dollar limit for section 403(b) elective 
deferrals under paragraph (c)(1) of this sec-
tion is $15,000 and the additional dollar 
amount permitted under the age 50 catch-up 
is $5,000. 

(ii) Conclusion. B is not eligible for the age 
50 catch-up in 2006 because B is 45 in 2006. B 
is also not eligible for the special section 
403(b) catch-up under paragraph (c)(3) of this 
section because B is not a qualified em-
ployee. Accordingly, the maximum section 
403(b) elective deferral that B may elect for 
2006 is $15,000. 

Example 2. (i) Facts illustrating application of 
the includible compensation limitation. The 
facts are the same as in Example 1, except B’s 
includible compensation is $14,000. 
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(ii) Conclusion. Under section 415(c), con-
tributions may not exceed 100 percent of in-
cludible compensation. Accordingly, the 
maximum section 403(b) elective deferral 
that B may elect for 2006 is $14,000. 

Example 3. (i) Facts illustrating application of 
the age 50 catch-up. Participant C, who is 55, 
is eligible to participate in a State univer-
sity section 403(b) plan in 2006. The plan per-
mits section 403(b) elective deferrals, but no 
other employer contributions are made 
under the plan. The plan provides limita-
tions on section 403(b) elective deferrals up 
to the maximum permitted under paragraphs 
(c)(1) and (c)(3) of this section and the addi-
tional age 50 catch-up amount described in 
paragraph (c)(2) of this section. For 2006, C 
will receive includible compensation of 
$48,000 from the eligible employer. C desires 
to elect to have the maximum section 403(b) 
elective deferral possible contributed in 2006. 
For 2006, the basic dollar limit for section 
403(b) elective deferrals under paragraph 
(c)(1) of this section is $15,000 and the addi-
tional dollar amount permitted under the 
age 50 catch-up is $5,000. C does not have 15 
years of service and thus is not a qualified 
employee, as defined in paragraph (c)(3)(iii) 
of this section. 

(ii) Conclusion. C is eligible for the age 50 
catch-up in 2006 because C is 55 in 2006. C is 
not eligible for the special section 403(b) 
catch-up under paragraph (c)(3) of this sec-
tion because C is not a qualified employee 
(as defined in paragraph (c)(3)(iii) of this sec-
tion). Accordingly, the maximum section 
403(b) elective deferral that C may elect for 
2006 is $20,000 ($15,000 plus $5,000). 

Example 4. (i) Facts illustrating application of 
both the age 50 and the special section 403(b) 
catch-up. The facts are the same as in Exam-
ple 3, except that C is a qualified employee 
for purposes of the special section 403(b) 
catch-up provisions in paragraph (c)(3) of 
this section. For 2006, the maximum addi-
tional section 403(b) elective deferral for 
which C qualifies under the special section 
403(b) catch-up under paragraph (c)(3) of this 
section is $3,000. 

(ii) Conclusion. The maximum section 
403(b) elective deferrals that C may elect for 
2006 is $23,000. This is the sum of the basic 
limit on section 403(b) elective deferrals 
under paragraph (c)(1) of this section equal 
to $15,000, plus the $3,000 additional special 
section 403(b) catch-up amount for which C 
qualifies under paragraph (c)(3) of this sec-
tion, plus the additional age 50 catch-up 
amount of $5,000. 

Example 5. (i) Facts illustrating calculation of 
years of service with a predecessor organization 
for purposes of the special section 403(b) catch- 
up. Participant A is an employee of hospital 
H and is eligible to participate in a section 
403(b) plan of H in 2006. A does not have 15 
years of service with H, but A has previously 
made special section 403(b) catch-up defer-

rals to a section 403(b) plan maintained by 
hospital P which has since been acquired by 
H. 

(ii) Conclusion. The special section 403(b) 
catch-up amount for which A qualifies under 
paragraph (c)(3) of this section must be cal-
culated taking into account A’s prior years 
of service and section 403(b) elective defer-
rals with the predecessor hospital if and only 
if A did not have any severance from service 
in connection with the acquisition. 

Example 6. (i) Facts illustrating application of 
the age 50 catch-up and the section 415(c) dollar 
limitation. The facts are the same as in Exam-
ple 4, except that the employer makes a non-
elective contribution for each employee 
equal to 20 percent of C’s compensation 
(which is $48,000). Thus, the employer makes 
a nonelective contribution for C for 2006 
equal to $9,600. The plan provides that a par-
ticipant is not permitted to make section 
403(b) elective deferrals to the extent the 
section 403(b) elective deferrals would result 
in contributions in excess of the maximum 
permitted under section 415 and provides 
that contributions are reduced in the fol-
lowing order: the special section 403(b) 
catch-up elective deferrals under paragraph 
(c)(3) of this section are reduced first; the 
age 50 catch-up elective deferrals under para-
graph (c)(2) of this section are reduced sec-
ond; and then the basic section 403(b) elec-
tive deferrals under paragraph (c)(1) of this 
section are reduced. For 2006, the applicable 
dollar limit under section 415(c)(1)(A) is 
$44,000. 

(ii) Conclusion. The maximum section 
403(b) elective deferral that C may elect for 
2006 is $23,000. This is the sum of the basic 
limit on section 403(b) elective deferrals 
under paragraph (c)(1) of this section equal 
to $15,000, plus the $3,000 additional special 
section 403(b) catch-up amount for which C 
qualifies under paragraph (c)(3) of this sec-
tion, plus the additional age 50 catch-up 
amount of $5,000. The limit in paragraph (b) 
of this section would not be exceeded be-
cause the sum of the $9,600 nonelective con-
tribution and the $23,000 section 403(b) elec-
tive deferrals does not exceed the lesser of 
$49,000 (which is the sum of $44,000 plus the 
$5,000 additional age 50 catch-up amount) or 
$53,000 (which is the sum of C’s includible 
compensation for 2006 ($48,000) plus the $5,000 
additional age 50 catch-up amount). 

Example 7. (i) Facts further illustrating appli-
cation of the age 50 catch-up and the section 
415(c) dollar limitation. The facts are the same 
as in Example 6, except that C’s includible 
compensation for 2006 is $58,000 and the plan 
provides for a nonelective contribution equal 
to 50 percent of includible compensation, so 
that the employer nonelective contribution 
for C for 2006 is $29,000 (50 percent of $58,000). 

(ii) Conclusion. The maximum section 
403(b) elective deferral that C may elect for 
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2006 is $20,000. A section 403(b) elective defer-
ral in excess of this amount would exceed the 
sum of the limit in section 415(c)(1)(A) plus 
the additional age 50 catch-up amount, be-
cause the sum of the employer’s nonelective 
contribution of $29,000 plus a section 403(b) 
elective deferral in excess of $20,000 would 
exceed $49,000 (the sum of the $44,000 limit in 
section 415(c)(1)(A) plus the $5,000 additional 
age 50 catch-up amount). (Note that a sec-
tion 403(b) elective deferral in excess of 
$20,000 would also exceed the limitations of 
section 402(g) unless a special section 403(b) 
catch-up were permitted.) 

Example 8. (i) Facts further illustrating appli-
cation of the age 50 catch-up and the section 
415(c) dollar limitation. The facts are the same 
as in Example 7, except that the plan provides 
for a nonelective contribution for C equal to 
$44,000 (which is the limit in section 
415(c)(1)(A)). 

(ii) Conclusion. The maximum section 
403(b) elective deferral that C may elect for 
2006 is $5,000. A section 403(b) elective defer-
ral in excess of this amount would exceed the 
sum of the limit in section 415(c)(1)(A) plus 
the additional age 50 catch-up amount 
($5,000), because the sum of the employer’s 
nonelective contribution of $44,000 plus a sec-
tion 403(b) elective deferral in excess of $5,000 
would exceed $49,000 (the sum of the $44,000 
limit in section 415(c)(1)(A) plus the $5,000 ad-
ditional age 50 catch-up amount). 

Example 9. (i) Facts illustrating application of 
the age 50 catch-up and the section 415(c) in-
cludible compensation limitation. The facts are 
the same as in Example 7, except that C’s in-
cludible compensation for 2006 is $28,000, so 
that the employer nonelective contribution 
for C for 2006 is $14,000 (50 percent of $28,000). 

(ii) Conclusion. The maximum section 
403(b) elective deferral that C may elect for 
2006 is $19,000. A section 403(b) elective defer-
ral in excess of this amount would exceed the 
sum of the limit in section 415(c)(1)(B) plus 
the additional age 50 catch-up amount, be-
cause C’s includible compensation is $28,000 
and the sum of the employer’s nonelective 
contribution of $14,000 plus a section 403(b) 
elective deferral in excess of $19,000 would 
exceed $33,000 (which is the sum of 100 per-
cent of C’s includible compensation plus the 
$5,000 additional age 50 catch-up amount). 

Example 10. (i) Facts illustrating that section 
403(b) elective deferrals cannot exceed com-
pensation otherwise payable. Employee D is 
age 60, has includible compensation of 
$14,000, and wishes to contribute section 
403(b) elective deferrals of $20,000 for the 
year. No nonelective contributions are made 
for Employee D. 

(ii) Conclusion. Because a contribution is a 
section 403(b) elective deferral only if it re-
lates to an amount that would otherwise be 
included in the participant’s compensation, 
the effective limitation on section 403(b) 
elective deferrals for a participant whose 

compensation is less than the basic dollar 
limit for section 403(b) elective deferrals is 
the participant’s compensation. Thus, D can-
not make section 403(b) elective deferrals in 
excess of D’s actual compensation, which is 
$14,000, even though the basic dollar limit ex-
ceeds that amount. 

Example 11. (i) Facts illustrating calculation 
of the special section 403(b) catch-up. For 2006, 
employee E, who is age 53, is eligible to par-
ticipate in a section 403(b) plan of hospital H, 
which is a section 501(c)(3) organization. H’s 
plan permits section 403(b) elective deferrals 
and provides for an employer contribution of 
10 percent of a participant’s compensation. 
The plan provides limitations on section 
403(b) elective deferrals up to the maximum 
permitted under paragraphs (c)(1), (2), and (3) 
of this section. For 2006, E’s includible com-
pensation is $50,000. E wishes to elect to have 
the maximum section 403(b) elective deferral 
possible contributed in 2006. E has previously 
made $62,000 of section 403(b) elective defer-
rals under the plan, but has never made an 
election for a special section 403(b) catch-up 
elective deferral. For 2006, the basic dollar 
limit for section 403(b) elective deferrals 
under paragraph (c)(1) of this section is 
$15,000, the additional dollar amount per-
mitted under the age 50 catch-up is $5,000, E’s 
employer will make a nonelective contribu-
tion of $5,000 (10% of $50,000 compensation), 
and E is a qualified employee of a qualified 
employer as defined in paragraph (c)(3) of 
this section. 

(ii) Conclusion. The maximum section 
403(b) elective deferrals that E may elect 
under H’s section 403(b) plan for 2006 is 
$23,000. This is the sum of the basic limit on 
section 403(b) elective deferrals for 2006 under 
paragraph (c)(1) of this section equal to 
$15,000, plus the $3,000 maximum additional 
special section 403(b) catch-up amount for 
which D qualifies in 2006 under paragraph 
(c)(3) of this section, plus the additional age 
50 catch-up amount of $5,000. The limitation 
on the additional special section 403(b) 
catch-up amount is not less than $3,000 be-
cause the limitation at paragraph (c)(3)(i)(B) 
of this section is $15,000 ($15,000 minus zero) 
and the limitation at paragraph (c)(3)(i)(C) of 
this section is $13,000 ($5,000 times 15, minus 
$62,000 of total deferrals in prior years). 
These conclusions would be unaffected if H 
were an eligible governmental employer 
under section 457(b) that has a section 457(b) 
eligible governmental plan and E were in the 
past to have made annual deferrals to that 
plan, because contributions to a section 
457(b) eligible governmental plan do not con-
stitute elective deferrals; and these conclu-
sions would also be the same if H had a sec-
tion 401(k) plan and E were in the past to 
have made elective deferrals to that plan, as-
suming that those elective deferrals did not 
exceed $10,000 ($5,000 times 15, minus the sum 
of $62,000 plus $10,000, equals $3,000), so as to 
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result in the limitation at paragraph 
(c)(3)(i)(C) of this section being less than 
$3,000. 

Example 12. (i) Facts illustrating calculation 
of the special section 403(b) catch-up in the next 
calendar year. The facts are the same as in 
Example 11, except that, for 2007, E has in-
cludible compensation of $60,000. For 2007, E 
now has previously made $85,000 of section 
403(b) elective deferrals ($62,000 deferred be-
fore 2006, plus the $15,000 in basic section 
403(b) elective deferrals in 2006, the $3,000 
maximum additional special section 403(b) 
catch-up amount in 2006, plus the $5,000 age 
50 catch-up amount in 2006). However, the 
$5,000 age 50 catch-up amount deferred in 2006 
is disregarded for purposes of applying the 
limitation at paragraph (c)(3)(i)(C) of this 
section to determine the special section 
403(b) catch-up amount. Thus, for 2007, only 
$80,000 of section 403(b) elective deferrals are 
taken into account in applying the limita-
tion at paragraph (c)(3)(i)(C) of this section. 
For 2007, the basic dollar limit for section 
403(b) elective deferrals under paragraph 
(c)(1) of this section is assumed to be $16,000, 
the additional dollar amount permitted 
under the age 50 catch-up is assumed to be 
$5,000, and E’s employer contributes $6,000 
(10% of $60,000) as a non-elective contribu-
tion. 

(ii) Conclusion. The maximum section 
403(b) elective deferral that D may elect 
under H’s section 403(b) plan for 2007 is 
$21,000. This is the sum of the basic limit on 
section 403(b) elective deferrals under para-
graph (c)(1) of this section equal to $16,000, 
plus the additional age 50 catch-up amount 
of $5,000. E is not entitled to any additional 
special section 403(b) catch-up amount for 
2007 under paragraph (c)(3) of this section 
due to the limitation at paragraph (c)(3)(i)(C) 
of this section (16 times $5,000 equals $80,000, 
minus D’s total prior section 403(b) elective 
deferrals of $80,000 equals zero). 

(d) Employer contributions for former 
employees—(1) Includible compensation 
deemed to continue for nonelective con-
tributions. For purposes of applying 
paragraph (b) of this section, a former 
employee is deemed to have monthly 
includible compensation for the period 
through the end of the taxable year of 
the employee in which he or she ceases 
to be an employee and through the end 
of each of the next five taxable years. 
The amount of the monthly includible 
compensation is equal to one twelfth of 
the former employee’s includible com-
pensation during the former employ-
ee’s most recent year of service. Ac-
cordingly, nonelective employer con-
tributions for a former employee must 
not exceed the limitation of section 

415(c)(1) up to the lesser of the dollar 
amount in section 415(c)(1)(A) or the 
former employee’s annual includible 
compensation based on the former em-
ployee’s average monthly compensa-
tion during his or her most recent year 
of service. 

(2) Examples. The provisions of para-
graph (d)(1) of this section are illus-
trated by the following examples: 

Example 1. (i) Facts. Private college M is a 
section 501(c)(3) organization operated on the 
basis of a June 30 fiscal year that maintains 
a section 403(b) plan for its employees. In 
2004, M amends the plan to provide for a tem-
porary early retirement incentive under 
which the college will make a nonelective 
contribution for any participant who satis-
fies certain minimum age and service condi-
tions and who retires before June 30, 2006. 
The contribution will equal 110 percent of 
the participant’s rate of pay for one year and 
will be payable over a period ending no later 
than the end of the fifth fiscal year that be-
gins after retirement. It is assumed for pur-
poses of this Example 1 that, in accordance 
with § 1.401(a)(4)–10(b) and under the facts 
and circumstances, the post-retirement con-
tributions made for participants who satisfy 
the minimum age and service conditions and 
retire before June 30, 2006, do not discrimi-
nate in favor of former employees who are 
highly compensated employees. Employee A 
retires under the early retirement incentive 
on March 12, 2006, and A’s annual includible 
compensation for the period from March 1, 
2005, through February 28, 2006 (which is A’s 
most recent one year of service) is $30,000. 
The applicable dollar limit under section 
415(c)(1)(A) is assumed to be $44,000 for 2006 
and $45,000 for 2007. The college contributes 
$30,000 for A for 2006 and $3,000 for A for 2007 
(totaling $33,000 or 110 percent of $30,000). No 
other contributions are made to a section 
403(b) contract for A for those years. 

(ii) Conclusion. The contributions made for 
A do not exceed A’s includible compensation 
for 2006 or 2007. 

Example 2. (i) Facts. Private college N is a 
section 501(c)(3) organization that maintains 
a section 403(b) plan for its employees. The 
plan provides for N to make monthly non-
elective contributions equal to 20 percent of 
the monthly includible compensation for 
each eligible employee. In addition, the plan 
provides for contributions to continue for 5 
years following the retirement of any em-
ployee after age 64 and completion of at least 
20 years of service (based on the employee’s 
average annual rate of base salary in the pre-
ceding 3 calendar years ended before the date 
of retirement). It is assumed for purposes of 
this Example 2 that, in accordance with 
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§ 1.401(a)(4)–10(b) and under the facts and cir-
cumstances, the post-retirement contribu-
tions made for participants who satisfy the 
minimum age and service conditions do not 
discriminate in favor of former employees 
who are highly compensated employees. Em-
ployee B retires on July 1, 2006, at age 64 
after completion of 20 or more years of serv-
ice. At that date, B’s annual includible com-
pensation for the most recently ended fiscal 
year of N is $72,000 and B’s average monthly 
rate of base salary for 2003 through 2005 is 
$5,000. N contributes $1,200 per month (20 per-
cent of 1/12th of $72,000) from January of 2006 
through June of 2006 and contributes $1,000 
(20 percent of $5,000) per month for B from 
July of 2006 through June of 2011. The appli-
cable dollar limit under section 415(c)(1)(A) 
is $44,000 for 2006 through 2011. No other con-
tributions are made to a section 403(b) con-
tract for B for those years. 

(ii) Conclusion. The contributions made for 
B do not exceed B’s includible compensation 
for any of the years from 2006 through 2010. 

Example 3. (i) Facts. A public university 
maintains a section 403(b) under which it 
contributes annually 10% of compensation 
for participants, including for the first 5 cal-
endar years following the date on which the 
participant ceases to be an employee. The 
plan provides that if a participant who is a 
former employee dies during the first 5 cal-
endar years following the date on which the 
participant ceases to be an employee, a con-
tribution is made that is equal to the lesser 
of— 

(A) The excess of the individual’s includ-
ible compensation for that year over the con-
tributions previously made for the individual 
for that year; or 

(B) The total contributions that would 
have been made on the individual’s behalf 
thereafter if he or she had survived to the 
end of the 5-year period. 

(ii) Individual C’s annual includible com-
pensation is $72,000 (so that C’s monthly in-
cludible compensation is $6,000). A $600 con-
tribution is made for C for January of the 
first taxable year following retirement (10% 
of individual C’s monthly includible com-
pensation of $6,000). Individual C dies during 
February of that year. The university makes 
a contribution for individual C for February 
equal to $11,400 (C’s monthly includible com-
pensation for January and February, reduced 
by $600). 

(iii) Conclusion. The contribution does not 
exceed the amount of individual C’s includ-
ible compensation for the taxable year for 
purposes of section 415(c), but any additional 
contributions would exceed C’s includible 
compensation for purposes of section 415(c). 

(3) Disabled employees. See also sec-
tion 415(c)(3)(C) which sets forth a spe-
cial rule under which compensation 
may be treated as continuing for pur-

poses of section 415 for certain former 
employees who are disabled. 

(e) Special rules for determining years 
of service—(1) In general. For purposes 
of determining a participant’s includ-
ible compensation under paragraph 
(b)(2) of this section and a participant’s 
years of service under paragraphs (c)(3) 
(special section 403(b) catch-up for 
qualified employees of certain organi-
zations) and (d) (employer contribu-
tions for former employees) of this sec-
tion, an employee must be credited 
with a full year of service for each year 
during which the individual is a full- 
time employee of the eligible employer 
for the entire work period, and a frac-
tion of a year for each part of a work 
period during which the individual is a 
full-time or part-time employee of the 
eligible employer. An individual’s num-
ber of years of service equals the aggre-
gate of the annual work periods during 
which the individual is employed by 
the eligible employer. 

(2) Work period. A year of service is 
based on the employer’s annual work 
period, not the employee’s taxable 
year. For example, in determining 
whether a university professor is em-
ployed full time, the annual work pe-
riod is the school’s academic year. 
However, in no case may an employee 
accumulate more than one year of 
service in a twelve-month period. 

(3) Service with more than one eligible 
employer—(i) General rule. With respect 
to any section 403(b) contract of an eli-
gible employer, except as provided in 
paragraph (e)(3)(ii) of this section, any 
period during which an individual is 
not an employee of that eligible em-
ployer is disregarded for purposes of 
this paragraph (e). 

(ii) Special rule for church employees. 
With respect to any section 403(b) con-
tract of an eligible employer that is a 
church-related organization, any pe-
riod during which an individual is an 
employee of that eligible employer and 
any other eligible employer that is a 
church-related organization that has 
an association (as defined in section 
414(e)(3)(D)) with that eligible em-
ployer is taken into account on an ag-
gregated basis, but any period during 
which an individual is not an employee 
of a church-related organization or is 
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an employee of a church-related orga-
nization that does not have an associa-
tion with that eligible employer is dis-
regarded for purposes of this paragraph 
(e). 

(4) Full-time employee for full year. 
Each annual work period during which 
an individual is employed full time by 
the eligible employer constitutes one 
year of service. In determining whether 
an individual is employed full-time, 
the amount of work which he or she ac-
tually performs is compared with the 
amount of work that is normally re-
quired of individuals performing simi-
lar services from which substantially 
all of their annual compensation is de-
rived. 

(5) Other employees. (i) An individual 
is treated as performing a fraction of a 
year of service for each annual work 
period during which he or she is a full- 
time employee for part of the annual 
work period and for each annual work 
period during which he or she is a part- 
time employee either for the entire an-
nual work period or for a part of the 
annual work period. 

(ii) In determining the fraction that 
represents the fractional year of serv-
ice for an individual employed full 
time for part of an annual work period, 
the numerator is the period of time 
(such as weeks or months) during 
which the individual is a full-time em-
ployee during that annual work period, 
and the denominator is the period of 
time that is the annual work period. 

(iii) In determining the fraction that 
represents the fractional year of serv-
ice of an individual who is employed 
part time for the entire annual work 
period, the numerator is the amount of 
work performed by the individual, and 
the denominator is the amount of work 
normally required of individuals who 
perform similar services and who are 
employed full time for the entire an-
nual work period. 

(iv) In determining the fraction rep-
resenting the fractional year of service 
of an individual who is employed part 
time for part of an annual work period, 
the fractional year of service that 
would apply if the individual were a 
part-time employee for a full annual 
work period is multiplied by the frac-
tional year of service that would apply 
if the individual were a full-time em-

ployee for the part of an annual work 
period. 

(6) Work performed. For purposes of 
this paragraph (e), in measuring the 
amount of work of an individual per-
forming particular services, the work 
performed is determined based on the 
individual’s hours of service (as defined 
under section 410(a)(3)(C)), except that 
a plan may use a different measure of 
work if appropriate under the facts and 
circumstances. For example, a plan 
may provide for a university profes-
sor’s work to be measured by the num-
ber of courses taught during an annual 
work period in any case in which that 
individual’s work assignment is gen-
erally based on a specified number of 
courses to be taught. 

(7) Most recent one-year period of serv-
ice. For purposes of paragraph (d) of 
this section, in the case of a part-time 
employee or a full-time employee who 
is employed for only part of the year 
determined on the basis of the employ-
er’s annual work period, the employ-
ee’s most recent periods of service are 
aggregated to determine his or her 
most recent one-year period of service. 
In such a case, there is first taken into 
account his or her service during the 
annual work period for which the last 
year of service’s includible compensa-
tion is being determined; then there is 
taken into account his or her service 
during his or her next preceding annual 
work period based on whole months; 
and so forth until the employee’s serv-
ice equals, in the aggregate, one year 
of service. 

(8) Less than one year of service consid-
ered as one year. If, at the close of a 
taxable year, an employee has, after 
application of all of the other rules in 
this paragraph (e), some portion of one 
year of service (but has accumulated 
less than one year of service), the em-
ployee is deemed to have one year of 
service. Except as provided in the pre-
vious sentence, fractional years of 
service are not rounded up. 

(9) Examples. The provisions of this 
paragraph (e) are illustrated by the fol-
lowing examples: 

Example 1. (i) Facts. Individual G is em-
ployed half-time in 2004 and 2005 as a clerk 
by H, a hospital which is a section 501(c)(3) 
organization. G earns $20,000 from H in each 
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of those years, and retires on December 31, 
2005. 

(ii) Conclusion. For purposes of determining 
G’s includible compensation during G’s last 
year of service under paragraph (d) of this 
section, G’s most recent periods of service 
are aggregated to determine G’s most recent 
one-year period of service. In this case, since 
D worked half-time in 2004 and 2005, the com-
pensation D earned in those two years are 
aggregated to produce D’s includible com-
pensation for D’s last full year in service. 
Thus, in this case, the $20,000 that D earned 
in 2004 and 2005 for D’s half-time work are 
aggregated, so that D has $40,000 of includ-
ible compensation for D’s most recent one- 
year of service for purposes of applying para-
graphs (b)(2), (c)(3), and (d) of this section. 

Example 2. (i) Facts. Individual H is em-
ployed as a part-time professor by public 
University U during the first semester of its 
two-semester 2004–2005 academic year. While 
H teaches one course generally for 3 hours a 
week during the first semester of the aca-
demic year, U’s full-time faculty members 
generally teach for 9 hours a week during the 
full academic year. 

(ii) Conclusion. For purposes of calculating 
how much of a year of service H performs in 
the 2004–2005 academic year (before applica-
tion of the special rules of paragraphs (e)(7) 
and (8) of this section concerning less than 
one year of service), paragraph (e)(5)(iv) of 
this section is applied as follows: since H 
teaches one course at U for 3 hours per week 
for 1 semester and other faculty members at 
U teach 9 hours per week for 2 semesters, H 
is considered to have completed 3⁄18 or 1⁄6 of a 
year of service during the 2004–2005 academic 
year, determined as follows: 

(A) The fractional year of service if H were 
a part-time employee for a full year is 3/9 
(number of hours employed divided by the 
usual number of hours of work required for 
that position). 

(B) The fractional year of service if H were 
a full-time employee for half of a year is 1⁄2 
(one semester, divided by the usual 2-semes-
ter annual work period). 

(C) These fractions are multiplied to ob-
tain the fractional year of service: 3⁄9 times 
1⁄2, or 3⁄18, equals 1⁄6 of a year of service. 

(f) Excess contributions or deferrals—(1) 
Inclusion in gross income. Any contribu-
tion made for a participant to a section 
403(b) contract for the taxable year 
that exceeds either the maximum an-
nual contribution limit set forth in 
paragraph (b) of this section or the 
maximum annual section 403(b) elec-
tive deferral limit set forth in para-
graph (c) of this section constitutes an 
excess contribution that is included in 
gross income for that taxable year. See 
§ 1.403(b)–3(d)(1)(iii) and (2)(i) for addi-

tional rules, including special rules re-
lating to contracts that fail to be non-
forfeitable. See also section 4973 for an 
excise tax applicable with respect to 
excess contributions to a custodial ac-
count and section 4979(f)(2)(B) for a spe-
cial rule applicable if excess matching 
contributions, excess after-tax em-
ployee contributions, and excess sec-
tion 403(b) elective deferrals do not ex-
ceed $100. 

(2) Separate account required for cer-
tain excess contributions; distribution of 
excess elective deferrals. A contract to 
which a contribution is made that ex-
ceeds the maximum annual contribu-
tion limit set forth in paragraph (b) of 
this section is not a section 403(b) con-
tract unless the excess contribution is 
held in a separate account which con-
stitutes a separate account for pur-
poses of section 72. See also § 1.403(b)– 
3(a)(4) and paragraph (f)(4) of this sec-
tion for additional rules with respect 
to the requirements of section 
401(a)(30) and any excess deferral. 

(3) Ability to distribute excess contribu-
tions. A contract does not fail to satisfy 
the requirements of § 1.403(b)–3, the dis-
tribution rules of § 1.403(b)–6 or 1.403(b)– 
9, or the funding rules of § 1.403(b)–8 
solely by reason of a distribution made 
from a separate account under para-
graph (f)(2) of this section or made 
under paragraph (f)(4) of this section. 

(4) Excess section 403(b) elective defer-
rals. A section 403(b) contract may pro-
vide that any excess deferral as a re-
sult of a failure to comply with the 
limitation under paragraph (c) of this 
section for a taxable year with respect 
to any section 403(b) elective deferral 
made for a participant by the employer 
will be distributed to the participant, 
with allocable net income, no later 
than April 15 of the following taxable 
year or otherwise in accordance with 
section 402(g). See section 402(g)(2)(A) 
for rules permitting the participant to 
allocate excess deferrals among the 
plans in which the participant has 
made elective deferrals, and see section 
402(g)(2)(C) for special rules to deter-
mine the tax treatment of such a dis-
tribution. 

(5) Examples. The provisions of this 
paragraph (f) are illustrated by the fol-
lowing examples: 
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Example 1. (i) Facts. Individual D’s em-
ployer makes a $46,000 contribution for 2006 
to an individual annuity insurance policy for 
Individual D that would otherwise be a sec-
tion 403(b) contract. The contribution does 
not include any elective deferrals and the ap-
plicable limit under section 415(c) is $44,000 
for 2006. The $2,000 section 415(c) excess is put 
into a separate account under the policy. 
Employer includes $2,000 in D’s gross income 
as wages for 2006 and, to the extent of the 
amount held in the separate account for the 
section 415(c) excess contribution, does not 
treat the account as a contract to which sec-
tion 403(b) applies. 

(ii) Conclusion. The separate account for 
the section 415(c) excess contribution is a 
contract to which section 403(c) applies, but 
the excess contribution does not cause the 
rest of the contract to fail section 403(b). 

Example 2. (i) Facts. Same facts as Example 
1, except that the contribution is made to 
purchase mutual funds that are held in a 
custodial account, instead of an individual 
annuity insurance policy. 

(ii) Conclusion. The conclusion is the same 
as in Example 1, except that the purchase 
constitutes a transfer described in section 83. 

Example 3. (i) Facts. Same facts as Example 
1, except that the amount held in the sepa-
rate account for the section 415(c) excess 
contribution is subsequently distributed to 
D. 

(ii) Conclusion. The distribution is included 
in gross income to the extent provided under 
section 72 relating to distributions from a 
section 403(c) contract. 

Example 4. (i) Facts. Individual E makes 
section 403(b) elective deferrals totaling 
$15,500 for 2006, when E is age 45 and the ap-
plicable limit on section 403(b) elective de-
ferrals is $15,000. On April 14, 2007, the plan 
refunds the $500 excess along with applicable 
earnings of $65. 

(ii) Conclusion. The $565 payment con-
stitutes a distribution of an excess deferral 
under paragraph (f)(4) of this section. Under 
section 402(g), the $500 excess deferral is in-
cluded in E’s gross income for 2006. The addi-
tional $65 is included in E’s gross income for 
2007 and, because the distribution is made by 
April 15, 2007 (as provided in section 
402(g)(2)), the $65 is not subject to the addi-
tional 10 percent income tax on early dis-
tributions under section 72(t). 

[T.D. 9340, 72 FR 41144, July 26, 2007, as 
amended by 72 FR 54352, Sept. 25, 2007; 75 FR 
65566, Oct. 26, 2010] 

§ 1.403(b)–5 Nondiscrimination rules. 
(a) Nondiscrimination rules for con-

tributions other than section 403(b) elec-
tive deferrals—(1) General rule. Under 
section 403(b)(12)(A)(i), employer con-
tributions and after-tax employee con-

tributions to a section 403(b) plan must 
satisfy all of the following require-
ments (the nondiscrimination require-
ments) in the same manner as a quali-
fied plan under section 401(a): 

(i) Section 401(a)(4) (relating to non-
discrimination in contributions and 
benefits), taking section 401(a)(5) into 
account. 

(ii) Section 401(a)(17) (limiting the 
amount of compensation that can be 
taken into account). 

(iii) Section 401(m) (relating to 
matching and after-tax employee con-
tributions). 

(iv) Section 410(b) (relating to min-
imum coverage). 

(2) Nonapplication to section 403(b) elec-
tive deferrals. The requirements of this 
paragraph (a) do not apply to section 
403(b) elective deferrals. 

(3) Compensation for testing. Except as 
may otherwise be specifically per-
mitted under the provisions referenced 
in paragraph (a)(1) of this section, com-
pliance with those provisions is tested 
using compensation as defined in sec-
tion 414(s) (and without regard to sec-
tion 415(c)(3)(E)). In addition, for pur-
poses of paragraph (a)(1) of this sec-
tion, there may be excluded employees 
who are permitted to be excluded under 
paragraph (b)(4)(ii)(D) and (E) of this 
section. However, as provided in para-
graph (b)(4)(i) of this section, the ex-
clusion of any employee listed in para-
graph (b)(4)(ii)(D) or (E) of this section 
is subject to the conditions applicable 
under section 410(b)(4). 

(4) Employer aggregation rules. See 
regulations under section 414(b), (c), 
(m), and (o) for rules treating entities 
as a single employer for purposes of the 
nondiscrimination requirements. 

(5) Special rules for governmental plans. 
Paragraphs (a)(1)(i), (iii), and (iv) of 
this section do not apply to a govern-
mental plan as defined in section 414(d) 
(but contributions to a governmental 
plan must comply with paragraphs 
(a)(1)(ii) and (b) of this section). 

(b) Universal availability required for 
section 403(b) elective deferrals—(1) Gen-
eral rule. Under section 403(b)(12)(A)(ii), 
all employees of the eligible employer 
must be permitted to have section 
403(b) elective deferrals contributed on 
their behalf if any employee of the eli-
gible employer may elect to have the 
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organization make section 403(b) elec-
tive deferrals. Further, the employee’s 
right to make elective deferrals also 
includes the right to designate section 
403(b) elective deferrals as designated 
Roth contributions. 

(2) Effective opportunity required. For 
purposes of paragraph (b)(1) of this sec-
tion, an employee is not treated as 
being permitted to have section 403(b) 
elective deferrals contributed on the 
employee’s behalf unless the employee 
is provided an effective opportunity 
that satisfies the requirements of this 
paragraph (b)(2). Whether an employee 
has an effective opportunity is deter-
mined based on all the relevant facts 
and circumstances, including notice of 
the availability of the election, the pe-
riod of time during which an election 
may be made, and any other conditions 
on elections. A section 403(b) plan sat-
isfies the effective opportunity require-
ment of this paragraph (b)(2) only if, at 
least once during each plan year, the 
plan provides an employee with an ef-
fective opportunity to make (or 
change) a cash or deferred election (as 
defined at § 1.401(k)–1(a)(3)) between 
cash or a contribution to the plan. Fur-
ther, an effective opportunity includes 
the right to have section 403(b) elective 
deferrals made on his or her behalf up 
to the lesser of the applicable limits in 
§ 1.403(b)–4(c) (including any permis-
sible catch-up elective deferrals under 
§ 1.403(b)–4(c)(2) and (3)) or the applica-
ble limits under the contract with the 
largest limitation, and applies to part- 
time employees as well as full-time 
employees. An effective opportunity is 
not considered to exist if there are any 
other rights or benefits (other than 
rights or benefits listed in § 1.401(k)– 
1(e)(6)(i)(A), (B), or (D)) that are condi-
tioned (directly or indirectly) upon a 
participant making or failing to make 
a cash or deferred election with respect 
to a contribution to a section 403(b) 
contract. 

(3) Special rules. (i) In the case of a 
section 403(b) plan that covers the em-
ployees of more than one section 
501(c)(3) organization, the universal 
availability requirement of this para-
graph (b) applies separately to each 
common law entity (that is, applies 
separately to each section 501(c)(3) or-
ganization). In the case of a section 

403(b) plan that covers the employees 
of more than one State entity, this re-
quirement applies separately to each 
entity that is not part of a common 
payroll. An eligible employer may con-
dition the employee’s right to have sec-
tion 403(b) elective deferrals made on 
his or her behalf on the employee elect-
ing a section 403(b) elective deferral of 
more than $200 for a year. 

(ii) For purposes of this paragraph 
(b)(3), an employer that historically 
has treated one or more of its various 
geographically distinct units as sepa-
rate for employee benefit purposes may 
treat each unit as a separate organiza-
tion if the unit is operated independ-
ently on a day-to-day basis. Units are 
not geographically distinct if such 
units are located within the same 
Standard Metropolitan Statistical 
Area (SMSA). 

(4) Exclusions—(i) Exclusions for spe-
cial types of employees. A plan does not 
fail to satisfy the universal avail-
ability requirement of this paragraph 
(b) merely because it excludes one or 
more of the types of employees listed 
in paragraph (b)(4)(ii) of this section. 
However, the exclusion of any em-
ployee listed in paragraph (b)(4)(ii)(D) 
or (E) of this section is subject to the 
conditions applicable under section 
410(b)(4). Thus, if any employee listed 
in paragraph (b)(4)(ii)(D) of this section 
has the right to have section 403(b) 
elective deferrals made on his or her 
behalf, then no employee listed in that 
paragraph (b)(4)(ii)(D) of this section 
may be excluded under this paragraph 
(b)(4) and, if any employee listed in 
paragraph (b)(4)(ii)(E) of this section 
has the right to have section 403(b) 
elective deferrals made on his or her 
behalf, then no employee listed in that 
paragraph (b)(4)(ii)(E) of this section 
may be excluded under this paragraph 
(b)(4). 

(ii) List of special types of excludible 
employees. The following types of em-
ployees are listed in this paragraph 
(b)(4)(ii): 

(A) Employees who are eligible under 
another section 403(b) plan, or a section 
457(b) eligible governmental plan, of 
the employer which permits an amount 
to be contributed or deferred at the 
election of the employee. 
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(B) Employees who are eligible to 
make a cash or deferred election (as de-
fined at § 1.401(k)–1(a)(3)) under a sec-
tion 401(k) plan of the employer. 

(C) Employees who are non-resident 
aliens described in section 410(b)(3)(C). 

(D) Subject to the conditions applica-
ble under section 410(b)(4) (including 
section 410(b)(4)(B) permitting separate 
testing for employees not meeting min-
imum age and service requirements), 
employees who are students performing 
services described in section 3121(b)(10). 

(E) Subject to the conditions applica-
ble under section 410(b)(4), employees 
who normally work fewer than 20 hours 
per week (or such lower number of 
hours per week as may be set forth in 
the plan). 

(iii) Special rules. (A) A section 403(b) 
plan is permitted to take into account 
coverage under another plan, as per-
mitted in paragraphs (b)(4)(ii)(A) and 
(B) of this section, only if the rights to 
make elective deferrals with respect to 
that coverage would satisfy paragraphs 
(b)(2) and (4)(i) of this section if that 
coverage were provided under the sec-
tion 403(b) plan. 

(B) For purposes of paragraph 
(b)(4)(ii)(E) of this section, an employee 
normally works fewer than 20 hours per 
week if and only if— 

(1) For the 12-month period beginning 
on the date the employee’s employ-
ment commenced, the employer rea-
sonably expects the employee to work 
fewer than 1,000 hours of service (as de-
fined in section 410(a)(3)(C)) in such pe-
riod; and 

(2) For each plan year ending after 
the close of the 12-month period begin-
ning on the date the employee’s em-
ployment commenced (or, if the plan so 
provides, each subsequent 12-month pe-
riod), the employee worked fewer than 
1,000 hours of service in the preceding 
12-month period. (See, however, section 
202(a)(1) of the Employee Retirement 
Income Security Act of 1974 (ERISA) 
(88 Stat. 829) Public Law 93–406, and 
regulations under section 410(a) of the 
Internal Revenue Code applicable with 
respect to plans that are subject to 
title I of ERISA.) 

(c) Plan required. Contributions to an 
annuity contract do not satisfy the re-
quirements of this section unless the 
contributions are made pursuant to a 

plan, as defined in § 1.403(b)–3(b)(3), and 
the terms of the plan satisfy this sec-
tion. 

(d) Church plans exception. This sec-
tion does not apply to a section 403(b) 
contract purchased by a church (as de-
fined in § 1.403(b)–2). 

(e) Other rules. This section only re-
flects requirements of the Internal 
Revenue Code applicable for purposes 
of section 403(b) and does not include 
other requirements. Specifically, this 
section does not reflect the require-
ments of ERISA that may apply with 
respect to section 403(b) arrangements, 
such as the vesting requirements at 29 
U.S.C. 1053. 

[T.D. 9340, 72 FR 41144, July 26, 2007] 

§ 1.403(b)–6 Timing of distributions 
and benefits. 

(a) Distributions generally. This sec-
tion provides special rules regarding 
the timing of distributions from, and 
the benefits that may be provided 
under, a section 403(b) contract, includ-
ing limitations on when early distribu-
tions can be made (in paragraphs (b) 
through (d) of this section), required 
minimum distributions (in paragraph 
(e) of this section), and special rules re-
lating to loans (in paragraph (f) of this 
section) and incidental benefits (in 
paragraph (g) of this section). 

(b) Distributions from contracts other 
than custodial accounts or amounts at-
tributable to section 403(b) elective defer-
rals. Except as provided in paragraph 
(c) of this section relating to distribu-
tions from custodial accounts, para-
graph (d) of this section relating to dis-
tributions attributable to section 403(b) 
elective deferrals, § 1.403(b)–4(f) (relat-
ing to correction of excess deferrals), 
or § 1.403(b)–10(a) (relating to plan ter-
mination), a section 403(b) contract is 
permitted to distribute retirement ben-
efits to the participant no earlier than 
upon the earlier of the participant’s 
severance from employment or upon 
the prior occurrence of some event, 
such as after a fixed number of years, 
the attainment of a stated age, or dis-
ability. See § 1.401–1(b)(1)(ii) for addi-
tional guidance. This paragraph (b) 
does not apply to after-tax employee 
contributions or earnings thereon. 

(c) Distributions from custodial ac-
counts that are not attributable to section 
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403(b) elective deferrals. Except as pro-
vided in § 1.403(b)–4(f) (relating to cor-
rection of excess deferrals) or § 1.403(b)– 
10(a) (relating to plan termination), 
distributions from a custodial account, 
as defined in § 1.403(b)–8(d)(2), may not 
be paid to a participant before the par-
ticipant has a severance from employ-
ment, dies, becomes disabled (within 
the meaning of section 72(m)(7)), or at-
tains age 591⁄2. Any amounts trans-
ferred out of a custodial account to an 
annuity contract or retirement income 
account, including earnings thereon, 
continue to be subject to this para-
graph (c). This paragraph (c) does not 
apply to distributions that are attrib-
utable to section 403(b) elective defer-
rals. 

(d) Distribution of section 403(b) elective 
deferrals—(1) Limitation on distribu-
tions—(i) General rule. Except as pro-
vided in § 1.403(b)–4(f) (relating to cor-
rection of excess deferrals) or § 1.403(b)– 
10(a) (relating to plan termination), 
distributions of amounts attributable 
to section 403(b) elective deferrals may 
not be paid to a participant earlier 
than the earliest of the date on which 
the participant has a severance from 
employment, dies, has a hardship, be-
comes disabled (within the meaning of 
section 72(m)(7)), or attains age 591⁄2. 

(ii) Special rule for pre-1989 section 
403(b) elective deferrals. For special rules 
relating to amounts held as of the close 
of the taxable year beginning before 
January 1, 1989 (which does not apply 
to earnings thereon), see section 
1123(e)(3) of the Tax Reform Act of 1986 
(100 Stat. 2085, 2475) Public Law 99–514, 
and section 1011A(c)(11) of the Tech-
nical and Miscellaneous Revenue Act 
of 1988 (102 Stat. 3342, 3476) Public Law 
100–647. 

(2) Hardship rules. A hardship dis-
tribution under this paragraph (d) has 
the same meaning as a distribution on 
account of hardship under § 1.401(k)– 
1(d)(3) and is subject to the rules and 
restrictions set forth in § 1.401(k)–1(d)(3) 
(including limiting the amount of a 
distribution in the case of hardship to 
the amount necessary to satisfy the 
hardship). In addition, a hardship dis-
tribution is limited to the aggregate 
dollar amount of the participant’s sec-
tion 403(b) elective deferrals under the 
contract (and may not include any in-

come thereon), reduced by the aggre-
gate dollar amount of the distributions 
previously made to the participant 
from the contract. 

(3) Failure to keep separate accounts. If 
a section 403(b) contract includes both 
section 403(b) elective deferrals and 
other contributions and the section 
403(b) elective deferrals are not main-
tained in a separate account, then dis-
tributions may not be made earlier 
than the later of— 

(i) Any date permitted under para-
graph (d)(1) of this section; and 

(ii) Any date permitted under para-
graph (b) or (c) of this section with re-
spect to contributions that are not sec-
tion 403(b) elective deferrals (whichever 
applies to the contributions that are 
not section 403(b) elective deferrals). 

(e) Minimum required distributions for 
eligible plans—(1) In general. Under sec-
tion 403(b)(10), a section 403(b) contract 
must meet the minimum distribution 
requirements of section 401(a)(9) (in 
both form and operation). See section 
401(a)(9) for these requirements. 

(2) Treatment as IRAs. For purposes of 
applying the distribution rules of sec-
tion 401(a)(9) to section 403(b) con-
tracts, the minimum distribution rules 
applicable to individual retirement an-
nuities described in section 408(b) and 
individual retirement accounts de-
scribed in section 408(a) apply to sec-
tion 403(b) contracts. Consequently, ex-
cept as otherwise provided in this para-
graph (e), the distribution rules in sec-
tion 401(a)(9) are applied to section 
403(b) contracts in accordance with the 
provisions in § 1.408–8 for purposes of 
determining required minimum dis-
tributions. 

(3) Required beginning date. The re-
quired beginning date for purposes of 
section 403(b)(10) is April 1 of the cal-
endar year following the later of the 
calendar year in which the employee 
attains age 701⁄2 or the calendar year in 
which the employee retires from em-
ployment with the employer maintain-
ing the plan. However, for any section 
403(b) contract that is not part of a 
governmental plan or church plan, the 
required beginning date for a 5-percent 
owner is April 1 of the calendar year 
following the calendar year in which 
the employee attains age 701⁄2. 
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(4) Surviving spouse rule does not 
apply. The special rule in § 1.408–8, A–5 
(relating to spousal beneficiaries), does 
not apply to a section 403(b) contract. 
Thus, the surviving spouse of a partici-
pant is not permitted to treat a section 
403(b) contract as the spouse’s own sec-
tion 403(b) contract, even if the spouse 
is the sole beneficiary. 

(5) Retirement income accounts. For 
purposes of § 1.401(a)(9)–6, A–4 (relating 
to annuity contracts), annuity pay-
ments provided with respect to retire-
ment income accounts do not fail to 
satisfy the requirements of section 
401(a)(9) merely because the payments 
are not made under an annuity con-
tract purchased from an insurance 
company, provided that the relation-
ship between the annuity payments 
and the retirement income accounts is 
not inconsistent with any rules pre-
scribed by the Commissioner in rev-
enue rulings, notices, or other guidance 
published in the Internal Revenue Bul-
letin (see § 601.601(d)(2)(ii)(b) of this 
chapter). See also § 1.403(b)–9(a)(5) for 
additional rules relating to annuities 
payable from a retirement income ac-
count. 

(6) Special rules for benefits accruing 
before December 31, 1986. (i) The dis-
tribution rules provided in section 
401(a)(9) do not apply to the undistrib-
uted portion of the account balance 
under the section 403(b) contract val-
ued as of December 31, 1986, exclusive 
of subsequent earnings (pre-’87 account 
balance). The distribution rules pro-
vided in section 401(a)(9) apply to all 
benefits under section 403(b) contracts 
accruing after December 31, 1986 (post- 
’86 account balance), including earn-
ings after December 31, 1986. Con-
sequently, the post-’86 account balance 
includes earnings after December 31, 
1986, on contributions made before Jan-
uary 1, 1987, in addition to the con-
tributions made after December 31, 
1986, and earnings thereon. 

(ii) The issuer or custodian of the 
section 403(b) contract must keep 
records that enable it to identify the 
pre-’87 account balance and subsequent 
changes as set forth in paragraph 
(d)(6)(iii) of this section and provide 
such information upon request to the 
relevant employee or beneficiaries with 
respect to the contract. If the issuer or 

custodian does not keep such records, 
the entire account balance is treated as 
subject to section 401(a)(9). 

(iii) In applying the distribution 
rules in section 401(a)(9), only the post- 
’86 account balance is used to calculate 
the required minimum distribution for 
a calendar year. The amount of any 
distribution from a contract is treated 
as being paid from the post-’86 account 
balance to the extent the distribution 
is required to satisfy the minimum dis-
tribution requirement with respect to 
that contract for a calendar year. Any 
amount distributed in a calendar year 
from a contract in excess of the re-
quired minimum distribution for a cal-
endar year with respect to that con-
tract is treated as paid from the pre-’87 
account balance, if any, of that con-
tract. 

(iv) If an amount is distributed from 
the pre-’87 account balance and rolled 
over to another section 403(b) contract, 
the amount is treated as part of the 
post-’86 account balance in that second 
contract. However, if the pre-’87 ac-
count balance under a section 403(b) 
contract is directly transferred to an-
other section 403(b) contract (as per-
mitted under § 1.403(b)–10(b)), the 
amount transferred retains its char-
acter as a pre-’87 account balance, pro-
vided the issuer of the transferee con-
tract satisfies the recordkeeping re-
quirements of paragraph (e)(6)(ii) of 
this section. 

(v) The distinction between the pre- 
’87 account balance and the post-’86 ac-
count balance provided for under this 
paragraph (e)(6) of this section has no 
relevance for purposes of determining 
the portion of a distribution that is in-
cludible in income under section 72. 

(vi) The pre-’87 account balance must 
be distributed in accordance with the 
incidental benefit requirement of 
§ 1.401–1(b)(1)(i). Distributions attrib-
utable to the pre-’87 account balance 
are treated as satisfying this require-
ment if all distributions from the sec-
tion 403(b) contract (including distribu-
tions attributable to the post-’86 ac-
count balance) satisfy the require-
ments of § 1.401–1(b)(1)(i) without regard 
to this section, and distributions at-
tributable to the post-’86 account bal-
ance satisfy the rules of this paragraph 
(e) (without regard to this paragraph 
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(e)(6)). Distributions attributable to 
the pre-’87 account balance are treated 
as satisfying the incidental benefit re-
quirement if all distributions from the 
section 403(b) contract (including dis-
tributions attributable to both the pre- 
’87 account balance and the post-’86 ac-
count balance) satisfy the rules of this 
paragraph (e) (without regard to this 
paragraph (e)(6)). 

(7) Application to multiple contracts for 
an employee. The required minimum 
distribution must be separately deter-
mined for each section 403(b) contract 
of an employee. However, because, as 
provided in paragraph (e)(2) of this sec-
tion, the distribution rules in section 
401(a)(9) apply to section 403(b) con-
tracts in accordance with the provi-
sions in § 1.408–8, the required minimum 
distribution from one section 403(b) 
contract of an employee is permitted 
to be distributed from another section 
403(b) contract in order to satisfy sec-
tion 401(a)(9). Thus, as provided in 
§ 1.408–8, A–9, with respect to IRAs, the 
required minimum distribution amount 
from each contract is then totaled and 
the total minimum distribution taken 
from any one or more of the individual 
section 403(b) contracts. However, con-
sistent with the rules in § 1.408–8, A–9, 
only amounts in section 403(b) con-
tracts that an individual holds as an 
employee may be aggregated. Amounts 
in section 403(b) contracts that an indi-
vidual holds as a beneficiary of the 
same decedent may be aggregated, but 
such amounts may not be aggregated 
with amounts held in section 403(b) 
contracts that the individual holds as 
the employee or as the beneficiary of 
another decedent. Distributions from 
section 403(b) contracts do not satisfy 
the minimum distribution require-
ments for IRAs, nor do distributions 
from IRAs satisfy the minimum dis-
tribution requirements for section 
403(b) contracts. 

(8) Special rule for governmental plans. 
A section 403(b) contract that is part of 
a governmental plan (within the mean-
ing of section 414(d)) is treated as hav-
ing complied with section 401(a)(9) for 
all years to which section 401(a)(9) ap-
plies to the contract, if the contract 
complies with a reasonable and good 
faith interpretation of section 401(a)(9). 

(9) Special rule for qualifying longevity 
annuity contracts. The rules in A–17(b) 
of § 1.401(a)(9)–6 (relating to limitations 
on premiums for a qualifying longevity 
annuity contract (QLAC), defined in A– 
17 of § 1.401(a)(9)–6) and A–17(d)(1) of 
§ 1.401(a)(9)–6 (relating to reliance on 
representations with respect to a 
QLAC) apply to the purchase of a 
QLAC under a section 403(b) plan (rath-
er than the rules in A–12(b) and (c) of 
§ 1.408–8). 

(f) Loans. The determination of 
whether the availability of a loan, the 
making of a loan, or a failure to repay 
a loan made from an issuer of a section 
403(b) contract to a participant or ben-
eficiary is treated as a distribution (di-
rectly or indirectly) for purposes of 
this section, and the determination of 
whether the availability of the loan, 
the making of the loan, or a failure to 
repay the loan is in any other respect 
a violation of the requirements of sec-
tion 403(b) and §§ 1.403(b)–1 through 
1.403(b)–5, this section, and §§ 1.403(b)–7 
through 1.403(b)–11, depends on the 
facts and circumstances. Among the 
facts and circumstances are whether 
the loan has a fixed repayment sched-
ule and bears a reasonable rate of in-
terest, and whether there are repay-
ment safeguards to which a prudent 
lender would adhere. Thus, for exam-
ple, a loan must bear a reasonable rate 
of interest in order to be treated as not 
being a distribution. However, a plan 
loan offset is a distribution for pur-
poses of this section. See § 1.72(p)–1, 
Q&A–13. See also § 1.403(b)–7(d) relating 
to the application of section 72(p) with 
respect to the taxation of a loan made 
under a section 403(b) contract. (Fur-
ther, see section 408(b)(1) of title I of 
ERISA and 29 CFR 2550.408b–1 of the 
Department of Labor regulations con-
cerning additional requirements appli-
cable with respect to plans that are 
subject to title I of ERISA.) 

(g) Death benefits and other incidental 
benefits. An annuity is not a section 
403(b) contract if it fails to satisfy the 
incidental benefit requirement of 
§ 1.401–1(b)(1)(ii) (in form or in oper-
ation). For purposes of this paragraph 
(g), to the extent the incidental benefit 
requirement of § 1.401–1(b)(1)(ii) re-
quires a distribution of the partici-
pant’s or beneficiary’s accumulated 
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benefit, that requirement is deemed to 
be satisfied if distributions satisfy the 
minimum distribution requirements of 
section 401(a)(9). In addition, if a con-
tract issued by an insurance company 
qualified to issue annuities in a State 
includes provisions under which, in the 
event a participant becomes disabled, 
benefits will be provided by the insur-
ance carrier as if employer contribu-
tions were continued until benefit dis-
tribution commences, then that benefit 
is treated as an incidental benefit (as 
insurance for a deferred annuity ben-
efit in the event of disability) that 
must satisfy the incidental benefit re-
quirement of § 1.401–1(b)(1)(ii) (taking 
into account any other incidental bene-
fits provided under the plan). The rules 
of § 1.402(a)–1(e) apply for purposes of 
determining when certain incidental 
benefits are treated as distributed and 
included in gross income. See §§ 1.72–15 
and 1.72–16. 

(h) Special rule regarding severance 
from employment. For purposes of this 
section, severance from employment 
occurs on any date on which an em-
ployee ceases to be an employee of an 
eligible employer, even though the em-
ployee may continue to be employed 
either by another entity that is treated 
as the same employer where either 
that other entity is not an entity that 
can be an eligible employer (such as 
transferring from a section 501(c)(3) or-
ganization to a for-profit subsidiary of 
the section 501(c)(3) organization) or in 
a capacity that is not employment 
with an eligible employer (for example, 
ceasing to be an employee performing 
services for a public school but con-
tinuing to work for the same State em-
ployer). Thus, this paragraph (h) does 
not apply if an employee transfers from 
one section 501(c)(3) organization to an-
other section 501(c)(3) organization 
that is treated as the same employer or 
if an employee transfers from one pub-
lic school to another public school of 
the same State employer. 

(i) Certain limitations do not apply to 
rollover contributions. The limitations 
on distributions in paragraphs (b) 
through (d) of this section do not apply 
to amounts held in a separate account 

for eligible rollover distributions as de-
scribed in § 1.403(b)–10(d). 

[T.D. 9340, 72 FR 41144, July 26, 2007, as 
amended by 72 FR 54352, Sept. 25, 2007; T.D. 
9459, 74 FR 45994, Sept. 8, 2009; 75 FR 65566, 
Oct. 26, 2010; T.D. 9665, 79 FR 26843, May 12, 
2014; T.D. 9673, 79 FR 37642, July 2, 2014] 

§ 1.403(b)–7 Taxation of distributions 
and benefits. 

(a) General rules for when amounts are 
included in gross income. Except as pro-
vided in this section (or in § 1.403(b)– 
10(c) relating to payments pursuant to 
a qualified domestic relations order), 
amounts actually distributed from a 
section 403(b) contract are includible in 
the gross income of the recipient par-
ticipant or beneficiary (in the year in 
which so distributed) under section 72 
(relating to annuities). For an addi-
tional income tax that may apply to 
certain early distributions that are in-
cludible in gross income, see section 
72(t). 

(b) Rollovers to individual retirement 
arrangements and other eligible retirement 
plans—(1) Timing of taxation of rollovers. 
In accordance with sections 402(c), 
403(b)(8), and 403(b)(10), a direct roll-
over in accordance with section 
401(a)(31) is not includible in the gross 
income of a participant or beneficiary 
in the year rolled over. In addition, any 
payment made in the form of an eligi-
ble rollover distribution (as defined in 
section 402(c)(4)) is not includible in 
gross income in the year paid to the ex-
tent the payment is contributed to an 
eligible retirement plan (as defined in 
section 402(c)(8)(B)) within 60 days, in-
cluding the contribution to the eligible 
retirement plan of any property dis-
tributed. For this purpose, the rules of 
section 402(c)(2) through (7) and (c)(9) 
apply. Thus, to the extent that a por-
tion of a distribution (including a dis-
tribution from a designated Roth ac-
count) would be excluded from gross in-
come if it were not rolled over, if that 
portion of the distribution is to be 
rolled over into an eligible retirement 
plan that is not an IRA, the rollover 
must be accomplished through a direct 
rollover of the entire distribution to a 
plan qualified under section 401(a) or a 
section 403(b) plan and that plan must 
agree to separately account for the 
amount not includible in income (so 
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that a 60-day rollover to a plan quali-
fied under section 401(a) or another sec-
tion 403(b) plan is not available for this 
portion of the distribution). 

(2) Requirement that contract provide 
rollover options for eligible rollover dis-
tributions. As required in § 1.403(b)– 
3(a)(7), an annuity contract is not a 
section 403(b) contract unless the con-
tract provides that if the distributee of 
an eligible rollover distribution elects 
to have the distribution paid directly 
to an eligible retirement plan (as de-
fined in section 402(c)(8)(B)) and speci-
fies the eligible retirement plan to 
which the distribution is to be paid, 
then the distribution will be paid to 
that eligible retirement plan in a di-
rect rollover. For purposes of deter-
mining whether a contract satisfies 
this requirement, the provisions of sec-
tion 401(a)(31) apply to the annuity as 
though it were a plan qualified under 
section 401(a) unless otherwise provided 
in section 401(a)(31). Thus, the special 
rule in § 1.401(k)–1(f)(3)(ii) with respect 
to distributions from a designated 
Roth account that are expected to 
total less than $200 during a year ap-
plies to designated Roth accounts 
under a section 403(b) plan. In applying 
the provisions of this paragraph (b)(2), 
the payor of the eligible rollover dis-
tribution from the contract is treated 
as the plan administrator. 

(3) Requirement that contract payor 
provide notice of rollover option to 
distributees. To ensure that the dis-
tributee of an eligible rollover distribu-
tion from a section 403(b) contract has 
a meaningful right to elect a direct 
rollover, section 402(f) requires that the 
distributee be informed of the option. 
Thus, within a reasonable time period 
before making the initial eligible roll-
over distribution, the payor must pro-
vide an explanation to the distributee 
of his or her right to elect a direct roll-
over and the income tax withholding 
consequences of not electing a direct 
rollover. For purposes of satisfying the 
reasonable time period requirement, 
the plan timing rule provided in sec-
tion 402(f)(1) and § 1.402(f)–1 applies to 
section 403(b) contracts. 

(4) Mandatory withholding upon cer-
tain eligible rollover distributions from 
contracts. If a distributee of an eligible 
rollover distribution from a section 

403(b) contract does not elect to have 
the eligible rollover distribution paid 
directly to an eligible retirement plan 
in a direct rollover, the eligible roll-
over distribution is subject to 20–per-
cent income tax withholding imposed 
under section 3405(c). See section 
3405(c) and § 31.3405(c)–1 of this chapter 
for provisions regarding the with-
holding requirements relating to eligi-
ble rollover distributions. 

(5) Automatic rollover for certain man-
datory distributions under section 
401(a)(31). In accordance with section 
403(b)(10), a section 403(b) plan is re-
quired to comply with section 401(a)(31) 
(including automatic rollover for cer-
tain mandatory distributions) in the 
same manner as a qualified plan. 

(c) Special rules. See section 
402(g)(2)(C) for special rules to deter-
mine the tax treatment of a distribu-
tion of excess deferrals, and see 
§ 1.401(m)–1(e)(3)(v) for the tax treat-
ment of corrective distributions of 
after-tax employee contributions and 
matching contributions to comply with 
section 401(m). See sections 402(l) and 
403(b)(2) for a special rule regarding 
distributions for certain retired public 
safety officers made from a govern-
mental plan for the direct payment of 
certain premiums. 

(d) Amounts taxable under section 
72(p)(1). In accordance with section 
72(p), the amount of any loan from a 
section 403(b) contract to a participant 
or beneficiary (including any pledge or 
assignment treated as a loan under sec-
tion 72(p)(1)(B)) is treated as having 
been received as a distribution from 
the contract under section 72(p)(1), ex-
cept to the extent set forth in section 
72(p)(2) (relating to loans that do not 
exceed a maximum amount and that 
are repayable in accordance with cer-
tain terms) and § 1.72(p)–1. See gen-
erally § 1.72(p)–1. Thus, except to the 
extent a loan satisfies section 72(p)(2), 
any amount loaned from a section 
403(b) contract to a participant or ben-
eficiary (including any pledge or as-
signment treated as a loan under sec-
tion 72(p)(1)(B)) is includible in the 
gross income of the participant or ben-
eficiary for the taxable year in which 
the loan is made. A deemed distribu-
tion is not an actual distribution for 
purposes of § 1.403(b)–6, as provided at 
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§ 1.72(p)–1, Q&A–12 and Q&A–13. (Fur-
ther, see section 408(b)(1) of title I of 
ERISA concerning the effect of non-
compliance with title I loan require-
ments for plans that are subject to 
title I of ERISA.) 

(e) Special rules relating to distributions 
from a designated Roth account. If an 
amount is distributed from a des-
ignated Roth account under a section 
403(b) plan, the amount, if any, that is 
includible in gross income and the 
amount, if any, that may be rolled over 
to another section 403(b) plan is deter-
mined under § 1.402A–1. Thus, the des-
ignated Roth account is treated as a 
separate contract for purposes of sec-
tion 72. For example, the rules of sec-
tion 72(b) must be applied separately to 
annuity payments with respect to a 
designated Roth account under a sec-
tion 403(b) plan and separately to annu-
ity payments with respect to amounts 
attributable to any other contributions 
to the section 403(b) plan. 

(f) Aggregation of contracts. In accord-
ance with section 403(b)(5), the rules of 
this section are applied as if all annu-
ity contracts for the employee by the 
employer are treated as a single con-
tract. 

(g) Certain rules relating to employment 
taxes. With respect to contributions 
under the Federal Insurance Contribu-
tions Act (FICA) under Chapter 21, see 
section 3121(a)(5)(D) for a special rule 
relating to section 403(b) contracts. 
With respect to income tax with-
holding on distributions from section 
403(b) contracts, see section 3405 gen-
erally. However, see section 3401 for in-
come tax withholding applicable to an-
nuity contracts or custodial accounts 
that are not section 403(b) contracts or 
for cases in which an annuity contract 
or custodial account ceases to be a sec-
tion 403(b) contract. See also § 1.72(p)–1, 
Q&A–15, and § 35.3405(c)–1, Q&A–11 of 
this chapter, for special rules relating 
to income tax withholding for loans 
made from certain employer plans, in-
cluding section 403(b) contracts. 

[T.D. 9340, 72 FR 41144, July 26, 2007, as 
amended by 75 FR 65566, Oct. 26, 2010] 

§ 1.403(b)–8 Funding. 
(a) Investments. Section 403(b) and 

§ 1.403(b)–3(a) only apply to amounts 
held in an annuity contract (as defined 

in § 1.403(b)–2), including a custodial ac-
count that is treated as an annuity 
contract under paragraph (d) of this 
section, or a retirement income ac-
count that is treated as an annuity 
contract under § 1.403(b)–9. 

(b) Contributions to the plan. Contribu-
tions to a section 403(b) plan must be 
transferred to the insurance company 
issuing the annuity contract (or the 
entity holding assets of any custodial 
or retirement income account that is 
treated as an annuity contract) within 
a period that is not longer than is rea-
sonable for the proper administration 
of the plan. For purposes of this re-
quirement, the plan may provide for 
section 403(b) elective deferrals for a 
participant under the plan to be trans-
ferred to the annuity contract within a 
specified period after the date the 
amounts would otherwise have been 
paid to the participant. For example, 
the plan could provide for section 403(b) 
elective deferrals under the plan to be 
contributed within 15 business days fol-
lowing the month in which these 
amounts would otherwise have been 
paid to the participant. 

(c) Annuity contracts—(1) Generally. 
As defined in § 1.403(b)–2, and except as 
otherwise permitted under this section, 
an annuity contract means a contract 
that is issued by an insurance company 
qualified to issue annuities in a State 
and that includes payment in the form 
of an annuity. This paragraph (c) sets 
forth additional rules regarding annu-
ity contracts. 

(2) Certain insurance contracts. Nei-
ther a life insurance contract, as de-
fined in section 7702, an endowment 
contract, a health or accident insur-
ance contract, nor a property, cas-
ualty, or liability insurance contract 
meets the definition of an annuity con-
tract. See § 1.401(f)–4(e). If a contract 
issued by an insurance company quali-
fied to issue annuities in a State pro-
vides death benefits as part of the con-
tract, then that coverage is permitted, 
assuming that those death benefits do 
not cause the contract to fail to satisfy 
any requirement applicable to section 
403(b) contracts, for example, assuming 
that those benefits satisfy the inci-
dental benefit requirement of § 1.401– 
1(b)(1)(i), as required by § 1.403(b)–6(g). 
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(3) Special rule for certain contracts. 
This paragraph (c)(3) applies in the 
case of a contract issued under a State 
section 403(b) plan established on or be-
fore May 17, 1982, or for an employee 
who becomes covered for the first time 
under the plan after May 17, 1982, un-
less the Commissioner had before that 
date issued any written communica-
tion (either to the employer or finan-
cial institution) to the effect that the 
arrangement under which the contract 
was issued did not meet the require-
ments of section 403(b). The require-
ment that the contract be issued by an 
insurance company qualified to issue 
annuities in a State does not apply to 
a contract described in the preceding 
sentence if one of the following two 
conditions is satisfied and that condi-
tion has been satisfied continuously 
since May 17, 1982— 

(i) Benefits under the contract are 
provided from a separately funded re-
tirement reserve that is subject to su-
pervision of the State insurance de-
partment; or 

(ii) Benefits under the contract are 
provided from a fund that is separate 
from the fund used to provide statu-
tory benefits payable under a state re-
tirement system and that is part of a 
State teachers retirement system (in-
cluding a state university retirement 
system) to purchase benefits that are 
unrelated to the basic benefits provided 
under the retirement system, and the 
death benefit provided under the con-
tract does not at any time exceed the 
larger of the reserve or the contribu-
tion made for the employee. 

(d) Custodial accounts—(1) Treatment 
as a section 403(b) contract. Under sec-
tion 403(b)(7), a custodial account is 
treated as an annuity contract for pur-
poses of §§ 1.403(b)–1 through 1.403(b)–7, 
this section and §§ 1.403(b)–9 through 
1.403(b)–11. See section 403(b)(7)(B) for 
special rules regarding the tax treat-
ment of custodial accounts and section 
4973(c) for an excise tax that applies to 
excess contributions to a custodial ac-
count. 

(2) Custodial account defined. A custo-
dial account means a plan, or a sepa-
rate account under a plan, in which an 
amount attributable to section 403(b) 
contributions (or amounts rolled over 
to a section 403(b) contract, as de-

scribed in § 1.403(b)–10(d)) is held by a 
bank or a person who satisfies the con-
ditions in section 401(f)(2), if— 

(i) All of the amounts held in the ac-
count are invested in stock of a regu-
lated investment company (as defined 
in section 851(a) relating to mutual 
funds); 

(ii) The requirements of § 1.403(b)–6(c) 
(imposing restrictions on distributions 
with respect to a custodial account) 
are satisfied with respect to the 
amounts held in the account; 

(iii) The assets held in the account 
cannot be used for, or diverted to, pur-
poses other than for the exclusive ben-
efit of plan participants or their bene-
ficiaries (for which purpose, assets are 
treated as diverted to the employer if 
the employer borrows assets from the 
account); and 

(iv) The account is not part of a re-
tirement income account. 

(3) Effect of definition. The require-
ment in paragraph (d)(2)(i) of this sec-
tion is not satisfied if the account in-
cludes any assets other than stock of a 
regulated investment company. 

(4) Treatment of custodial account. A 
custodial account is treated as a sec-
tion 401 qualified plan solely for pur-
poses of subchapter F of subtitle A and 
subtitle F of the Internal Revenue Code 
with respect to amounts received by it 
(and income from investment thereof). 
This treatment only applies to a custo-
dial account that constitutes a section 
403(b) contract under §§ 1.403(b)–1 
through 1.403(b)–7, this section and 
§§ 1.403(b)–9 through 1.403(b)–11 or that 
would constitute a section 403(b) con-
tract under §§ 1.403(b)–1 through 
1.403(b)–7, this section and §§ 1.403(b)–9 
through 1.403(b)–11 if the amounts held 
in the account were to satisfy the non-
forfeitability requirement of § 1.403(b)– 
3(a)(2). 

(e) Retirement income accounts. See 
§ 1.403(b)–9 for special rules under which 
a retirement income account for em-
ployees of a church-related organiza-
tion is treated as a section 403(b) con-
tract for purposes of §§ 1.403(b)–1 
through 1.403(b)–7, this section and 
§§ 1.403(b)–9 through 1.403(b)–11. 

(f) Combining assets. To the extent 
permitted by the Commissioner in rev-
enue rulings, notices, or other guidance 
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published in the Internal Revenue Bul-
letin (see § 601.601(d)(2)(ii)(b) of this 
chapter), trust assets held under a cus-
todial account and trust assets held 
under a retirement income account, as 
described in § 1.403(b)–9(a)(6), may be in-
vested in a group trust with trust as-
sets held under a qualified plan or indi-
vidual retirement plan. For this pur-
pose, a trust includes a custodial ac-
count that is treated as a trust under 
section 401(f). 

[T.D. 9340, 72 FR 41144, July 26, 2007] 

§ 1.403(b)–9 Special rules for church 
plans. 

(a) Retirement income accounts—(1) 
Treatment as a section 403(b) contract. 
Under section 403(b)(9), a retirement in-
come account for employees of a 
church-related organization (as defined 
in § 1.403(b)–2) is treated as an annuity 
contract for purposes of §§ 1.403(b)–1 
through 1.403(b)–8, this section, 
§ 1.403(b)–10 and § 1.403(b)–11. 

(2) Retirement income account defined— 
(i) In general. A retirement income ac-
count means a defined contribution 
program established or maintained by 
a church-related organization under 
which— 

(A) There is separate accounting for 
the retirement income account’s inter-
est in the underlying assets (namely, 
there must be sufficient separate ac-
counting in order for it to be possible 
at all times to determine the retire-
ment income account’s interest in the 
underlying assets and to distinguish 
that interest from any interest that is 
not part of the retirement income ac-
count); 

(B) Investment performance is based 
on gains and losses on those assets; and 

(C) The assets held in the account 
cannot be used for, or diverted to, pur-
poses other than for the exclusive ben-
efit of plan participants or their bene-
ficiaries (and for this purpose, assets 
are treated as diverted to the employer 
if there is a loan or other extension of 
credit from assets in the account to the 
employer). 

(ii) Plan required. A retirement in-
come account must be maintained pur-
suant to a program which is a plan (as 
defined in § 1.403(b)–3(b)(3)) and the plan 
document must state (or otherwise evi-
dence in a similarly clear manner) the 

intent to constitute a retirement in-
come account. 

(3) Ownership or use constitutes dis-
tribution. Any asset of a retirement in-
come account that is owned or used by 
a participant or beneficiary is treated 
as having been distributed to that par-
ticipant or beneficiary. See §§ 1.403(b)–6 
and 1.403(b)–7 for rules relating to dis-
tributions. 

(4) Coordination of retirement income 
account with custodial account rules. A 
retirement income account that is 
treated as an annuity contract is not a 
custodial account (as defined in 
§ 1.403(b)–8(d)(2)), even if it is invested 
solely in stock of a regulated invest-
ment company. 

(5) Life annuities. A retirement in-
come account may distribute benefits 
in a form that includes a life annuity 
only if— 

(i) The amount of the distribution 
form has an actuarial present value, at 
the annuity starting date, equal to the 
participant’s or beneficiary’s accumu-
lated benefit, based on reasonable actu-
arial assumptions, including regarding 
interest and mortality; and 

(ii) The plan sponsor guarantees ben-
efits in the event that a payment is due 
that exceeds the participant’s or bene-
ficiary’s accumulated benefit. 

(6) Combining retirement income ac-
count assets with other assets. For pur-
poses of § 1.403(b)–8(f) relating to com-
bining assets, retirement income ac-
count assets held in trust (including a 
custodial account that is treated as a 
trust under section 401(f)) are subject 
to the same rules regarding combining 
of assets as custodial account assets. In 
addition, retirement income account 
assets are permitted to be commingled 
in a common fund with amounts de-
voted exclusively to church purposes 
(such as a fund from which unfunded 
pension payments are made to former 
employees of the church). However, un-
less otherwise permitted by the Com-
missioner, no assets of the plan spon-
sor, other than retirement income ac-
count assets, may be combined with 
custodial account assets or any other 
assets permitted to be combined under 
§ 1.403(b)–8(f). This paragraph (a)(6) is 
subject to any additional rules issued 
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by the Commissioner in revenue rul-
ings, notices, or other guidance pub-
lished in the Internal Revenue Bulletin 
(see § 601.601(d)(2)(ii)(b) of this chapter). 

(7) Trust treated as tax exempt. A trust 
(including a custodial account that is 
treated as a trust under section 401(f)) 
that includes no assets other than as-
sets of a retirement income account is 
treated as an organization that is ex-
empt from taxation under section 
501(a). 

(b) No compensation limitation up to 
$10,000. See section 415(c)(7) for special 
rules regarding certain annual addi-
tions not exceeding $10,000. 

(c) Special deduction rule for self-em-
ployed ministers. See section 404(a)(10) 
for a special rule regarding the deduct-
ibility of a contribution made by a self- 
employed minister. 

[T.D. 9340, 72 FR 41144, July 26, 2007] 

§ 1.403(b)–10 Miscellaneous provisions. 
(a) Plan terminations and frozen 

plans—(1) In general. An employer is 
permitted to amend its section 403(b) 
plan to eliminate future contributions 
for existing participants or to limit 
participation to existing participants 
and employees (to the extent con-
sistent with § 1.403(b)–5). A section 
403(b) plan is permitted to contain pro-
visions that provide for plan termi-
nation and that allow accumulated 
benefits to be distributed on termi-
nation. However, in the case of a sec-
tion 403(b) contract that is subject to 
the distribution restrictions in 
§ 1.403(b)–6(c) or (d) (relating to custo-
dial accounts and section 403(b) elec-
tive deferrals), termination of the plan 
and the distribution of accumulated 
benefits is permitted only if the em-
ployer (taking into account all entities 
that are treated as the same employer 
under section 414(b), (c), (m), or (o) on 
the date of the termination) does not 
make contributions to any section 
403(b) contract that is not part of the 
plan during the period beginning on the 
date of plan termination and ending 12 
months after distribution of all assets 
from the terminated plan. However, if 
at all times during the period begin-
ning 12 months before the termination 
and ending 12 months after distribution 
of all assets from the terminated plan, 
fewer than 2 percent of the employees 

who were eligible under the section 
403(b) plan as of the date of plan termi-
nation are eligible under the alter-
native section 403(b) contract, the al-
ternative section 403(b) contract is dis-
regarded. To the extent a contract fails 
to satisfy the nonforfeitability require-
ment of § 1.403(b)–3(a)(2) at the date of 
plan termination, the contact is not, 
and cannot later become, a section 
403(b) contract. In order for a section 
403(b) plan to be considered terminated, 
all accumulated benefits under the 
plan must be distributed to all partici-
pants and beneficiaries as soon as ad-
ministratively practicable after termi-
nation of the plan. For this purpose, 
delivery of a fully paid individual in-
surance annuity contract is treated as 
a distribution. The mere provision for, 
and making of, distributions to partici-
pants or beneficiaries upon plan termi-
nation does not cause a contract to 
cease to be a section 403(b) contract. 
See § 1.403(b)–7 for rules regarding the 
tax treatment of distributions, includ-
ing § 1.403(b)–7(b)(1) under which an eli-
gible rollover distribution is not in-
cluded in gross income if paid in a di-
rect rollover to an eligible retirement 
plan or if transferred to an eligible re-
tirement plan within 60 days. 

(2) Employers that cease to be eligible 
employers. An employer that ceases to 
be an eligible employer may no longer 
contribute to a section 403(b) contract 
for any subsequent period, and the con-
tract will fail to satisfy § 1.403(b)–3(a) if 
any further contributions are made 
with respect to a period after the em-
ployer ceases to be an eligible em-
ployer. 

(b) Contract exchanges and plan-to- 
plan transfers—(1) Contract exchanges 
and transfers—(i) General rule. If the 
conditions in paragraph (b)(2) of this 
section are met, a section 403(b) con-
tract held under a section 403(b) plan is 
permitted to be exchanged for another 
section 403(b) contract held under that 
section 403(b) plan. Further, if the con-
ditions in paragraph (b)(3) of this sec-
tion are met, a section 403(b) plan is 
permitted to provide for the transfer of 
its assets (including any assets held in 
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a custodial account or retirement in-
come account that are treated as sec-
tion 403(b) contracts) to another sec-
tion 403(b) plan. In addition, if the con-
ditions in paragraph (b)(4) of this sec-
tion (relating to permissive service 
credit and repayments under section 
415) are met, a section 403(b) plan is 
permitted to provide for the transfer of 
its assets to a qualified plan under sec-
tion 401(a). However, neither a quali-
fied plan nor an eligible governmental 
plan under section 457(b) may transfer 
assets to a section 403(b) plan, and a 
section 403(b) plan may not accept such 
a transfer. In addition, a section 403(b) 
contract may not be exchanged for an 
annuity contract that is not a section 
403(b) contract. Neither a plan-to-plan 
transfer nor a contract exchange per-
mitted under this paragraph (b) is 
treated as a distribution for purposes 
of the distribution restrictions at 
§ 1.403(b)–6. Therefore, such a transfer 
or exchange may be made before sever-
ance from employment or another dis-
tribution event. Further, no amount is 
includible in gross income by reason of 
such a transfer or exchange. 

(ii) ERISA rules. See § 1.414(l)–1 for 
other rules that are applicable to sec-
tion 403(b) plans that are subject to 
section 208 of the Employee Retirement 
Income Security Act of 1974 (88 Stat. 
829, 865). 

(2) Requirements for contract exchange 
within the same plan—(i) General rule. A 
section 403(b) contract of a participant 
or beneficiary may be exchanged under 
paragraph (b)(1) of this section for an-
other section 403(b) contract of that 
participant or beneficiary under the 
same section 403(b) plan if each of the 
following conditions are met: 

(A) The plan under which the con-
tract is issued provides for the ex-
change. 

(B) The participant or beneficiary 
has an accumulated benefit imme-
diately after the exchange that is at 
least equal to the accumulated benefit 
of that participant or beneficiary im-
mediately before the exchange (taking 
into account the accumulated benefit 
of that participant or beneficiary under 
both section 403(b) contracts imme-
diately before the exchange). 

(C) The other contract is subject to 
distribution restrictions with respect 

to the participant that are not less 
stringent than those imposed on the 
contract being exchanged, and the em-
ployer enters into an agreement with 
the issuer of the other contract under 
which the employer and the issuer will 
from time to time in the future provide 
each other with the following informa-
tion: 

(1) Information necessary for the re-
sulting contract, or any other contract 
to which contributions have been made 
by the employer, to satisfy section 
403(b), including information con-
cerning the participant’s employment 
and information that takes into ac-
count other section 403(b) contracts or 
qualified employer plans (such as 
whether a severance from employment 
has occurred for purposes of the dis-
tribution restrictions in § 1.403(b)–6 and 
whether the hardship withdrawal rules 
of § 1.403(b)–6(d)(2) are satisfied). 

(2) Information necessary for the re-
sulting contract, or any other contract 
to which contributions have been made 
by the employer, to satisfy other tax 
requirements (such as whether a plan 
loan satisfies the conditions in section 
72(p)(2) so that the loan is not a deemed 
distribution under section 72(p)(1)). 

(ii) Accumulated benefit. The condi-
tion in paragraph (b)(2)(i)(B) of this 
section is satisfied if the exchange 
would satisfy section 414(l)(1) if the ex-
change were a transfer of assets. 

(iii) Authority for future guidance. 
Subject to such conditions as the Com-
missioner determines to be appro-
priate, the Commissioner may issue 
rules of general applicability, in rev-
enue rulings, notices, or other guidance 
published in the Internal Revenue Bul-
letin (see § 601.601(d)(2)(ii)(b) of this 
chapter), permitting an exchange of 
one section 403(b) contract for another 
section 403(b) contract for an exchange 
that does not satisfy paragraph 
(b)(2)(i)(C) of this section. Any such 
rules must require the resulting con-
tract to set forth procedures that the 
Commissioner determines are reason-
ably designed to ensure compliance 
with those requirements of section 
403(b) or other tax provisions that de-
pend on either information concerning 
the participant’s employment or infor-
mation that takes into account other 
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section 403(b) contracts or other em-
ployer plans (such as whether a sever-
ance from employment has occurred 
for purposes of the distribution restric-
tions in § 1.403(b)–6, whether the hard-
ship withdrawal rules of § 1.403(b)– 
6(d)(2) are satisfied, and whether a plan 
loan constitutes a deemed distribution 
under section 72(p)). 

(3) Requirements for plan-to-plan trans-
fers—(i) In general. A plan-to-plan 
transfer under paragraph (b)(1) of this 
section from a section 403(b) plan to 
another section 403(b) plan is permitted 
if each of the following conditions are 
met— 

(A) In the case of a transfer for a par-
ticipant, the participant is an em-
ployee or former employee of the em-
ployer (or the business of the em-
ployer) for the receiving plan. 

(B) In the case of a transfer for a ben-
eficiary of a deceased participant, the 
participant was an employee or former 
employee of the employer (or business 
of the employer) for the receiving plan. 

(C) The transferor plan provides for 
transfers. 

(D) The receiving plan provides for 
the receipt of transfers. 

(E) The participant or beneficiary 
whose assets are being transferred has 
an accumulated benefit immediately 
after the transfer that is at least equal 
to the accumulated benefit of that par-
ticipant or beneficiary immediately be-
fore the transfer. 

(F) The receiving plan provides that, 
to the extent any amount transferred 
is subject to any distribution restric-
tions under § 1.403(b)–6, the receiving 
plan imposes restrictions on distribu-
tions to the participant or beneficiary 
whose assets are being transferred that 
are not less stringent than those im-
posed on the transferor plan. 

(G) If a plan-to-plan transfer does not 
constitute a complete transfer of the 
participant’s or beneficiary’s interest 
in the section 403(b) plan, the trans-
feree plan treats the amount trans-
ferred as a continuation of a pro rata 
portion of the participant’s or bene-
ficiary’s interest in the section 403(b) 
plan (for example, a pro rata portion of 
the participant’s or beneficiary’s inter-
est in any after-tax employee contribu-
tions). 

(ii) Accumulated benefit. The condi-
tion in paragraph (b)(3)(i)(D) of this 
section is satisfied if the transfer 
would satisfy section 414(l)(1). 

(4) Purchases of permissive service cred-
it by contract-to-plan transfers from a 
section 403(b) contract to a qualified 
plan—(i) General rule. If the conditions 
in paragraph (b)(4)(ii) of this section 
are met, a section 403(b) plan may pro-
vide for the transfer of assets held in 
the plan to a qualified defined benefit 
plan that is a governmental plan (as 
defined in section 414(d)). 

(ii) Conditions for plan-to-plan trans-
fers. A transfer may be made under this 
paragraph (b)(4) only if the transfer is 
either— 

(A) For the purchase of permissive 
service credit (as defined in section 
415(n)(3)(A)) under the receiving de-
fined benefit plan; or 

(B) A repayment to which section 415 
does not apply by reason of section 
415(k)(3). 

(c) Qualified domestic relations orders. 
In accordance with the second sentence 
of section 414(p)(9), any distribution 
from an annuity contract under section 
403(b) (including a distribution from a 
custodial account or retirement in-
come account that is treated as a sec-
tion 403(b) contract) pursuant to a 
qualified domestic relations order is 
treated in the same manner as a dis-
tribution from a plan to which section 
401(a)(13) applies. Thus, for example, a 
section 403(b) plan does not fail to sat-
isfy the distribution restrictions set 
forth in § 1.403(b)–6(b), (c), or (d) merely 
as a result of distribution made pursu-
ant to a qualified domestic relations 
order under section 414(p), so that such 
a distribution is permitted without re-
gard to whether the employee from 
whose contract the distribution is 
made has had a severance from employ-
ment or another event permitting a 
distribution to be made under section 
403(b). In the case of a plan that is sub-
ject to title I of ERISA, see also sec-
tion 206(d)(3) of ERISA under which the 
prohibition against assignment or 
alienation of plan benefits under sec-
tion 206(d)(1) of ERISA does not apply 
to an order that is determined to be a 
qualified domestic relations order. 

(d) Rollovers to a section 403(b) con-
tract—(1) General rule. A section 403(b) 
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contract may accept a contribution 
that is an eligible rollover distribution 
(as defined in section 402(c)(4)) made 
from another eligible retirement plan 
(as defined in section 402(c)(8)(B)). Any 
amount contributed to a section 403(b) 
contract as an eligible rollover dis-
tribution is not taken into account for 
purposes of the limits in § 1.403(b)–4, 
but, except as otherwise specifically 
provided (for example, at § 1.403(b)–6(i)), 
is otherwise treated in the same man-
ner as an amount held under a section 
403(b) contract for purposes of 
§§ 1.403(b)–3 through 1.403(b)–9 and this 
section. 

(2) Special rules relating to after-tax 
employee contributions and designated 
Roth contributions. A section 403(b) plan 
that receives an eligible rollover dis-
tribution that includes after-tax em-
ployee contributions or designated 
Roth contributions is required to ob-
tain information regarding the employ-
ee’s section 72 basis in the amount 
rolled over. A section 403(b) plan is per-
mitted to receive an eligible rollover 
distribution that includes designated 
Roth contributions only if the plan 
permits employees to make elective de-
ferrals that are designated Roth con-
tributions. 

(e) Deemed IRAs. See regulations 
under section 408(q) for special rules re-
lating to deemed IRAs. 

(f) Defined benefit plans—(1) Defined 
benefit plans generally. Except for a 
TEFRA church defined benefit plan as 
defined in paragraph (f)(2) of this sec-
tion, section 403(b) does not apply to 
any contributions or accrual under a 
defined benefit plan. 

(2) TEFRA church defined benefit 
plans. See section 251(e)(5) of the Tax 
Equity and Fiscal Responsibility Act of 
1982, Public Law 97–248, for a provision 
permitting certain arrangements es-
tablished by a church-related organiza-
tion and in effect on September 3, 1982 
(a TEFRA church defined benefit plan) 
to be treated as section 403(b) contract 
even though it is a defined benefit ar-
rangement. In accordance with section 
403(b)(1), for purposes of applying sec-
tion 415 to a TEFRA church defined 
benefit plan, the accruals under the 
plan are limited to the maximum 
amount permitted under section 415(c) 
when expressed as an annual addition, 

and, for this purpose, the rules at 
§ 1.402(b)–1(a)(2) for determining the 
present value of an accrual under a 
nonqualified defined benefit plan also 
apply for purposes of converting the ac-
crual under a TEFRA church defined 
benefit plan to an annual addition. See 
section 415(b) for additional limits ap-
plicable to TEFRA church defined ben-
efit plans. 

(g) Other rules relating to section 
501(c)(3) organizations. See section 
501(c)(3) and regulations thereunder for 
the substantive standards for tax-ex-
emption under that section, including 
the requirement that no part of the or-
ganization’s net earnings inure to the 
benefit of any private shareholder or 
individual. See also sections 4941 (self 
dealing), 4945 (taxable expenditures), 
and 4958 (excess benefit transactions), 
and the regulations thereunder, for 
rules relating to excise taxes imposed 
on certain transactions involving orga-
nizations described in section 501(c)(3). 

[T.D. 9340, 72 FR 41144, July 26, 2007, as 
amended by 75 FR 65566, Oct. 26, 2010] 

§ 1.403(b)–11 Applicable dates. 
(a) General rule. Except as otherwise 

provided in this section, §§ 1.403(b)–1 
through 1.403(b)–10 apply for taxable 
years beginning after December 31, 
2008. 

(b) Collective bargaining agreements. In 
the case of a section 403(b) plan main-
tained pursuant to one or more collec-
tive bargaining agreements that have 
been ratified and in effect on July 26, 
2007, §§ 1.403(b)–1 through 1.403(b)–10 do 
not apply before the earlier of— 

(1) The date on which the last of the 
collective bargaining agreements ter-
minates (determined without regard to 
any extension thereof after July 26, 
2007); or 

(2) July 26, 2010. 
(c) Church conventions; retirement in-

come account. (1) In the case of a sec-
tion 403(b) plan maintained by a 
church-related organization for which 
the authority to amend the plan is held 
by a church convention (within the 
meaning of section 414(e)), §§ 1.403(b)–1 
through 1.403(b)–10 do not apply before 
the first day of the first plan year that 
begins after December 31, 2009. 

(2) In the case of a loan or other ex-
tension of credit to the employer that 
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was entered into under a retirement in-
come account before July 26, 2007, the 
plan does not fail to satisfy § 1.403(b)– 
9(a)(2)(i)(C) on account of the loan or 
other extension of credit if the plan 
takes reasonable steps to eliminate the 
loan or other extension of credit to the 
employer before the applicable date for 
§ 1.403(b)–9(a)(2) or as promptly as prac-
tical thereafter (including taking steps 
after July 26, 2007 and before the appli-
cable date). 

(d) Special rules for plans that exclude 
certain types of employees from elective 
deferrals. (1) If, on July 26, 2007, a plan 
excludes any of the following cat-
egories of employees, then the plan 
does not fail to satisfy § 1.403(b)–5(b) as 
a result of that exclusion before the 
first day of the first taxable year that 
begins after December 31, 2009: 

(i) Employees who make a one-time 
election to participate in a govern-
mental plan described in section 414(d) 
that is not a section 403(b) plan. 

(ii) Professors who are providing 
services on a temporary basis to an-
other educational organization (as de-
fined under section 170(b)(1)(A)(ii)) for 
up to one year and for whom section 
403(b) contributions are being made at 
a rate no greater than the rate each 
such professor would receive under the 
section 403(b) plan of the original edu-
cational organization. 

(iii) Employees who are affiliated 
with a religious order and who have 
taken a vow of poverty where the reli-
gious order provides for the support of 
such employees in their retirement 
from eligibility to make elective defer-
rals. 

(2) If, on July 26, 2007, a plan excludes 
employees who are covered by a collec-
tive bargaining agreement from eligi-
bility to make elective deferrals, the 
plan does not fail to satisfy § 1.403(b)– 
5(b) (relating to universal availability) 
as a result of that exclusion before the 
later of— 

(i) The first day of the first taxable 
year that begins after December 31, 
2008; or 

(ii) The earlier of— 
(A) The date on which the related 

collective bargaining agreement termi-
nates (determined without regard to 
any extension thereof after July 26, 
2007); or 

(B) July 26, 2010. 
(3) In the case of a governmental plan 

(as defined in section 414(d)) for which 
the authority to amend the plan is held 
by a legislative body that meets in leg-
islative session, the plan does not fail 
to satisfy § 1.403(b)–5(b) as a result of 
any exclusion in paragraph (d)(1)(i), 
(d)(1)(ii),(d)(1)(iii), or (d)(2) of this sec-
tion before the earlier of — 

(i) The close of the first regular legis-
lative session of the legislative body 
with the authority to amend the plan 
that begins on or after January 1, 2009; 
or 

(ii) January 1, 2011. 
(e) Special rules for plans that permit 

in-service distributions. (1) Section 
1.403(b)–6(b) does not apply to a con-
tract issued by an insurance company 
before January 1, 2009. 

(2) Any amendment to comply with 
the requirements of § 1.403(b)–6 (dis-
regarding paragraph (e)(1) of this sec-
tion) that is adopted before January 1, 
2009, or such later date as may be per-
mitted under guidance issued by the 
Commissioner in revenue rulings, no-
tices, or other guidance published in 
the Internal Revenue Bulletin (see 
§ 601.601(d)(2)(ii)(b) of this chapter), 
does not violate section 204(g) of the 
Employee Retirement Income Security 
Act of 1974 to the extent the amend-
ment eliminates or reduces a right to 
receive benefit distributions during 
employment. 

(f) Special rule for life insurance con-
tracts. Section 1.403(b)–8(c)(2) does not 
apply to a contract issued before Sep-
tember 24, 2007. 

(g) Special rule for contracts received in 
an exchange. Section 1.403(b)–10(b)(2) 
does not apply to a contract received in 
an exchange that occurred on or before 
September 24, 2007 if the exchange (in-
cluding the contract received in the ex-
change) satisfies such rules as the 
Commissioner has prescribed in guid-
ance of general applicability at the 
time of the exchange. 

(h) Special rule for coordination with 
regulations under section 415. Section 
1.403(b)–3(b)(4)(ii) is applicable for tax-
able years beginning on or after July 1, 
2007. 

(i) Special rule for coordination with 
regulations under section 402A. Sections 
1.403(b)–3(c), 1.403(b)–7(e), and 1.403(b)– 
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10(d)(2) are applicable with respect to 
taxable years beginning on or after 
January 1, 2007. 

[T.D. 9340, 72 FR 41144, July 26, 2007; 72 FR 
54352, Sept. 25, 2007] 

§ 1.403(c)–1 Taxability of beneficiary 
under a nonqualified annuity. 

(a) Taxability of vested interest in pre-
miums. If after August 1, 1969, an em-
ployer (whether or not exempt under 
section 501(a)) pays premiums for an 
annuity contract for the benefit of an 
employee, the amount of such pre-
miums shall be included as compensa-
tion in the gross income of the em-
ployee for the taxable year during 
which such premiums are paid, but 
only to the extent that the employees’s 
rights in such premiums are substan-
tially vested (as defined in § 1.83–3(b)) 
at the time such premiums are paid. 
The preceding sentence shall not apply 
to contracts referred to in the transi-
tional rule of paragraph (d) (1), (ii), or 
(iii) of this section, or to premiums 
subject to § 1.403(a)–1(a) or excludible 
under § 1.403(b)–3. If any employer has 
purchased annuity contracts and 
transfered them to a trust (other than 
one described in section 401(a)) that is 
to provide annuity contracts or bene-
fits for his employees, the amounts so 
paid shall be treated as contributions 
to a trust described in section 402(b). 
For the rules relating to the taxation 
of the cost of life insurance protection 
when rights in a life insurance contract 
are substantially nonvested, see § 1.83– 
1(a)(2). 

(b) Taxability of employee when rights 
under annuity contract change from non-
vested to vested—(1) In general. If, during 
a taxable year of an employee ending 
after August 1, 1969, the rights of such 
employee under an annuity contract 
purchased for him by an employer 
(whether or not exempt under section 
501(a) or 521(a)) become substantially 
vested, the value of the annuity con-
tract on the date of such change shall 
be included in the employee’s gross in-
come for such year, to the extent pro-
vided in paragraph (b)(2) of this sec-
tion. The preceding sentence shall not 
apply, however, to an annuiity con-
tract purchased and held as part of a 
plan which met at the time of such 
purchase, and continues to meet, the 

requirements of section 404(a)(2) or an 
annuity contract referred to in para-
graph (d) (ii) or (iii) of this section. For 
purposes of this section, the value of an 
annuity contract on the date the em-
ployee’s rights become substantially 
vested means the cash surrender value 
of such contract on such date. 

(2) Extent to which value of annuity 
contract is includible in employee’s gross 
income. For purposes of paragraph (b)(1) 
of this section, the only amount in-
cludible in the gross income of the em-
ployee is that the portion of the value 
of the contract on the date of the 
change that is attributable to pre-
miums which were paid by the em-
ployer after August 1, 1969, and which 
were not excludible from the employ-
er’s gross income under § 1.403(b)–3. 
However, the includible portion does 
not include— 

(i) The value attributable to a pre-
mium paid on the date of such change, 
and 

(ii) The value attributable to pre-
miums described in the transitional 
rule of paragraph (d)(1) (ii) or (iii) of 
this section. 

See § 1.403(b)–3(c) for the treatment of 
an amount otherwise includible in 
gross income under section 403(c) as an 
employer contribution for purposes of 
the exclusion under section 403(b). 

(3) Partial vesting. If, during any tax-
able year of an employee, only part of 
his beneficial interest in an annuity 
contract becomes substantially vested, 
then only the corresponding part of the 
value of the annuity contract on the 
date of such change is includible in the 
employee’s gross income for such tax-
able year. In such a case, it is first nec-
essary to compute, under the rules in 
paragraphs (b)(1) and (2) of this section 
but without regard to any exclusion al-
lowable under § 1.403(b)–3, the amount 
which would be includible in the em-
ployee’s gross income for the taxable 
year if his entire beneficial interest in 
the annuity contract had changed to a 
substantially vested interest during 
such year. The amount that is includ-
ible under this (3) (without regard to 
the section 403(b) exclusion) is equal to 
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the amount determined under the pre-
ceding sentence multiplied by the per-
cent of the employee’s beneficial inter-
est which became substantially vested 
during the taxable year. 

(c) Amounts paid or made available 
under an annuity contract. The amounts 
paid or made available to the employee 
under an annuity contract subject to 
this section shall be included in the 
gross income of the employee for the 
taxable year in which paid or made 
available, as provided in section 72 (re-
lating to annuities). Such amounts 
may be taken into account in computa-
tions under sections 1301 through 1305 
(relating to income averaging). For 
rules relating to the treatment of em-
ployer contributions as part of the con-
sideration paid by the employee, see 
section 72(f). See also section 
101(b)(2)(D) for rules relating to the 
treatment of the limited exclusion pro-
vided thereunder as part of the consid-
eration paid by the employee. 

(d) Taxability of beneficiary under a 
nonqualified annuity on or before August 
1, 1969. (1) Except as provided in section 
402(d) (relating to taxable years begin-
ning before Janaury 1, 1977), if an em-
ployer purchases an annuity contract 
and if the amounts paid for the con-
tract. 

(i) On or before August 1, 1969, or 
(ii) After such date, if pursuant to a 

binding written contract (as defined in 
§ 1.83–8(b)(2)) entered into before April 
22, 1969, or 

(iii) After August 1, 1969, pursuant to 
a written plan in which the employee 
participated on April 22, 1969 and under 
which the obligation of the employer is 
essentially the same as under a binding 
written contract, are not subject to 
paragraph (a) of § 1.403(a)–1 or para-
graph (a) of § 1.403–1, the amount of 
such contribution shall, to the extent 
it is not excludible under paragraph (b) 
of § 1.403(b)–1, be included in the income 
of the employee for the taxable year 
during which such contribution is 
made if, at at the time the contribu-
tion is made, the employee’s rights 
under the annuity contract are non-
forfeitable, except for failure to pay fu-
ture premiums. If the annuity contract 
was purchased by an employer which is 
not exempt from tax under section 
501(a) or section 521(a), and if the em-

ployee’s rights under the annuity con-
tract in such a case were forfeitable at 
the time the employer’s contribution 
was made for the annuity contract, 
even though they become nonforfeit-
able later the amount of such contribu-
tion is not required to be included in 
the income of the employee at the time 
his rights under the contract become 
nonforfeitable. On the other hand, if 
the annuity contract is purchased by 
an employer which is exempt from tax 
under section 501(a) or section 521(a), 
all or part of the value of the contract 
may be includible in the employee’s 
gross income at the time his rights 
under the contract become nonforfeit-
able (see section 403(d) prior to the re-
peal thereof by the Tax Reform Act of 
1969 and the regulations thereunder). 
As to what constitutes nonforfeitable 
rights of an employee, see § 1.402(b)– 
1(d)(2). The amounts received by or 
made available to the employee under 
the annuity contract shall be included 
in the gross income of the employee for 
the taxable year in which received or 
made available, as provided in section 
72 (relating to annuities). For taxable 
years beginning before Janaury 1, 1964, 
sections 72(e)(3) (relating to the treat-
ment of certain lump sums), as in ef-
fect before such date, shall not apply to 
such amounts. For taxable years begin-
ning after December 31, 1963, such 
amounts may be taken into account in 
computations under sections 1301 
through 1305 (relating to income aver-
aging). For rules relating to the treat-
ment of employer contributions as part 
of the consideration paid by the em-
ployee, see section 72(f). See also sec-
tion 101(b)(2)(D) for rules relating to 
the treatment of the limited exclusion 
provided thereunder as part of the con-
sideration paid by the employee. 

(2) If an employer has purchased an-
nuity contracts and transferred them 
to a trust, or if an employer has made 
contributions to a trust for the purpose 
of providing annuity contracts for his 
employees as provided in section 402(d) 
(see paragraph (a) of § 1.402(D)–1, the 
amount so paid or contributed is not 
required to be included in the income 
of the employee, but any amount re-
ceived by or made available to the em-
ployee under the annuity contract 
shall be includible in the gross income 
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of the employee for the taxable year in 
which received or made available, as 
provided in section 72 (relating to an-
nuities). For taxable years beginning 
before January 1, 1964, section 72(e)(3) 
(relating to the treatment of certain 
lump sums), as in effect before such 
date, shall not apply to any amount re-
ceived by or made available to the em-
ployee under the annuity contract. For 
taxable years beginning after Decem-
ber 31, 1963, amounts received by or 
made available to the employee under 
the annuity contract may be taken 
into account in computations under 
sections 1301 through 1305 (relating to 
income averaging). In such case the 
amount paid or contributed by the em-
ployer shall not constitute consider-
ation paid by the employee for such an-
nuity contract in determining the 
amount of annuity payments required 
to be included in his gross income 
under section 72 unless the employee 
has paid income tax for any taxable 
year beginning before January 1, 1949, 
with respect to such payment or con-
tribution by the employer for such 
year and such tax is not credited or re-
funded to the employee. In the event 
such tax has been paid and not creditid 
or refunded the amount paid or con-
tributed by the employer for such year 
shall constitute consideration paid by 
the employee for the annuity contract 
in determining the amount of the an-
nuity required to be included in the in-
come of the employee under section 72. 

(3) For taxable years beginning be-
fore January 1, 1958, the provisions 
contained in section 403(c) prior to the 
amendment made thereto by the Tax 
Reform Act of 1969 were included in 
section 403(b) of the Internal Revenue 
Code of 1954. Therefore, the regulations 
contained in this paragraph shall, for 
such taxable years, be considered as 
the regulations under section 403(b) as 
in effect for such taxable years. For the 
rules with respect to contributions 
paid after August 1, 1969, see para-
graphs (a), (b), and (c) of this section. 

(Secs. 83 and 7805 of the Internal Revenue 
Code of 1954 (83 Stat. 588; 68A Stat. 917; 26 
U.S.C. 83 and 7805)) 

[T.D. 7554, 43 FR 31924, July 24, 1978, as 
amended by T.D. 9340, 72 FR 41159, July 26, 
2007] 

§ 1.404(a)–1 Contributions of an em-
ployer to an employees’ trust or an-
nuity plan and compensation under 
a deferred payment plan; general 
rule. 

(a)(1) Section 404(a) prescribes limita-
tions upon deductions for amounts con-
tributed by an employer under a pen-
sion, annuity, stock bonus, or profit- 
sharing plan, or under any plan of de-
ferred compensation. It is immaterial 
whether the plan covers present em-
ployees only, or present and former 
employees, or only former employees. 
Section 404(a) also governs the deduct-
ibility of unfunded pensions and death 
benefits paid directly to former em-
ployees or their beneficiaries (see 
§ 1.404(a)–12). For taxable years begin-
ning after 1962, certain self-employed 
individuals may be covered by pension, 
annuity, or profit-sharing plans. For 
the rules relating to the deduction of 
contributions on behalf of such individ-
uals, see paragraph (a)(2) of § 1.404(a)–8 
and § 1.404(e)–1. 

(2) Section 404(a) does not apply to a 
plan which does not defer the receipt of 
compensation. Furthermore, section 
404(a) does not apply to deductions for 
contributions under a plan which is 
solely a dismissal wage or unemploy-
ment benefit plan, or a sickness, acci-
dent, hospitalization, medical expense, 
recreation, welfare, or similar benefit 
plan, or a combination thereof. For ex-
ample, if under a plan an employer con-
tributes 5 percent of each employee’s 
compensation per month to a fund out 
of which employees who are laid off 
will be paid benefits for temporary pe-
riods, but employees who are not laid 
off have no rights to the funds, such a 
plan is an unemployment benefit plan, 
and the deductibility of the contribu-
tions to it is determined under section 
162. As to the deductibility of such con-
tributions, see § 1.162–9. 

(3) If, however, the contributions to a 
pension, profit-sharing, stock bonus, or 
other plan of deferred compensation 
can be used to provide any of the bene-
fits referred to in subparagraph (2) of 
this paragraph, then, except as pro-
vided in section 404(c), section 404(a) 
applies to the entire contribution to 
the plan. Thus, if in the example de-
scribed in subparagraph (2) of this 
paragraph, the employer’s contribution 
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on behalf of each employee is set up as 
a separate account, and if any amount 
which remains in an employee’s ac-
count at the time of retirement is paid 
to him at such time, the deductibility 
of the contributions to the plan is de-
termined under section 404(a). For the 
regulations for determining whether 
the benefits referred to in subpara-
graph (2) of this paragraph can be in-
cluded in a qualified pension or profit- 
sharing plan, see § 1.401–1(b). 

(4) As to inclusion of full-time life in-
surance salesmen within the class of 
persons considered to be employees, see 
section 7701(a)(20). 

(b) In order to be deductible under 
section 404(a), contributions must be 
expenses which would be deductible 
under section 162 (relating to trade or 
business expenses) or 212 (relating to 
expenses for production of income) if it 
were not for the provision in section 
404(a) that they are deductible, if at 
all, only under section 404(a). Contribu-
tions may therefore be deducted under 
section 404(a) only to the extent that 
they are ordinary and necessary ex-
penses during the taxable year in car-
rying on the trade or business or for 
the production of income and are com-
pensation for personal services actu-
ally rendered. In no case is a deduction 
allowable under section 404(a) for the 
amount of any contribution for the 
benefit of an employee in excess of the 
amount which, together with other de-
ductions allowed for compensation for 
such employee’s services, constitutes a 
reasonable allowance for compensation 
for the services actually rendered. 
What constitutes a reasonable allow-
ance depends upon the facts in the par-
ticular case. Among the elements to be 
considered in determining this are the 
personal services actually rendered in 
prior years as well as the current year 
and all compensation and contribu-
tions paid to or for such employee in 
prior years as well as in the current 
year. Thus, a contribution which is in 
the nature of additional compensation 
for services performed in prior years 
may be deductible, even if the total of 
such contributions and other com-
pensation for the current year would be 
in excess of reasonable compensation 
for services performed in the current 
year, provided that such total plus all 

compensation and contributions paid 
to or for such employee in prior years 
represents a reasonable allowance for 
all services rendered by the employee 
by the end of the current year. A con-
tribution under a plan which is pri-
marily for the benefit of shareholders 
of the employer is not deductible. Such 
a contribution may constitute a divi-
dend within the meaning of section 316. 
See also §§ 1.162–6 and 1.162–8. In addi-
tion to the limitations referred to 
above, deductions under section 404(a) 
are also subject to further conditions 
and limitations particularly provided 
therein. 

(c) Deductions under section 404(a) 
are generally allowable only for the 
year in which the contribution or com-
pensation is paid, regardless of the fact 
that the taxpayer may make his re-
turns on the accrual method of ac-
counting. Exceptions are made in the 
case of overpayments as provided in 
paragraphs (1), (3), and (7) of section 
404(a), and, as provided by section 
404(a)(6), in the case of payments made 
by a taxpayer on the accrual method of 
accounting not later than the time pre-
scribed by law for filing the return for 
the taxable year of accrual (including 
extensions thereof). This latter provi-
sion is intended to permit a taxpayer 
on the accrual method to deduct such 
accrued contribution or compensation 
in the year of accrual, provided pay-
ment is actually made not later than 
the time prescribed by law for filing 
the return for the taxable year of ac-
crual (including extensions thereof), 
but this provision is not applicable un-
less, during the taxable year on ac-
count of which the contribution is 
made, the taxpayer incurs a liability to 
make the contribution, the amount of 
which is accruable under section 461 for 
such taxable year. See section 461 and 
the regulations thereunder. There is 
another exception in the case of cer-
tain taxpayers who are required to 
make additional contributions as a re-
sult of the Act of June 15, 1955 (Public 
Law 74, 84th Cong., 69 Stat. 134), and 
the regulations thereunder. 

[T.D. 6500, 25 FR 11682, Nov. 26, 1960, as 
amended by T.D. 6676, 28 FR 10144, Sept. 17, 
1963] 
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§ 1.404(a)–1T Questions and answers 
relating to deductibility of deferred 
compensation and deferred benefits 
for employees. (Temporary) 

Q–1: How does the amendment of sec-
tion 404(b) by the Tax Reform Act of 
1984 affect the deduction of contribu-
tions or compensation under section 
404(a)? 

A–1: As amended by the Tax Reform 
Act of 1984, section 404(b) clarifies that 
section 404(a) shall govern the deduc-
tion of contributions paid and com-
pensation paid or incurred by the em-
ployer under a plan, or method or ar-
rangement, deferring the receipt of 
compensation or providing for deferred 
benefits to employees, their spouses, or 
their dependents. See section 404(b) and 
§ 1.404(b)–1T. Section 404 (a) and (d) re-
quires that such a contribution or com-
pensation be paid or incurred for pur-
poses of section 162 or 212 and satisfy 
the requirements for deductibility 
under either of those sections. How-
ever, notwithstanding the above, sec-
tion 404 does not apply to contributions 
paid or accrued with respect to a ‘‘wel-
fare benefit fund’’ (as defined in section 
419(e)) after July 18, 1984, in taxable 
years of employers (and payors) ending 
after that date. Also, section 463 shall 
govern the deduction of vacation pay 
by a taxpayer that has elected the ap-
plication of such section. For rules re-
lating to the deduction of contribu-
tions paid or accured with respect to a 
welfare benefit fund, see section 419, 
§ 1.419–1T and § 1.419A–2T. For rules re-
lating to the deduction of vacation pay 
for which an election is made under 
section 463, see § 301.9100–16T of this 
chapter and § 1.463–1T. 

[T.D. 8073, 51 FR 4320, Feb. 4, 1986, as amend-
ed by T.D. 8435, 57 FR 43896, Sept. 23, 1992] 

§ 1.404(a)–2 Information to be fur-
nished by employer claiming deduc-
tions; taxable years ending before 
December 31, 1971. 

(a) For the first taxable year for 
which a deduction from gross income is 
claimed under section 404(a) (1), (2), (3), 
or (7), the employer must file the fol-
lowing information (unless such infor-
mation has been previously filed in ac-
cordance with the regulations under 
section 23(p) of the Internal Revenue 
Code of 1939) for each plan involved to 

establish that it meets the require-
ments of section 401(a) or 404(a)(2), and 
that deductions claimed do not exceed 
the amount allowable under para-
graphs (1), (2), (3), and (7) of section 
404(a), as the case may be: 

(1) Verified copies of all the instru-
ments constituting or evidencing the 
plan, including trust indentures, group 
annuity contracts, specimen copy of 
each type of individual contract, and 
specimen copy of formal announcement 
and comprehensive detailed description 
to employees, with all amendments to 
any such instruments. 

(2) A statement describing the plan 
which identifies it and which sets forth 
the name or names of the employers, 
the effective date of the plan and of 
any amendments thereto, the method 
of distribution or of disbursing benefits 
(whether by trustee, insurance com-
pany, or otherwise), the dates when the 
instruments or amendments were exe-
cuted, the date of formal announce-
ment and the dates when comprehen-
sive detailed description of the plan 
and of each amendment thereto were 
made available to employees generally, 
the dates when the plan and when the 
trust or the contract evidencing the 
plan and of any amendments thereto 
were put into effect so that contribu-
tions thereunder were irrevocable and 
a summary of the provisions and rules 
relating to— 

(i) Employee eligibility requirements 
for participation in the plan, 

(ii) Employee contributions, 
(iii) Employer contributions, 
(iv) The basis or formula for deter-

mining the amount of each type of ben-
efit and the requirements for obtaining 
such benefits and the vesting condi-
tions, 

(v) The medium of funding (e. g., self- 
insured, unit purchase group annuity 
contract, individual level annual pre-
mium retirement endowment insur-
ance contracts, etc.) and, if not wholly 
insured, the medium of contributions 
and the kind of investments, and 

(vi) The discontinuance or modifica-
tion of the plan and distributions or 
benefit payments upon liquidation or 
termination. 

(3) A tabulation in columnar form 
showing the information specified 
below with respect to each of the 25 
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highest paid employees covered by the 
plan in the taxable year, listed in order 
of their nondeferred compensation 
(where there are several plans of de-
ferred compensation, the information 
for each of the plans may be shown on 
a single tabulation without repetition 
of the information common to the sev-
eral plans): 

(i) Name. 
(ii) Whether an officer. 
(iii) Percentage of each class of stock 

owned directly or indirectly by the em-
ployee or members of his family. 

(iv) Whether the principal duties con-
sist in supervising the work of other 
employees. 

(v) Year of birth. 
(vi) Length of service for employer to 

the close of the year. 
(vii) Total nondeferred compensation 

paid or accrued during the taxable year 
with a breakdown of such compensa-
tion into the following components: 

(A) Basic compensation and overtime 
pay, 

(B) Other direct payments, such as 
bonuses and commissions, 

(C) Compensation paid other than in 
cash, such as goods, services, insurance 
not directly related to the benefits or 
provided from funds under the plan, 
etc. 

(viii) Amount allocated during the 
year for the benefit of the employee or 
his beneficiary (including any insur-
ance provided thereby or directly re-
lated thereto), less the employee’s con-
tributions during the year, under each 
other plan of deferred compensation. 

(ix) Amount allocated during the 
year for the benefit of the employee or 
his beneficiary (including any insur-
ance provided thereby or directly re-
lated thereto), less the employee’s con-
tributions during the year, under the 
plan. If a profit-sharing or stock bonus 
plan, also a breakdown of such 
amounts into the following compo-
nents: 

(A) Amounts originally allocated in 
the year, and 

(B) Amounts reallocated in the year. 
(x) Amounts of employee contribu-

tions during the year under the plan, 
(xi) If a pension or annuity plan, 
(A) The retirement age and date and 

the form of the retirement benefit, 

(B) The annual rate or amount of the 
retirement benefit, and 

(C) The aggregate of all of the em-
ployee’s contributions under the plan, 
all based, in the case of an employee 
who is not on retirement benefit under 
the plan, upon the assumption of his 
continued employment at his current 
rate of compensation until his normal 
retirement age (or the end of the cur-
rent year if later) and retirement on 
such date with the normal form of re-
tirement benefit under the plan. 

(4) The following totals: 
(i) Total nondeferred compensation 

paid or accrued during the taxable year 
for all employees covered under the 
plan and also for all employees of the 
employer. 

(ii) Total amount allocated during 
the year for the benefit of employees, 
former or retired employees, or their 
beneficiaries (including any insurance 
provided thereby or directly related 
thereto), less employee contributions 
during the year under the plan and, if 
a profit-sharing or stock bonus plan, 
also a breakdown of such total into the 
following components: 

(A) Amount originally allocated in 
the year, and 

(B) Amount reallocated in the year. 
(5) A schedule showing the total 

number of employees as of the close of 
the year for each of the following 
groups, based on reasonable estimates: 

(i) All employees ineligible for cov-
erage under the plan because of re-
quirements as to employment classi-
fication, specifying the reasons appli-
cable to the group (as, for example, 
temporary, seasonal, part time, hourly 
pay basis, etc.). 

(ii) All employees ineligible for cov-
erage under the plan because of re-
quirements as to length of service and 
not included in subdivision (i) of this 
subparagraph. 

(iii) All employees ineligible for cov-
erage under the plan because of re-
quirements as to minimum age and not 
included in subdivision (i) or (ii) of this 
subparagraph. 

(iv) All employees ineligible for cov-
erage under the plan solely because of 
requirements as to minimum rate of 
compensation. 

(v) All employees ineligible for cov-
erage under the plan other than those 
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employees included in subdivision (i), 
(ii), (iii), or (iv) of this subparagraph, 
specifying the reason applicable to the 
group. 

(vi) All employees ineligible for cov-
erage under the plan for any reasons, 
which should be the sum of subdivi-
sions (i) to (v), inclusive, of this sub-
paragraph. 

(vii) All employees eligible for cov-
erage but not covered under the plan. 

(viii) All employees covered under 
the plan. 

(ix) All employees of the employer, 
which should be the sum of subdivi-
sions (vi), (vii), and (viii) of this sub-
paragraph. 
If it is claimed that the requirements 
of section 401(a)(3)(A) are satisfied, also 
the data and computations necessary 
to show that such requirements are 
satisfied. 

(6) In the case of a trust, a detailed 
balance sheet and a detailed statement 
of receipts and disbursements during 
the year; in the case of a nontrusteed 
annuity plan, a detailed statement of 
the names of the insurers, the con-
tributions paid by the employer and by 
the employees, and a statement as to 
the amounts and kinds of premium re-
funds or similar credits made available 
and the disposition of such credits in 
the year. 

(7) If a pension or annuity plan, a de-
tailed description of all the methods, 
factors, and assumptions used in deter-
mining costs and in adjusting the costs 
for actual experience under the plan 
(including any loadings, contingency 
reserves, or special factors and the 
basis of any insured costs or liabilities 
involved therein) explaining their 
source and application in sufficient de-
tail to permit ready analysis and 
verification thereof, and, in the case of 
a trust, a detailed description of the 
basis used in valuing the investments 
held. 

(8) A statement of the applicable lim-
itations under section 404(a) (1), (2), (3), 
or (7) and an explanation of the method 
of determining such limitations, a 
summary of the data, and a statement 
of computations necessary to deter-
mine the allowable deductions for the 
taxable year. Also, in the case of a pen-
sion or annuity plan, a summary of the 
costs or liabilities and adjustments for 

the year under the plan based on the 
application of the methods, factors, 
and assumptions used under the plan, 
in sufficient detail to permit ready 
verification of the reasonableness 
thereof. 

(9) A statement of the contributions 
paid under the plan for the taxable 
year showing the date and amount of 
each payment. Also, a summary of the 
deductions claimed for the taxable 
year for the plan with a breakdown of 
the deductions claimed into the fol-
lowing components: 

(i) For contributions paid in the tax-
able year before giving effect to the 
provisions of paragraph (7) of section 
404(a). 

(ii) For contributions paid in prior 
taxable years beginning after Decem-
ber 31, 1941, in accordance with the car-
ryover provisions of paragraphs (1) and 
(3) of section 404(a), before giving effect 
to the provisions of paragraph (7) 
thereof, and in accordance with the 
carryover provisions of section 404(d). 

(iii) Any reductions or increases in 
the deductions in accordance with the 
provisions of paragraph (7) of section 
404(a). However, if the information in 
this subdivision is filed prior to the fil-
ing of the information required by sub-
paragraph (8) of this paragraph, then, 
in determining the limit of deduction 
under paragraph (7) of section 404(a), 
the applicable percentage of the com-
pensation otherwise paid or accrued 
during the year may be used. 

(b) For taxable years subsequent to 
the year for which all of the applicable 
information under paragraph (a) of this 
section (or corresponding provisions of 
prior regulations) has been filed, infor-
mation is to be filed only to the fol-
lowing extent: 

(1) If there is any change in the plan, 
instruments, methods, factors, or as-
sumptions upon which the data and in-
formation specified in paragraph (a) 
(1), (2), or (7) of this section are based, 
a detailed statement explaining the 
change and its effect is to be filed only 
for the taxable year in which the 
change is put into effect. However, if 
there is no such change, unless other-
wise requested by the district director, 
merely a statement that there is no 
such change is to be filed. 
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(2) The information specified in para-
graph (a)(3) of this section which has 
been filed for a taxable year, unless 
otherwise requested by the district di-
rector and so long as the plan and the 
method and basis of allocations are not 
changed, is to be filed for subsequent 
years only to the extent of showing in 
the tabulation such information with 
respect to employees who, at any time 
in the taxable year, own, directly or in-
directly, more than 5 percent of the 
voting stock, considering stock so 
owned by an individual’s spouse or 
minor lineal descendant as owned by 
the individual for this purpose. 

(3) The information specified in para-
graph (a) (4), (5), (6), (8), and (9) of this 
section. 
In the case of corporate employers, the 
information required to be submitted 
by this paragraph shall, except as oth-
erwise provided by the Commissioner, 
be filed on Form 2950 for taxable years 
ending on or after December 31, 1961. In 
the case of other employers, the infor-
mation required to be submitted by 
this paragraph shall, except as other-
wise provided by the Commissioner, be 
filed on Form 2950 for taxable years 
ending on or after December 31, 1962. 

(c) If a deduction is claimed under 
section 404(a)(5) for the taxable year, 
the taxpayer shall furnish such infor-
mation as is necessary to show that the 
deduction is not allowable under the 
other paragraphs of section 404(a), that 
the amount paid is an ordinary and 
necessary expense or an expense for the 
production of income, and that the em-
ployees’ rights to, or derived from, 
such employer’s contribution or such 
compensation were nonforfeitable at 
the time the contribution or compensa-
tion was paid. In the case of corporate 
employers, the information required to 
be submitted by this paragraph shall, 
except as otherwise provided by the 
Commissioner, be filed on Form 2950 
for taxable years ending on or after De-
cember 31, 1961. In the case of other 
employers, the information required to 
be submitted by this paragraph shall, 
except as otherwise provided by the 
Commissioner, be filed on Form 2950 
for taxable years ending on or after De-
cember 31, 1962. 

(d) For the purpose of the informa-
tion required by this section, contribu-

tions paid in a taxable year shall in-
clude those deemed to be so paid in ac-
cordance with the provisions of section 
404(a)(6) and shall exclude those 
deemed to be paid in the prior taxable 
year in accordance with such provi-
sions. As used in this section, ‘‘taxable 
year’’ refers to the taxable year of the 
employer and, unless otherwise re-
quested by the district director, a 
‘‘year’’ which is not specified as a 
‘‘taxable year’’ may be taken as the 
taxable year of the employer or as the 
plan, trust, valuation, or group con-
tract year with respect to which deduc-
tions are being claimed provided the 
same rule is followed consistently so 
that there is no gap or overlap in the 
information furnished for each item. In 
any case the date or period to which 
each item of information furnished re-
lates should be clearly shown. All the 
information required by this section 
should be filed with the tax return for 
the taxable year in which the deduc-
tion is claimed, except that, unless 
sooner requested by the district direc-
tor, such information, other than that 
specified in paragraph (a)(4)(i) and (9) 
of this section, may be filed within 12 
months after the close of the taxable 
year provided there is filed with the 
tax return a statement that the infor-
mation cannot reasonably be filed 
therewith, setting forth the reasons 
therefor. 

(e) In any case all the information 
and data required by this section must 
be filed in the office of the district di-
rector in which the employer files his 
tax returns and must be filed independ-
ently of any information and data oth-
erwise submitted in connection with a 
determination of the qualification of 
the trust or plan under section 401(a). 
The district director may, in addition, 
require any further information that 
he considers necessary to determine al-
lowable deductions under section 404 or 
qualification under section 401. For 
taxable years ending on or before De-
cember 31, 1961, the district director 
may waive the filing of such informa-
tion required by this section which he 
finds unnecessary in a particular case. 
For taxable years ending after Decem-
ber 31, 1961, the Commissioner may 
waive the filing of such information. 
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(f) Records substantiating all data 
and information required by this sec-
tion to be filed must be kept at all 
times available for inspection by inter-
nal revenue officers at the main office 
or place of business of the employer. 

(g) In the case of a plan which covers 
employees, some or all of whom are 
self-employed individuals and with re-
spect to which a deduction is claimed 
under section 404(a) (1), (2), (3), or (7), 
paragraphs (a) and (b) of this section, 
and the provision of paragraph (d) of 
this section relating to the time for fil-
ing the information required by this 
section, shall not apply, but in lieu of 
the information required to be sub-
mitted by paragraphs (a) and (b) of this 
section, the employer shall, with the 
return for the taxable year in which 
the deduction is claimed, submit the 
information required by the form pro-
vided by the Internal Revenue Service 
for such purpose. 

(h) When a custodial account forms a 
part of a plan for which a deduction is 
claimed under section 404(a) (1), (2), (3), 
or (7), the information which under 
this section is to be submitted with re-
spect to a qualified trust must be sub-
mitted with respect to such custodial 
account. Thus, for purposes of this sec-
tion— 

(1) The term ‘‘trust’’ includes custo-
dial account, 

(2) The term ‘‘trustee’’ includes cus-
todian, and 

(3) The term ‘‘trust indenture’’ in-
cludes custodial agreement. 

(i) Except as provided under § 1.503(d)– 
1(a) and § 601.201 of this chapter (State-
ment of Procedural Rules) in the case 
of a request for the determination of 
qualification of a trust under section 
401 and exemption under section 501, 
paragraphs (a) through (h) of this sec-
tion shall not apply for taxable years 
ending on or after December 31, 1971. 
For information to be furnished for 
taxable years ending on or after De-
cember 31, 1971, see § 1.404(a)–2A. 

[T.D. 6500, 25 FR 11683, Nov. 26, 1960, as 
amended by T.D. 6599, 27 FR 4475, May 10, 
1962; T.D. 6676, 28 FR 10144, Sept. 17, 1963; 
T.D. 7165, 37 FR 5025, Mar. 9, 1972; T.D. 7168, 
37 FR 5491, Mar. 16, 1972] 

§ 1.404(a)–2A Information to be fur-
nished by employer; taxable years 
ending on or after December 31, 
1971, and before December 31, 1975. 

(a) In general. For any taxable year 
ending on or after December 31, 1971, 
any employer who maintains a pension, 
annuity, stock bonus, profit-sharing, or 
other funded plan of deferred com-
pensation shall file the forms pre-
scribed by this section. An employer 
(including a self-employed individual) 
maintaining such a plan shall furnish 
such information as is required by the 
forms and the instructions relating 
thereto. The forms shall be filed in the 
manner and at the time prescribed 
under paragraph (c) of this section. See 
§ 1.404(a)–2 with respect to information 
to be furnished for taxable years end-
ing before December 31, 1971. For pur-
poses of this section, in the case of a 
plan of several employers described in 
§ 1.401–1(d), each employer shall be 
deemed to be maintaining a separate 
plan corresponding to the plan of which 
the trust is a part. For information re-
quired to be furnished with respect to a 
funded deferred compensation plan 
maintained by an employer who is ex-
empt from tax under section 501(a), see 
§ 1.6033–2(a)(2)(ii)(i). 

(b) Forms. The forms prescribed by 
this section are: 

(1) Form 4848, generally relating to 
information concerning the qualifica-
tion of the plan, and deductions for 
contributions made on behalf of em-
ployees or self-employed individuals, 

(2) Form 4849, generally relating to 
the financial position of the trust, 
fund, or custodial or fiduciary account 
which is a part of the plan, and 

(3) For any taxable year ending on or 
after December 31, 1971, and before De-
cember 31, 1972, Forms 2950 and 2950SE, 
relating to the identification of plans 
to which an employer has made a con-
tribution and information with respect 
to a deduction for a contribution made 
on behalf of a self-employed individual, 
respectively. 

(c) Filing requirements. (1) Form 4848 
shall be filed by the employer for each 
taxable year during which he main-
tains a pension, annuity, stock bonus, 
profit-sharing, or other funded plan of 
deferred compensation. Such form 
shall be filed on or before the 15th day 
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of the 5th month following the close of 
the employer’s taxable year. For rules 
relating to the extension of time for 
filing, see section 6081 and the regula-
tions thereunder and the instructions 
for Form 4848. 

(2) Form 4849 shall be filed by the em-
ployer as an attachment to Form 4848 
for each taxable year during which he 
maintains a pension, annuity, stock 
bonus, profit-sharing, or other funded 
plan of deferred compensation unless 
the employer (i) has been notified in 
writing that Form 4849 will be filed by 
the fiduciary for such plan as an at-
tachment to Form 990-P or (ii) is not 
required to file Form 4849 under the in-
structions relating thereto. 

(3) For any taxable year ending on or 
after December 31, 1971, and before De-
cember 31, 1972, Form 2950 shall be filed 
with the employer’s tax return for any 
such taxable year during which a pen-
sion, annuity, stock bonus, profit-shar-
ing, or other funded plan of deferred 
compensation is maintained. 

(4) For any taxable year ending on or 
after December 31, 1971, and before De-
cember 31, 1972, Form 2950SE shall be 
filed by each self-employed individual 
with his income tax return for any 
such taxable year in which he claims a 
deduction for contributions made on 
his behalf. 

(d) Additional information. In addition 
to the information otherwise required 
to be furnished by this section, the dis-
trict director may require any further 
information that he considers nec-
essary to determine allowable deduc-
tions under section 404 or qualification 
under section 401. 

(e) Records. Records substantiating 
all data and information required by 
this section to be filed must be kept at 
all times available for inspection by in-
ternal revenue officers at the main of-
fice or place of business of the em-
ployer. 

[T.D. 7165, 37 FR 5025, Mar. 9, 1972, as amend-
ed by T.D. 7223, 37 FR 24748, Nov. 21, 1972; 
T.D. 7551, 43 FR 29292, July 7, 1978] 

§ 1.404(a)–3 Contributions of an em-
ployer to or under an employees’ 
pension trust or annuity plan that 
meets the requirements of section 
401(a); application of section 
404(a)(1). 

(a) If contributions are paid by an 
employer to or under a pension trust or 
annuity plan for employees and the 
general conditions and limitations ap-
plicable to deductions for such con-
tributions are satisfied (see § 1.404(a)–1), 
the contributions are deductible under 
section 404(a) (1) or (2) if the further 
conditions provided therein are also 
satisfied. As used in this section, a 
‘‘pension trust’’ means a trust forming 
part of a pension plan and an ‘‘annuity 
plan’’ means a pension plan under 
which retirement benefits are provided 
under annuity or insurance contracts 
without a trust. This section is also ap-
plicable to contributions to a foreign 
situs pension trust which could qualify 
for exemption under section 501(a) ex-
cept that it is not created or organized 
and maintained in the United States. 
For the meaning of ‘‘pension plan’’ as 
used in this section, see paragraph 
(b)(1)(i) of § 1.401–1. Where disability 
pensions, insurance, or survivorship 
benefits incidental and directly related 
to the retirement benefits under a pen-
sion or annuity plan are provided for 
the employees or their beneficiaries by 
contributions under the plan, deduc-
tions on account of such incidental 
benefits are also covered under section 
404(a) (1) or (2). See paragraph (b)(2) of 
§ 1.72–16 as to taxability to employees 
of cost of incidental life insurance pro-
tection. Similarly, where medical bene-
fits described in section 401(h) as de-
fined in paragraph (a) of § 1.401–14 are 
provided for retired employees, their 
spouses, or their dependents under the 
plan, deductions on account of such 
subordinate benefits are also covered 
under section 404(a) (1) or (2). In order 
to be deductible under section 404(a)(1), 
contributions to a pension trust must 
be paid in a taxable year of the em-
ployer which ends with or within a 
year of the trust for which it is exempt 
under section 501(a). Contributions paid 
in such a taxable year of the employer 
may be carried over and deducted in a 
succeeding taxable year of the em-
ployer in accordance with section 
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404(a)(1)(D), whether or not such suc-
ceeding taxable year ends with or with-
in a taxable year of the trust for which 
it is exempt under section 501(a). See 
§ 1.404(a)–7 for rules relating to the lim-
itation on the amount deductible in 
such a succeeding taxable year of the 
employer. See § 1.404(a)–8 as to condi-
tions for deductions under section 
404(a)(2) in the case of an annuity plan. 
In either case, the deductions are also 
subject to further limitations provided 
in section 404(a)(1). The limitations 
provided in section 404(a)(1) are, with 
an exception provided for certain years 
under subparagraph (A) thereof (see 
§ 1.404(a)–4), based on the actuarial 
costs of the plan. 

(b) In determining costs for the pur-
pose of limitations under section 
404(a)(1), the effects of expected mor-
tality and interest must be discounted 
and the effects of expected with-
drawals, changes in compensation, re-
tirements at various ages, and other 
pertinent factors may be discounted or 
otherwise reasonably recognized. A 
properly weighted retirement age based 
on adequate analyses of representative 
experience may be used as an assumed 
retirement age. Different basic as-
sumptions or rates may be used for dif-
ferent classes of risks or different 
groups where justified by conditions or 
required by contract. In no event shall 
costs for the purpose of section 404(a)(1) 
exceed costs based on assumptions and 
methods which are reasonable in view 
of the provisions and coverage of the 
plan, the funding medium, reasonable 
expectations as to the effects of mor-
tality and interest, reasonable and ade-
quate regard for other factors such as 
withdrawal and deferred retirement 
(whether or not discounted) which can 
be expected to reduce costs materially, 
reasonable expenses of operation, and 
all other relevant conditions and cir-
cumstances. In any case, in deter-
mining the costs and limitations, an 
adjustment shall be made on account 
of any experience more favorable than 
that assumed in the basis of limita-
tions for prior years. Unless such ad-
justments are consistently made every 
year by reducing the limitations other-
wise determined by any decrease in li-
ability or cost arising from experience 
in the next preceding taxable year 

which was more favorable than the as-
sumptions on which the costs and limi-
tations were based, the adjustment 
shall be made by some other method 
approved by the Commissioner. 

(c) The amount of a contribution to a 
pension or annuity plan that is deduct-
ible under section 404(a) (1) or (2) de-
pends upon the methods, factors, and 
assumptions which are used to com-
pute the costs of the plan and the limi-
tation of section 404(a)(1) which is ap-
plied. Since the amount that is deduct-
ible for one taxable year may affect the 
amount that is deductible for other 
taxable years, the methods, factors, 
and assumptions used in determining 
costs and the method of determining 
the limitation which have been used 
for determining the deduction for a 
taxable year for which the return has 
been filed shall not be changed for such 
taxable year, except when the Commis-
sioner determines that the methods, 
factors, assumptions, or limitations 
were not proper, or except when a 
change is necessitated by reason of the 
use of different methods, factors, as-
sumptions, or limitations for another 
taxable year. However, different meth-
ods, factors, and assumptions, or a dif-
ferent method of determining the limi-
tation, if they are proper, may be used 
in determining the deduction for a sub-
sequent taxable year. 

(d) Any expenses incurred by the em-
ployer in connection with the plan, 
such as trustee’s and actuary’s fees, 
which are not provided for by contribu-
tions under the plan are deductible by 
the employer under section 162 (relat-
ing to trade or business expenses), or 
212 (relating to expenses for production 
of income) to the extent that they are 
ordinary and necessary. 

(e) In case deductions are allowable 
under section 404(a)(3), as well as under 
section 404(a) (1) or (2), the limitations 
under section 404(a) (1) and (3) are de-
termined and applied without giving 
effect to the provisions of section 
404(a)(7) but the amounts allowable as 
deductions are subject to the further 
limitations provided in section 
404(a)(7). See § 1.404(a)–13. 

(f)(1) Amounts contributed by an em-
ployer under the plan for the funding of 
medical benefits described in section 
401(h) as defined in paragraph (a) of 
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§ 1.401–14 must satisfy the general re-
quirements which are applicable to de-
ductions allowable under section 404 
and which are set forth in § 1.404(a)–1 
including, for example, the require-
ments described in paragraph (b) of 
such section. Accordingly, such 
amounts must constitute an ordinary 
and necessary expense relating to ei-
ther the trade or business or the pro-
duction of income and must not, when 
added to all other compensation paid 
by the employer to the employee on 
whose behalf such a contribution is 
made, constitute more than reasonable 
compensation. However, in deter-
mining the amount which is deductible 
with respect to contributions to pro-
vide retirement benefits under the 
plan, amounts contributed for the 
funding of medical benefits described 
in section 401(h) shall not be taken into 
consideration. 

(2) The amounts deductible with re-
spect to employer contributions to 
fund medical benefits described in sec-
tion 401(h) shall not exceed the total 
cost of providing such benefits. The 
total cost of providing such benefits 
shall be determined in accordance with 
any generally accepted actuarial meth-
od which is reasonable in view of the 
provisions and coverage of the plan, 
the funding medium, and other applica-
ble considerations. The amount deduct-
ible for any taxable year with respect 
to such cost shall not exceed the great-
er of— 

(i) An amount determined by distrib-
uting the remaining unfunded costs of 
past and current service credits as a 
level amount, or as a level percentage 
of compensation, over the remaining 
future service of each employee, or 

(ii) 10 percent of the cost which 
would be required to completely fund 
or purchase such medical benefits. 
In determining the amount deductible, 
an employer must apply either subdivi-
sion (i) of this subparagraph for all em-
ployees or subdivision (ii) of this sub-
paragraph for all employees. If con-
tributions paid by an employer in a 
taxable year to fund such medical ben-
efits under a pension or annuity plan 
exceed the limitations of this subpara-
graph but otherwise satisfy the condi-
tions for deduction under section 404, 
then the excess contributions are car-

ried over and are deductible in suc-
ceeding taxable years of the employer 
which end with or within taxable years 
of the trust for which it is exempt 
under section 501(a) in order of time to 
the extent of the difference between 
the amount paid and deductible in each 
succeeding year and the limitation ap-
plicable to such year under this sub-
paragraph. For purposes of subdivision 
(i) of this subparagraph, if the remain-
ing future service of an employee is one 
year or less, it shall be treated as one 
year. 

[T.D. 6500, 25 FR 11685, Nov. 26, 1960, as 
amended by T.D. 6722, 29 FR 5073, Apr. 14, 
1964; T.D. 7165, 37 FR 5025, Mar. 9, 1972] 

§ 1.404(a)–4 Pension and annuity 
plans; limitations under section 
404(a)(1)(A). 

(a) Subject to the applicable general 
conditions and limitations (see 
§ 1.404(a)–3), the initial limitation under 
section 404(a)(1)(A) is 5 percent of the 
compensation otherwise paid or ac-
crued during the taxable year to all 
employees under the pension or annu-
ity plan. This initial 5-percent limita-
tion applies to the first taxable year 
for which a deduction is allowed for 
contributions to or under such a plan 
and also applies to any subsequent year 
(other than one described in paragraph 
(d) of this section) for which the 5-per-
cent figure is not reduced as provided 
in this section. For years to which the 
initial 5-percent limitation applies, no 
adjustment on account of prior experi-
ence is required. If the contributions do 
not exceed the initial 5-percent limita-
tion in the first taxable year to which 
this limitation applies, the taxpayer 
need not submit actuarial data for such 
year. 

(b) For the first taxable year fol-
lowing the first year to which the ini-
tial 5-percent limitation applies, and 
for every fifth year thereafter, or more 
frequently where preferable to the tax-
payer, the taxpayer shall submit with 
his return an actuarial certification of 
the amount reasonably necessary to 
provide the remaining unfunded cost of 
past and current service credits of all 
employees under the plan with a state-
ment explaining all the methods, fac-
tors, and assumptions used in deter-
mining such amount. This amount may 
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be determined as the sum of (1) the un-
funded past service cost as of the be-
ginning of the year, and (2) the normal 
cost for the year. Such costs shall be 
determined by methods, factors, and 
assumptions appropriate as a basis of 
limitations under section 404(a)(1)(C). 
Whenever requested by the district di-
rector, a similar certification and 
statement shall be submitted for the 
year or years specified in such request. 
The district director will make peri-
odical examinations of such data at not 
less than 5-year intervals. Based upon 
such examinations the Commissioner 
will reduce the limitation under sec-
tion 404(a)(1)(A) below the 5-percent 
limitation for the years with respect to 
which he finds that the 5-percent limi-
tation exceeds the amount reasonably 
necessary to provide the remaining un-
funded cost of past and current service 
credits of all employees under the plan. 
Where the limitation is so reduced, the 
reduced limitation shall apply until 
the Commissioner finds that a subse-
quent actuarial valuation shows a 
change to be necessary. Such subse-
quent valuation may be made by the 
taxpayer at any time and submitted to 
the district director with a request for 
a change in the limitation. See, how-
ever, paragraph (d) of this section with 
respect to taxable years to which the 
limitation under section 404(a)(1)(A) 
does not apply. 

(c) For the purpose of limitations 
under section 404(a)(1)(A), ‘‘compensa-
tion otherwise paid or accrued’’ means 
all of the compensation paid or accrued 
except that for which a deduction is al-
lowable under a plan that qualifies 
under section 401(a), including a plan 
that qualifies under section 404(a)(2). 
Where two or more pension or annuity 
plans cover the same employee, under 
section 404(a)(1)(A) the deductions with 
respect to each such plan are subject to 
the limitations applicable to the par-
ticular plan and the total deductions 
for all such plans are also subject to 
the limitations which would be appli-
cable thereto if they constituted a sin-
gle plan. Where, because of the par-
ticular provisions applicable to a large 
class of employees under a plan, the 
costs with respect to such employees 
are nominal in comparison with their 
compensation, after the first year to 

which the initial 5-percent limitation 
applies, deductions under section 
404(a)(1)(A) are subject to limitations 
determined by considering the plan ap-
plicable to such class as if it were a 
separate plan. Deductions are allow-
able to the extent of the applicable 
limitations under section 404(a)(1)(A) 
even where these are greater than the 
applicable limitations under section 
404(a)(1)(B) or section 404(a)(1)(C). 

(d) The limitation under section 
404(a)(1)(A) shall not be used for pur-
poses of determining the amount de-
ductible for a taxable year of the em-
ployer which ends with or within a tax-
able year of the pension trust during 
which it is not exempt under section 
501(a), or, in the case of an annuity 
plan, during which it does not meet the 
requirements of section 404(a)(2), or 
which ends after the trust or plan has 
terminated. See § 1.404(a)–7 for rules re-
lating to the limitation which is appli-
cable for purposes of determining the 
amount deductible for such a taxable 
year of the employer. 

[T.D. 6500, 25 FR 11685, Nov. 26, 1960, as 
amended by T.D. 6534, 26 FR 515, Jan. 20, 1961] 

§ 1.404(a)–5 Pension and annuity 
plans; limitations under section 
404(a)(1)(B). 

(a) Subject to the applicable general 
conditions and limitations (see 
§ 1.404(a)–3), under section 404(a)(1)(B), 
deductions may be allowed to the ex-
tent of limitations based on costs de-
termined by distributing the remaining 
unfunded cost of the past and current 
service credits with respect to all em-
ployees covered under the trust or plan 
as a level amount or level percentage 
of compensation over the remaining 
service of each such employee except 
that, as to any three individuals with 
respect to whom more than 50 percent 
of such remaining unfunded cost at-
tributable to such individuals shall be 
distributed evenly over a period of at 
least five taxable years. See, however, 
paragraph (e) of this section with re-
spect to taxable years to which the 
limitation under section 404(a)(1)(B) 
does not apply. 

(b) The statutory limitation for any 
taxable year under section 404(a)(1)(B) 
is any excess of the amount of the 
costs described in paragraph (a) of this 
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section for the year over the amount 
allowable as a deduction under section 
404(a)(1)(A). 

(c) For this purpose, such excess, ad-
justed for prior experience, may be 
computed for each year as follows, all 
determinations being made as of the 
beginning of the year: 

(1) Determine the value of all bene-
fits expected to be paid, after the be-
ginning of the year for all employees, 
any former employees, and any other 
beneficiaries, then covered under the 
plan. 

(2) If employees contribute under the 
plan, determine the value of all con-
tributions expected to be made after 
the beginning of the year by employees 
then covered under the plan. 

(3) Determine the value of all funds 
of the plan as of the beginning of the 
year. 

(4) Determine the amount remaining 
to be distributed as a level amount or 
as a level percentage of compensation 
over the remaining future service of 
each employee by subtracting from 
subparagraph (1) of this paragraph the 
sum of subparagraphs (2) and (3) of this 
paragraph. 

(5) Determine the value of all com-
pensation expected to be paid after the 
beginning of the year to all employees 
then covered under the plan. 

(6) Determine an accrual rate for 
each employee by dividing subpara-
graph (5) of this paragraph into sub-
paragraph (4) of this paragraph. 

(7) Compute the excess under section 
404(a)(1)(B) for the year by multiplying 
the compensation paid to all employees 
covered under the plan during the year 
by any excess of subparagraph (6) of 
this paragraph over 5 percent. In gen-
eral, where this method is used, the 
limitation under section 404(a)(1)(B) 
will be equal to the excess so computed 
without further adjustment on account 
of prior favorable experience, provided 
all the factors and assumptions used 
are reasonable in view of all applicable 
considerations (see § 1.404(a)–3) and pro-
vided subparagraph (5) of this para-
graph is not less than five times the 
annual rate of compensation in effect 
at the beginning of the year. 

(d) Instead of determining the excess 
deductible under section 404(a)(1)(B) by 
the method shown in paragraph (c), 

such excess may be based upon cost de-
termined by some other method which 
is reasonable and appropriate under the 
circumstances. Thus, such excess may 
be based on the amounts necessary 
with respect to each individual covered 
employee to provide the remaining un-
funded cost of all his benefits under the 
plan distributed as a level amount over 
the period remaining until the normal 
commencement of his retirement bene-
fits, in accordance with other generally 
accepted actuarial methods which are 
reasonable and appropriate in view of 
the provisions of the plan, the funding 
medium, and other applicable consider-
ations. 

(e) The limitation under section 
404(a)(1)(B) shall not be used for pur-
poses of determining the amount de-
ductible for a taxable year of the em-
ployer which ends with or within a tax-
able year of the pension trust during 
which it is not exempt under section 
501(a), or, in the case of an annuity 
plan, during which it does not meet the 
requirements of section 404(a)(2), or 
which ends after the trust or plan has 
terminated. See § 1.404(a)–7 for rules re-
lating to the limitation which is appli-
cable for purposes of determining the 
amount deductible for such a taxable 
year of the employer. 

[T.D. 6500, 25 FR 11686, Nov. 26, 1960, as 
amended by T.D. 6534, 26 FR 515, Jan. 20, 1961] 

§ 1.404(a)–6 Pension and annuity 
plans; limitations under section 
404(a)(1)(C). 

(a) Application to a taxable year of the 
employer which ends with or within a tax-
able year of the pension trust or annuity 
plan for which it is exempt under section 
501(a) or meets the requirements of section 
404(a)(2). (1) The rules in this paragraph 
are applicable with respect to the limi-
tation under section 404(a)(1)(C) for 
taxable years of the employer which 
end with or within a taxable year of 
the pension trust for which it is ex-
empt under section 501(a), or, in the 
case of an annuity plan, during which 
it meets the requirements of section 
404(a)(2). See paragraph (b) of this sec-
tion for rules relating to the limitation 
under section 404(a)(1)(C) for other tax-
able years of the employer. 

(2) Subject to the applicable general 
conditions and limitations (see 
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§ 1.404(a)–3), in lieu of amounts deduct-
ible under the limitations of section 
404(a)(1)(A) and section 404(a)(1)- (B), 
deductions may be allowed under sec-
tion 404(a)(1)(C) to the extent of limita-
tions based on normal and past service 
or supplementary costs of providing 
benefits under the plan. ‘‘Normal cost’’ 
for any year is the amount actuarially 
determined which would be required as 
a contribution by the employer in such 
year to maintain the plan if the plan 
had been in effect from the beginning 
of service of each then included em-
ployee and if such costs for prior years 
had been paid and all assumptions as to 
interest, mortality, time of payment, 
etc., had been fulfilled. Past service or 
supplementary cost at any time is the 
amount actuarially determined which 
would be required at such time to meet 
all the future benefits provided under 
the plan which would not be met by fu-
ture normal costs and employee con-
tributions with respect to the employ-
ees covered under the plan at such 
time. 

(3) The limitation under section 
404(a)(1)(C) for any taxable year to 
which this paragraph applies is the 
sum of normal cost for the year plus an 
amount not in excess of one-tenth of 
the past service or supplementary cost 
as of the date the past service or sup-
plementary credits are provided under 
the plan. For this purpose, the normal 
cost may be determined by any gen-
erally accepted actuarial method and 
may be expressed either as (i) the ag-
gregate of level amounts with respect 
to each employee covered under the 
plan, (ii) a level percentage of payroll 
with respect to each employee covered 
under the plan, or (iii) the aggregate of 
the single premium or unit costs for 
the unit credits accruing during the 
year with respect to each employee 
covered under the plan, provided, in 
any case, that the method is reason-
able in view of the provisions and cov-
erage of the plan, the funding medium, 
and other applicable considerations. 
The limitation may include one-tenth 
of the past service or supplementary 
cost as of the date the provisions re-
sulting in such cost were put into ef-
fect, but it is subject to adjustments 
for prior favorable experience. See 
§ 1.404(a)–3. In any case, past service or 

supplementary costs shall not be in-
cluded in the limitation for any year in 
which the amount required to fund 
fully or to purchase such past service 
or supplementary credits has been de-
ducted, since no deduction is allowable 
for any amount (other than the normal 
cost) which is paid in after such credits 
are fully funded or purchased. 

(b) Application to a taxable year of the 
employer which does not end with or 
within a taxable year of the pension trust 
or annuity plan for which it is exempt 
under section 501(a) or meets the require-
ments of section 404(a)(2). (1) The rules 
in this paragraph are applicable with 
respect to the limitation under section 
404(a)(1)(C) for taxable years of the em-
ployer which end with or within a tax-
able year of the pension trust during 
which it is not exempt under section 
501(a), or, in the case of an annuity 
plan, during which it does not meet the 
requirements of section 404(a)(2), or 
which end after the trust or plan has 
terminated. Since contributions paid in 
such taxable years of the employer are 
not deductible under section 404(a) (1) 
or (2) (except as provided in section 
404(a)(6)), the limitation under section 
404(a)(1)(C) for such taxable years re-
lates only to the amount of any excess 
contributions that may be carried over 
to such taxable years under section 
404(a)(1)(D). 

(2) Subject to the applicable general 
conditions and limitations (see 
§ 1.404(a)–3), deductions may be allowed 
under section 404(a)(1)(C) for taxable 
years of the employer to which this 
paragraph applies to the extent of limi-
tations based on past service or supple-
mentary costs of providing benefits 
under the plan. For definition of the 
‘‘past service or supplementary cost at 
any time’’, see paragraph (a)(2) of this 
section. 

(3) The limitation under section 
404(a)(1)(C) for any taxable year to 
which this paragraph applies is an 
amount not in excess of one-tenth of 
the past service or supplementary cost 
as of the date the past service or sup-
plementary credits are provided under 
the plan. The limitation under section 
404(a)(1)(C) is subject, however, to ad-
justments for prior favorable experi-
ence. In any case, no amounts are de-
ductible under section 404(a)(1)(C) for 
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any year to which this paragraph ap-
plies if the amount required to fund 
fully or to purchase the past service or 
supplementary credits has been de-
ducted in prior taxable years of the em-
ployer. 

[T.D. 6534, 26 FR 515, Jan. 20, 1961] 

§ 1.404(a)–7 Pension and annuity 
plans; contributions in excess of 
limitations under section 404(a)(1); 
application of section 404(a)(1)(D). 

When contributions paid by an em-
ployer in a taxable year to or under a 
pension or annuity plan exceed the lim-
itations applicable under section 
404(a)(1) but otherwise satisfy the con-
ditions for deduction under section 
404(a) (1) or (2), then in accordance with 
section 404(a)(1)(D), the excess con-
tributions are carried over and are de-
ductible in succeeding taxable years of 
the employer in order of time pursuant 
to the following rules: 

(a) In the case of a succeeding tax-
able year of the employer which ends 
with or within a taxable year of the 
pension trust during which it is not ex-
empt under section 501(a), or, in the 
case of an annuity plan, during which 
it meets the requirements of section 
404(a)(2), such excess contributions are 
deductible to the extent of the dif-
ference between the amount paid and 
deductible in such succeeding taxable 
year and the limitation applicable to 
such year under section 404(a)(1) (A), 
(B), or (C). 

(b) In the case of a succeeding tax-
able year of the employer which ends 
with or within a taxable year of the 
pension trust during which it is not ex-
empt under section 501(a), or, in the 
case of an annuity plan, during which 
it does not meet the requirements of 
section 404(a)(2), or which ends after 
the trust or plan has terminated, such 
excess contributions are deductible to 
the extent of the limitation applicable 
to such year under section 404(a)(1)(C) 
(see paragraph (b) of § 1.404(a)–6). 

The provisions of section 404(a)(1)(D) 
are to be applied before giving effect to 
the provisions of section 404(a)(7) for 
any year. The carryover provisions of 
section 404(a)(1)(D), before effect has 
been given to section 404(a)(7), may be 
illustrated by the following example 

for a plan put into effect in a taxable 
year ending December 31, 1954: 

Taxable Year Ending Dec. 31, 1954 

Amount of contributions paid in year ................... $100,000 
Limitation applicable to year ................................ 60,000 
Amount deductible for year ................................. 60,000 

Excess carried over to succeeding years 40,000 

Taxable Year Ending Dec. 31, 1955 

Amount of contributions paid in year ................... $25,000 
Carried over from previous years ........................ 40,000 

Total deductible subject to limitation ........ 65,000 
Limitation applicable to year ................................ 50,000 
Amount deductible for year ................................. 50,000 

Excess carried over to succeeding years 15,000 

Taxable Year Ending Dec. 31, 1956 

Amount of contributions paid in year ................... $10,000 
Carried over from previous years ........................ 15,000 

Total deductible subject to limitation ........ 25,000 
Limitation applicable to year ................................ 45,000 
Amount deductible for year ................................. 25,000 

Excess carried over to succeeding years None 

§ 1.404(a)–8 Contributions of an em-
ployer under an employees’ annuity 
plan which meets the requirements 
of section 401(a); application of sec-
tion 404(a)(2). 

(a) If contributions are paid by an 
employer under an annuity plan for 
employees and the general conditions 
and limitations applicable to deduc-
tions for such contributions are satis-
fied (see § 1.404(a)–1), the contributions 
are deductible under section 404(a)(2) if 
the further conditions provided therein 
are satisfied. For the meaning of ‘‘an-
nuity plan’’ as used here, see § 1.404(a)– 
3. In order that contributions by the 
employer may be deducted under sec-
tion 404(a)(2), all of the following con-
ditions must be satisfied: 

(1) The contributions must be paid 
toward the purchase of retirement an-
nuities (or for disability, severance, in-
surance, survivorship benefits inci-
dental and directly related to such an-
nuities, or medical benefits described 
in section 401(h) as defined in para-
graph (a) of § 1.404(h)–1) under an annu-
ity plan for the exclusive benefit of the 
employer’s employees or their bene-
ficiaries. 

(2) The contributions must be paid in 
a taxable year of the employer which 
ends with or within a year of the plan 
for which it meets the applicable re-
quirements set forth in section 401(a) 
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(3), (4), (5), (6), (7), (8), (11), (12), (13), 
(14), (15), (16), and (19). In the case of a 
plan which covers a self-employed indi-
vidual, the contributions must be paid 
in a taxable year of the employer 
which ends with or within a year of the 
plan for which it also meets the 
requrements of section 401(a), (9), (10), 
(17), and (18) and of section 401(d) (other 
than paragraph (1)). In the case of a 
plan which covers a shareholder-em-
ployee within the meaning of section 
1379(d), the contributions must be paid 
in a taxable year of the employer 
which ends with or within a year of the 
plan for which it also meets the re-
quirements of section 401(a) (17) and 
(18). See section 401(a) and the regula-
tions thereunder for the requirements 
and the applicable effective dates of 
the respective paragraphs set forth in 
section 401(a). Any contributions of an 
employer which are paid in a taxable 
year of the employer ending with or 
within a year of the plan for which it 
meets the applicable requirements of 
section 401 may be carried over and de-
ducted in a succeeding taxable year of 
the employer in accordance with sec-
tion 404(a)(1)(D), whether or not such 
succeeding taxable year ends with or 
within a taxable year of the plan for 
which it meets the requirements set 
out in section 401 (a) and (d). See sec-
tion 401(b) and the regulations there-
under for special rules allowing certain 
plan amendments to be given retro-
active effect. See section 404(a)(6) for a 
special rule for determining the time 
when a contribution is deemed to have 
been made. 

(3) There must be a definite written 
arrangement between the employer and 
the insurer that refunds of premiums, 
if any, shall be applied within the tax-
able year of the employer in which re-
ceived or within the next succeeding 
taxable year toward the purchase of re-
tirement annuities (or for disability, 
severance, insurance, survivorship ben-
efits incidental and directly related to 
such annuities, or medical benefits de-
scribed in section 401(h) as defined in 
paragraph (a) of § 1.401(h)–1 under the 
plan. For the purpose of this condition, 
‘‘refunds of premiums’’ means pay-
ments by the insurer on account of 
credits such as dividends, experience 
rating credits, or surrender or cancella-

tion credits. The arrangement may be 
in the form of contract provisions or 
written directions of the employer or 
partly in one form and partly in an-
other. This condition will be considered 
satisfied where— 

(i) All credits are applied regularly, 
as they are determined, toward the pre-
miums next due under the contracts 
before any further employer contribu-
tions are so applied, and 

(ii) Under the arrangement, 
(A) No refund of premiums may be 

made during continuance of the plan 
unless applied as aforesaid, and 

(B) If refunds of premiums may be 
made after discontinuance or termi-
nation, whichever is applicable, of the 
plan on account of surrenders or can-
cellations before all retirement annu-
ities provided under the plan with re-
spect to service before its discontinu-
ance or termination have been pur-
chased, such refunds will be applied in 
the taxable year of the employer in 
which received, or in the next suc-
ceeding taxable year, to purchase re-
tirement annuities for employees by a 
procedure which does not contravene 
the conditions of section 401(a)(4). If 
the plan also includes medical benefits 
described in section 401(h) as defined in 
paragraph (a) of § 1.401(h)–1, any refund 
of premiums attributable to such bene-
fits must, in accordance with these 
rules, be applied toward the purchase 
of medical benefits described in section 
401(h). 

(4) Any amounts described in sub-
paragraph (3) of this paragraph which 
are attributable to contributions on be-
half of a self-employed individual must 
be applied toward the purchase of re-
tirement benefits. Amounts which are 
so applied are not contributions and 
thus are not taken into consideration 
in determining— 

(i) The amount deductible with re-
spect to contributions on his behalf, 
nor 

(ii) In the case of an owner-employee, 
the maximum amount of contributions 
that may be made on his behalf. 

(b) Where the above conditions are 
satisfied, the amounts deductible under 
section 404(a)(2) are governed by the 
limitations provided in section 
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404(a)(1). See §§ 1.404(a)–3 to 1.404(a)–7, 
inclusive. 

(Sec. 411 Internal Revenue Code of 1954 (88 
Stat. 901; 26 U.S.C. 411)) 

[T.D. 7501, 42 FR 42321, Aug. 23, 1977] 

§ 1.404(a)(8)–1T Deductions for plan 
contributions on behalf of self-em-
ployed individuals. (Temporary) 

Q: How does the amendment to sec-
tion 404(a)(8)(D), made by section 
713(d)(6) of the Tax Reform Act of 1984 
(TRA of 1984), affect section 
404(a)(8)(C)? 

A: In applying the rules of section 
404(a)(8)(C), the Service will treat the 
amendment to section 404(a)(8)(D) as 
also having been made to section 
404(a)(8)(C), pending enactment of tech-
nical corrections to TRA of 1984. The 
effect of treating the amendment as 
having also been made to section 
404(a)(8)(C) is to increase the amount of 
contributions on behalf of a self-em-
ployed individual that will be treated 
as satisfying section 162 or 212. Gen-
erally, therefore, a contribution on be-
half of a self-employed individual is 
treated as satisfying section 162 or 212 
if it is not in excess of the individual’s 
earned income for the year, determined 
without regard to the deduction al-
lowed by section 404 for the self-em-
ployed individual’s contribution. 

[T.D. 8073, 51 FR 4321, Feb. 4, 1986] 

§ 1.404(a)–9 Contributions of an em-
ployer to an employees’ profit-shar-
ing or stock bonus trust that meets 
the requirements of section 401(a); 
application of section 404(a)(3)(A). 

(a) If contributions are paid by an 
employer to a profit-sharing or stock 
bonus trust for employees and the gen-
eral conditions and limitations appli-
cable to deductions for such contribu-
tions are satisfied (see § 1.404(a)–1), the 
contributions are deductible under sec-
tion 404(a)(3)(A) if the further condi-
tions provided therein are also satis-
fied. In order to be deductible under 
the first, second, or third sentence of 
section 404(a)(3)(A), the contributions 
must be paid (or deemed to have been 
paid under section 404(a)(6)) in a tax-
able year of the employer which ends 
with or within a taxable year of the 
trust for which it is exempt under sec-
tion 501(a) and the trust must not be 

designed to provide retirement benefits 
for which the contributions can be de-
termined actuarially. Excess contribu-
tions paid in such a taxable year of the 
employer may be carried over and de-
ducted in a succeeding taxable year of 
the employer in accordance with the 
third sentence of section 404(a)(3)(A), 
whether or not such succeeding taxable 
year ends with or within a taxable year 
of the trust for which it is exempt 
under section 501(a). This section is 
also applicable to contributions to a 
foreign situs profit-sharing or stock 
bonus trust which could qualify for ex-
emption under section 501(a) except 
that it is not created or organized and 
maintained in the United States. 

(b) The amount of deductions under 
section 404(a)(3)(A) for any taxable year 
is subject to limitations based on the 
compensation otherwise paid or ac-
crued by the employer during such tax-
able year to employees who are bene-
ficiaries under the plan. For purposes 
of computing this limitation, the fol-
lowing rules are applicable: 

(1) In the case of a taxable year of the 
employer which ends with or within a 
taxable year of the trust for which it is 
exempt under section 501(a), the limi-
tation shall be based on the compensa-
tion otherwise paid or accrued by the 
employer during such taxable year of 
the employer to the employees who, in 
such taxable year of the employer, are 
beneficiaries of the trust funds accu-
mulated under the plan. 

(2) In the case of a taxable year of the 
employer which ends with or within a 
taxable year of the trust during which 
it is not exempt under section 501(a), or 
which ends after the trust has termi-
nated, the limitation shall be based on 
the compensation otherwise paid or ac-
crued by the employer during such tax-
able year of the employer to the em-
ployees who, at any time during the 
one-year period ending on the last day 
of the last calendar month during 
which the trust was exempt under sec-
tion 501(a), were beneficiaries of the 
trust funds accumulated under the 
plan. 
For purposes of this paragraph, ‘‘com-
pensation otherwise paid or accrued’’ 
means all of the compensation paid or 
accrued except that for which a deduc-
tion is allowable under a plan that 
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qualifies under section 401(a), including 
a plan that qualifies under section 
404(a)(2). The limitations under section 
404(a)(3)(A) apply to the total amount 
deductible for contributions to the 
trust regardless of the manner in which 
the funds of the trust are invested, ap-
plied, or distributed, and no other de-
duction is allowable on account of any 
benefits provided by contributions to 
the trust or by the funds thereof. 
Where contributions are paid to two or 
more profit-sharing or stock bonus 
trusts satisfying the conditions for de-
duction under section 404(a)(3)(A), such 
trusts are considered as a single trust 
in applying these limitations. 

(c) The primary limitation on deduc-
tions for a taxable year is 15 percent of 
the compensation otherwise paid or ac-
crued by the employer during such tax-
able year to the employees who are 
beneficiaries under the plan. See para-
graph (b) of this section for rules for 
determining who are the beneficiaries 
under the plan. 

(d) In order that the deductions may 
average 15 percent of compensation 
otherwise paid or accrued over a period 
of years, where contributions in some 
taxable year are less than the primary 
limitation but contributions in some 
succeeding taxable year exceed the pri-
mary limitation, deductions in each 
succeeding year are subject to a sec-
ondary limitation instead of to the pri-
mary limitation. The secondary limita-
tion for any year is equal to the lesser 
of (1) twice the primary limitation for 
the year, or (2) any excess of (i) the ag-
gregate of the primary limitations for 
the year and for all prior years over (ii) 
the aggregate of the deductions al-
lowed or allowable under the limita-
tions provided in section 404(a)(3)(A) 
for all prior years. Since contributions 
paid into a profit-sharing or stock 
bonus trust are deductible under sec-
tion 404(a)(3)(A) only if they are paid 
(or deemed to have been paid under sec-
tion 404(a)(6)) in a taxable year of the 
employer which ends with or within a 
taxable year of the trust for which it is 
exempt under section 501(a), the sec-
ondary limitation described in this 
paragraph is not applicable with re-
spect to determining amounts deduct-
ible for a taxable year of the employer 
which ends with or within a taxable 

year of the trust during which it is not 
exempt under section 501(a), or which 
ends after the trust has terminated. 
See paragraph (e) of this section for 
rules relating to amounts which are de-
ductible in such a taxable year. 

(e) In any case when the contribu-
tions in a taxable year exceed the 
amount allowable as a deduction for 
the year under section 404(a)(3)(A), the 
excess is deductible in succeeding tax-
able years, in order of time, in accord-
ance with the following limitations: 

(1) If the succeeding taxable year 
ends with or within a taxable year of 
the trust for which it is exempt under 
section 501(a), such excess is deductible 
in any such succeeding taxable year in 
which the contributions are less than 
the primary limitation for that year; 
but the total deduction for such suc-
ceeding taxable year cannot exceed the 
lesser of (i) the primary limitation for 
such year, or (ii) the sum of the con-
tributions in such year and the excess 
contributions not deducted under the 
limitations of section 404(a)(3)(A) for 
prior years. 

(2) If the succeeding taxable year 
ends with or within a taxable year of 
the trust during which it is not exempt 
under section 501(a), or if such suc-
ceeding taxable year ends after the 
trust has terminated, the total deduc-
tion for such succeeding taxable year 
cannot exceed the lesser of (i) the pri-
mary limitation for such succeeding 
taxable year, or (ii) the excess con-
tributions not deducted under the limi-
tations of section 404(a)(3)(A) for prior 
years. 

In no case, however, are excess con-
tributions deductible in a succeeding 
taxable year if such contributions were 
not paid (or deemed to have been paid 
under section 404(a)(6)) in a taxable 
year of the employer which ends with 
or within a taxable year of the trust 
for which it is exempt under section 
501(a). 

(f) In case deductions are allowable 
under section 404(a) (1) or (2), as well as 
under section 404(a)(3)(A), the limita-
tions under section 404(a) (1) and (3)(A) 
are determined and applied without 
giving effect to the provisions of sec-
tion 404(a)(7), but the amounts allow-
able as deductions are subject to the 
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further limitations provided in section 
404(a)(7). See § 1.404(a)–13. 

(g) The provisions of section 
404(a)(3)(A) before giving effect to sec-

tion 404(a)(7), may be illustrated as fol-
lows: 

ILLUSTRATION OF PROVISIONS OF SECTION 404(A)(3)(A) FOR A PLAN PUT INTO EFFECT IN THE TAX-
ABLE (CALENDAR) YEAR 1954, BEFORE GIVING EFFECT TO SECTION 404(A)(7) (ALL FIGURES REP-
RESENT THOUSANDS OF DOLLARS AND ALL TAXABLE (CALENDAR) YEARS ARE YEARS WHICH END 
WITH OR WITHIN A TAXABLE YEAR OF THE TRUST FOR WHICH IT IS EXEMPT UNDER SECTION 
501(A)) 

Taxable (calendar) years 

1954 1955 1956 1957 1958 1959 1960 

1. Amount of contributions: 
(i) In taxable year ......................................................................... $65 $10 $15 $100 $70 $40 $30 
(ii) Carried over from prior taxable years .................................... 0 8 0 0 4 5 3 

2. Primary limitation applicable to year: 
15 percent of covered compensation in year 1 ............................ 57 54 51 48 45 42 39 

3. Secondary limitation applicable to year: 
(i) Twice primary limitation ........................................................... .......... .......... .......... 96 90 84 

(ii) (a) Aggregate primary limitations (see item 2) ....................... .......... .......... .......... 210 255 297 
(b) Aggregate prior deductions (see item 4 (iii)) .................. .......... .......... .......... 90 186 255 
(c) Excess of (a) over (b) ..................................................... .......... .......... .......... 120 69 42 

(iii) Lesser of (i) or (ii) .................................................................. .......... .......... .......... 96 69 42 

4. Amount deductible for year on account of: 
(i) Contributions in year ............................................................... 57 10 15 96 69 40 30 
(ii) Contributions carried over ...................................................... 0 8 0 0 0 2 3 

(iii) Total ....................................................................................... 57 18 15 96 69 42 33 
5. Excess contributions carried over to succeeding years. ................ 8 0 0 4 5 3 0 

1 Compensation otherwise paid or accrued during the year to the employees who are beneficiaries of trust funds accumulated 
under the plan in the year. 

[T.D. 6500, 25 FR 11687, Nov. 26, 1960, as amended by T.D. 6534, 26 FR 516, Jan. 20, 1961] 

§ 1.404(a)–10 Profit-sharing plan of an 
affiliated group; application of sec-
tion 404(a)(3)(B). 

(a) Section 404(a)(3)(B) allows a cor-
poration a deduction to the extent pro-
vided in paragraphs (b) and (c) of this 
section for a contribution which it 
makes for another corporation to a 
profit-sharing plan or a stock bonus 
plan under which contributions are de-
termined by reference to profits, pro-
vided the following tests are met: 

(1) The corporation for which the 
contribution is made and the contrib-
uting corporation are members of an 
affiliated group of corporations as de-
fined in section 1504, relating to the fil-
ing of consolidated returns, and both 
such corporations participate in the 
plan. However, it is immaterial wheth-
er all the members of such group par-
ticipate in the plan. 

(2) The corporation for which the 
contribution is made is required under 
the plan to make the contribution, but 

such corporation is prevented from 
making such contribution because it 
has neither current nor accumulated 
earnings or profits, or because its cur-
rent and accumulated earnings or prof-
its are insufficient to make the re-
quired contribution. To the extent that 
such a corporation has any current or 
accumulated earnings or profits, it is 
not considered to be prevented from 
making its required contribution to 
the plan. 

(3) The contribution is made out of 
the current or accumulated earnings or 
profits of the contributing corporation. 

(b) The amount that is deductible 
under section 404(a)(3)(B) is determined 
by applying the rules of section 
404(a)(3)(A) and § 1.404(a)–9 as if the con-
tribution were made by the corporation 
for which it is made. For example, the 
primary limitation described in para-
graph (e) of § 1.404(a)–9 is determined by 
reference to the compensation other-
wise paid or accrued to the employees 
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of the corporation for which the con-
tribution is made, and the secondary 
limitation described in paragraph (d) of 
§ 1.404(a)–9 and the contribution carry-
over described in paragraph (c) of 
§ 1.404(a)–9 are determined by reference 
to the prior contributions and deduc-
tions of such corporation. The contrib-
uting corporation may deduct the 
amount so determined subject to the 
limitations contained in paragraph (c) 
of this section. The contributing cor-
poration shall not treat such amount 
as a contribution made by it in apply-
ing the rules of section 404(a)(3)(A) and 
§ 1.404(a)–9 either for the taxable year 
for which the contribution is made or 
for succeeding taxable years. The cor-
poration for which the contribution is 
made shall treat the contribution as 
having been made by it in applying the 
rules of section 404(a)(3)(A) and 
§ 1.404(a)–9 for succeeding taxable years. 

(c) The allowance of the deduction 
under section 404(a)(3)(B) does not de-
pend upon whether the affiliated group 
does or does not file a consolidated re-
turn. If a consolidated return is filed, it 
is immaterial which of the partici-
pating corporations makes the con-
tribution and takes the deduction or 

how the contribution or the deduction 
is allocated among them. However, if a 
consolidated return is not filed, the 
contribution which is deductible under 
section 404(a)(3)(B) by each contrib-
uting corporation shall be limited to 
that portion of its total current and ac-
cumulated earnings or profits (adjusted 
for its contribution deductible without 
regard to section 404(a)(3)(B)) which the 
prevented contribution bears to the 
total current and accumulated earn-
ings or profits of all the participating 
members of the group having such 
earnings or profits (adjusted for all 
contributions deductible without re-
gard to section 404(a)(3)(B)). For the 
purpose of this section, current earn-
ings or profits shall be computed as of 
the close of the taxable year without 
diminution by reason of any dividends 
during the taxable year, and accumu-
lated earnings or profits shall be com-
puted as of the beginning of the taxable 
year. 

(d) The application of section 
404(a)(3)(B) may be illustrated by the 
following example in which the affili-
ated group does not file a consolidated 
return: 

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) 

A ................ ($10,000) ($140,000) ($150,000) $200,000 1⁄5 $6,000 
B ................ (5,000) 105,000 100,000 300,000 3⁄10 9,000 $9,000 $91,000 6/326× $1,674.85 

................ .................. .................. ................ ........ .............. .............. .............. 91,000 
C ............... 75,000 175,000 250,000 500,000 1⁄2 15,000 15,000 235,000 6/326× 4,325.15 

................ .................. .................. ................ ........ .............. .............. .............. 235,000 

Total ...... 60,000 140,000 200,000 1,000,000 ........ 30,000 24,000 326,000 .............. 6,000.00 

Column: 
(1) Member. 
(2) Earnings and profits of the taxable year. 
(3) Accumulated earnings and profits at beginning of taxable year. 
(4) Total current and accumulated earnings and profits (column 2 plus column 3). 
(5) Compensation of participating employees. 
(6) Contribution formula: 50 percent of consolidated earnings and profits, allocated among participating member in proportion 

of covered payroll of each to covered payroll of consolidated group. 
(7) Individual contribution had it not been prevented. 
(8) Individual contribution made by each employer for its own employees. 
(9) Balance of accumulated earnings and profits (column 4 minus column 8). 
(10) Proportion of make-up contribution. 
(11) Make-up contribution. 

[T.D. 6500, 25 FR 11688, Nov. 26, 1960] 

§ 1.404(a)–11 Trusts created or orga-
nized outside the United States; ap-
plication of section 404(a)(4). 

In order that a trust may constitute 
a qualified trust under section 401(a) 
and be exempt under section 501(a), it 
must be created or organized in the 

United States and maintained at all 
times as a domestic trust. See para-
graph (a) of § 1.401–1. Paragraph (4) of 
section 404(a) provides, however, that 
an employer which is a resident, a cor-
poration, or other entity of the United 
States, making contributions to a for-
eign stock bonus, pension, or profit- 
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sharing trust, shall be allowed deduc-
tions for such contributions, under the 
applicable conditions and within the 
prescribed limits of section 404(a), if 
such foreign trust would qualify for ex-
emption under section 501(a) except for 
the fact that it is a trust created, orga-
nized, or maintained outside the 
United States. Moreover, if a non-
resident alien individual, foreign cor-
poration, or other entity is engaged in 
trade or business within the United 
States and makes contributions to a 
foreign stock bonus, pension, or profit- 
sharing trust, which would qualify 
under section 401(a) and be exempt 
under section 501(a) except that it is 
created, organized, or maintained out-
side the United States, such contribu-
tions are deductible subject to the con-
ditions and limitations of section 404(a) 
and to the extent allowed by section 
873 or 882(c). 

[T.D. 6500, 25 FR 11689, Nov. 26, 1960] 

§ 1.404(a)–12 Contributions of an em-
ployer under a plan that does not 
meet the requirements of section 
401(a); application of section 
404(a)(5). 

(a) In general. Section 404(a)(5) covers 
all cases for which deductions are al-
lowable under section 404(a) (for con-
tributions paid by an employer under a 
stock bonus, pension, profit sharing, or 
annuity plan or for any compensation 
paid on account of any employee under 
a plan deferring the receipt of such 
compensation) but not allowable under 
paragraph (1), (2), (3), (4), or (7) of such 
section. For the rules with respect to 
the taxability of an employee when 
rights under a nonexempt trust become 
substantially vested, see section 402(b) 
and the regulations thereunder. 

(b) Contributions made after August 1, 
1969—(1) In general. A deduction is al-
lowable for a contribution paid after 
August 1, 1969, under section 404(a)(5) 
only in the taxable year of the em-
ployer in which or with which ends the 
taxable year of an employee in which 
an amount attributable to such con-
tribution is includible in his gross in-
come as compensation, and then only 
to the extent allowable under section 
404(a). See § 1.404(a)-1. For example, if 
an employer A contributes $1,000 to the 
account of its employee E for its tax-

able (calendar) year 1977, but the 
amount in the account attributable to 
that contribution is not includible in 
E’s gross income until his taxable (cal-
endar) year 1980 (at which time the in-
cludible amount is $1,150), A’s deduc-
tion for that contribution is $1,000 in 
1980 (if allowable under section 404(a)). 
For purposes of this (1), a contribution 
is considered to be so includible where 
the employee or his beneficiary ex-
cludes it from his gross income under 
section 101(b) or subchapter N. To the 
extent that property of the employer is 
transferred in connection with such a 
contribution, such transfer will con-
stitute a disposition of such property 
by the employer upon which gain or 
loss is recognized, except as provided in 
section 1032 and the regulations there-
under. The amount of gain or loss rec-
ognized from such disposition shall be 
the difference between the value of 
such property used to measure the de-
duction allowable under this section 
and the employer’s adjusted basis in 
such property. 

(2) Special rule for unfunded pensions 
and certain death benefits. If unfunded 
pensions are paid directly to former 
employees, such payments are includ-
ible in their gross income when paid, 
and accordingly, such amounts are de-
ductible under section 404(a)(5) when 
paid. Similarly, if amounts are paid as 
a death benefit to the beneficiaries of 
an employee (for example, by con-
tinuing his salary for a reasonable pe-
riod), and if such amounts meet the re-
quirements of section 162 or 212, such 
amounts are deductible under section 
404(a)(5) in any case when they are not 
includible under the other paragraphs 
of section 404(a). 

(3) Separate accounts for funded plans 
with more than one employee. In the case 
of a funded plan under which more 
than one employee participates, no de-
duction is allowable under section 
404(a)(5) for any contribution unless 
separate accounts are maintained for 
each employee. The requirement of 
separate accounts does not require that 
a separate trust be maintained for each 
employee. However, a separate account 
must be maintained for each employee 
to which employer contributions under 
the plan are allocated, along with any 
income earned thereon. In addition, 
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such accounts must be sufficiently sep-
arate and independent to qualify as 
separate shares under section 663(c). 
Nothing shall preclude a trust which 
loses its exemption under section 501(a) 
from setting up such acounts and meet-
ing the separate account requirement 
of section 404(a)(5) with respect to the 
taxable years in which such accounts 
are set up and maintained. 

(c) Contributions paid on or before Au-
gust 1, 1969. No deduction is allowable 
under section 404(a)(5) for any con-
tribution paid on or before August 1, 
1969, by an employer under a stock 
bonus, pension, profit-sharing, or annu-
ity plan, or for any compensation paid 
on account of any employee under plan 
deferring the receipt of such compensa-
tion, except in the year when paid, and 
then only to the extent allowable 
under section 404(a). See § 1.404(a)–1. If 
payments are made under such a plan 
and the amounts are not deductible 
under the other paragraphs of section 
404(a), they are deductible under sec-
tion 404(a)(5) to the extent that the 
rights of individual employees to, or 
derived from, such employer’s con-
tribution or such compensation are 
nonforfeitable at the time the con-
tribution or compensation is paid. If 
unfunded pensions are paid directly to 
former employees, their rights to such 
payments are nonforfeitable, and ac-
cordingly, such amounts are deductible 
under section 404(a)(5) when paid. Simi-
larly, if amounts are paid as a death 
benefit to the beneficiaries of an em-
ployee (for example, by continuing his 
salary for a reasonable period), and if 
such amounts meet the requirements 
of section 162 or 212, such amounts are 
deductible under section 404(a)(5) in 
any case where they are not deductible 
under the other paragraphs of section 
404(a). As to what constitutes non-
forfeitable rights of an employee in 
other cases, see § 1.402(b)–1(d)(2). If an 
amount is accrued but not paid during 
the taxable year, no deduction is allow-
able for such amount for such year. If 
an amount is paid during the taxable 
year to a trust or under a plan and the 
employee’s rights to such amount are 
forfeitable at the time the amount is 

paid, no deduction is allowable for such 
amount for any taxable year. 

(Secs. 83 and 7805 of the Internal Revenue 
Code of 1954 (83 Stat. 588; 68A Stat. 917; 26 
U.S.C. 83 and 7805)) 

[T.D. 7554, 43 FR 31926, July 24, 1978] 

§ 1.404(a)–13 Contributions of an em-
ployer where deductions are allow-
able under section 404(a) (1) or (2) 
and also under section 404(a)(3); ap-
plication of section 404(a)(7). 

(a) Where deductions are allowable 
under section 404(a) (1) or (2) on ac-
count of contributions under a pension 
or annuity plan and deductions are also 
allowable under section 404(a)(3) for the 
same taxable year on account of con-
tributions to a profit-sharing or stock 
bonus trust, the total deductions under 
these sections are subject to the provi-
sions of section 404(a)(7) unless no em-
ployee who is a beneficiary under the 
trusts or plans for which deductions 
are allowable under section 404(a) (1) or 
(2) is also a beneficiary under the 
trusts for which deductions are allow-
able under section 404(a)(3). The provi-
sions of section 404(a)(7) apply only to 
deductions for overlapping trusts or 
plans, i.e., for all trusts or plans for 
which deductions are allowable under 
section 404(a) (1), (2), or (3) except (1) 
any trust or plan for which deductions 
are allowable under section 404(a) (1) or 
(2) and which does not cover any em-
ployee who is also covered under a 
trust for which deductions are allow-
able under section 404(a) (3), and (2) any 
trust for which deductions are allow-
able under section 404(a)(3) and which 
does not cover any employee who is 
also covered under a trust or plan for 
which deductions are allowable under 
section 404(a) (1) or (2). The limitations 
under section 404(a)(7) for any taxable 
year of the employer are based on the 
compensation otherwise paid or ac-
crued during the year by the employer 
to all employees who, in such year, are 
beneficiaries of the funds accumulated 
under one or more of the overlapping 
trusts or plans. For purposes of the pre-
ceding sentence, if the taxable year of 
the employer with respect to which the 
limitation is being computed ends with 
or within a taxable year of any of the 
overlapping trusts or plans during 
which any such trust is not exempt 
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under section 501(a) or, in the case of a 
plan, during which it does not meet the 
requirements of section 404(a)(2), or if 
such taxable year of the employer ends 
after any such trust or plan has termi-
nated, then, with respect to such trust 
or plan, those employees, and only 
those employees, who, at any time dur-
ing the one-year period ending on the 
last day of the last calendar month 
during which the trust was exempt 
under section 501(a), or the plan met 
the requirements of section 404(a)(2), 
were beneficiaries of the funds accumu-
lated under such trust or plan shall be 
considered the beneficiaries of such 
trust or plan in the taxable year of the 
employer with respect to which the 
limitation is being computed. For pur-
poses of this paragraph, ‘‘compensation 
otherwise paid or accrued’’ means all of 
the compensation paid or accrued ex-
cept that for which a deduction is al-
lowable under a plan that qualifies 
under section 401(a), including a plan 
that qualifies under section 404(a)(2). 

(b) Under section 404(a)(7), any excess 
of the total amount otherwise deduct-
ible for the taxable year under section 
404(a) (1), (2), or (3) as contributions to 
overlapping trusts or plans over 25 per-
cent of the compensation otherwise 
paid or accrued during the year to all 
the employees who are beneficiaries 
under such trusts or plans, is not de-
ductible for such year but is deductible 
for succeeding taxable years, in order 
of time, so that the total deduction for 
contributions to such trusts or plans 
for a succeeding taxable year is equal 
to the lesser of— 

(1) 30 percent of the compensation 
otherwise paid or accrued during the 
taxable year to all the employees who 

are beneficiaries under such trusts or 
plans in the year, or 

(2) The sum of (i) the smaller of (a) 25 
percent of the compensation otherwise 
paid or accrued during the taxable year 
to all employees who are beneficiaries 
under such trusts or plans in the year, 
or (b) the total of the amounts other-
wise deductible under section 404(a) (1), 
(2), or (3) for the year for such trusts or 
plans and (ii) any carryover to the year 
from prior years under section 404(a)(7), 
i.e., any excess otherwise deductible 
under section 404(a) (1), (2), or (3), but 
not deducted for a prior taxable year 
because of the limitations under sec-
tion 404(a)(7). 

(c) The limitations under section 
404(a)(7) are determined and applied 
after all the limitations, deductions 
otherwise allowable, and carryovers 
under section 404(a) (1), (2), and (3) have 
been determined and applied, and, in 
particular, after effect has been given 
to the carryover provision in section 
404(a)(1)(D) and in the second and third 
sentences of section 404(a)(3)(A). Where 
the limitations under section 404(a)(7) 
reduce the total amount deductible, 
the excess deductible in succeeding 
years is treated as a carryover which is 
distinct from, and additional to, any 
excess contributions carried over and 
deductible in succeeding years under 
the provisions in section 404(a)(1)(D) or 
in the third sentence of section 
404(a)(3)(A). The application of the pro-
visions of section 404(a)(7) and the 
treatment of carryovers for a case 
where the taxable years are calendar 
years and the overlapping trusts or 
plans consist of a pension trust and a 
profit-sharing trust put into effect in 
1954 and covering the same employees 
may be illustrated as follows: 

ILLUSTRATION OF APPLICATION OF PROVISIONS OF SECTION 404(A)(7) AND OF TREATMENT OF 
CARRYOVERS FOR OVERLAPPING PENSION AND PROFIT-SHARING TRUSTS PUT INTO EFFECT IN 
1954 AND COVERING THE SAME EMPLOYEES (ALL FIGURES REPRESENT THOUSANDS OF DOLLARS 
AND ALL TAXABLE (CALENDAR) YEARS OF THE EMPLOYER ARE YEARS WHICH END WITH OR WITHIN 
A TAXABLE YEAR OF THE TRUST FOR WHICH IT IS EXEMPT UNDER SECTION 501(A)) 

Taxable calendar years 

1954 1955 1956 1957 

BEFORE GIVING EFFECT TO SECTION 404(a)(7) 
Pension trust contributions and limitations, deductions, and carryovers under section 

404(a)(1): 
1. Contributions paid in year .......................................................................................... $215 $85 $140 $60 
2. Contributions carried over from prior years ............................................................... 0 5 0 20 
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ILLUSTRATION OF APPLICATION OF PROVISIONS OF SECTION 404(A)(7) AND OF TREATMENT OF 
CARRYOVERS FOR OVERLAPPING PENSION AND PROFIT-SHARING TRUSTS PUT INTO EFFECT IN 
1954 AND COVERING THE SAME EMPLOYEES (ALL FIGURES REPRESENT THOUSANDS OF DOLLARS 
AND ALL TAXABLE (CALENDAR) YEARS OF THE EMPLOYER ARE YEARS WHICH END WITH OR WITHIN 
A TAXABLE YEAR OF THE TRUST FOR WHICH IT IS EXEMPT UNDER SECTION 501(A))—Continued 

Taxable calendar years 

1954 1955 1956 1957 

3. Total deductible for year subject to limitation ............................................................ 215 90 140 80 
4. Limitation applicable to year ...................................................................................... 210 175 120 85 
5. Amount deductible for year ....................................................................................... 210 90 120 80 

6. Contributions carried over to succeeding years ........................................................ 5 0 20 0 

Profit-sharing trust contributions and limitations, deductions, and carryovers under sec-
tion 404(a)(3): 

7. Contributions paid in year .......................................................................................... 200 125 105 65 
8. Contributions carried over from prior years ............................................................... 0 35 10 0 

9. Total deductible for year subject to limitation ............................................................ 200 160 115 65 
10. Limitation applicable to year .................................................................................... 165 150 135 1 110 
11. Amount deductible for year ..................................................................................... 165 150 115 65 

12. Contributions carried over to succeeding years ...................................................... 35 10 0 0 

APPLICATION OF SECTION 404(a)(7) 
Totals for pension and profit-sharing trust: 

13. Amount deductible for year under section 404(a)(7): 
(1) 30 percent of compensation covered in year 2 ................................................. (3 ) 300 270 180 
(2) (i) (a) 25 percent of compensation covered in year 2 ....................................... 275 250 225 150 

(b) Total amount otherwise deductible for year: item 5 plus item 11 ............. 375 240 235 145 

(c) Smaller of (a) or (b) ................................................................................... 275 240 225 145 
(ii) Carryover from prior years under section 404(a)(7) ......................................... 0 100 40 10 

(iii) Sum of (i)(c) and (ii) ......................................................................................... 275 340 265 155 
(3) Amount deductible: Lesser of (1) or (2)(iii) ....................................................... 275 300 265 155 

14. Carryover to succeeding years under section 404(a)(7): item 13(2)(ii) plus item 
3(2)(i)(b) minus item 13(3) ................................................................................................ 100 40 10 0 

1 Includes carryover of 20 from 1956. 
2 Compensation otherwise paid or accrued during the year to the employees who are beneficiaries under the trusts in the year. 
3 30 percent limitation not applicable to first year of plan. 

[T.D. 6500, 25 FR 11689, Nov. 26, 1960, as amended by T.D. 6534, 26 FR 517, Jan. 20, 1961] 

§ 1.404(a)–14 Special rules in connec-
tion with the Employee Retirement 
Income Security Act of 1974. 

(a) Purpose of this section. This sec-
tion provides rules for determining the 
deductible limit under section 
404(a)(1)(A) of the Internal Revenue 
Code of 1954 for defined benefit plans. 

(b) Definitions. For purposes of this 
section— 

(1) Section 404(a). The term ‘‘old sec-
tion 404(a)’’ means section 404(a) as in 
effect on September 1, 1974. Any ref-
erence to section 404 without the des-
ignation ‘‘old’’ is a reference to section 
404 as amended by the Employee Re-
tirement Income Security Act of 1974. 

(2) Ten-year amortization base. The 
term ‘‘10-year amortization base’’ 
means either the past service and other 

supplementary pension and annuity 
credits described in section 
404(a)(1)(A)(iii) or any base established 
in accordance with paragraph (g) of 
this section. A plan may have several 
10-year amortization bases to reflect 
different plan amendments, changes in 
actuarial assumptions, changes in 
funding method, and experience gains 
and losses of previous years. 

(3) Limit adjustment. The term ‘‘limit 
adjustment’’ with respect to any 10- 
year amortization base is the lesser 
of— 

(i) The level annual amount nec-
essary to amortize the base over 10 
years using the valuation rate, or 

(ii) The unamortized balance of the 
base, 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00545 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



534 

26 CFR Ch. I (4–1–15 Edition) § 1.404(a)–14 

in each case using absolute values 
(solely for the purpose of determining 
which is the lesser). To compute the 
level amortization amount, the base 
may be divided by the present value of 
an annuity of one dollar, obtained from 
standard annuity tables on the basis of 
a given interest rate (the valuation 
rate) and a known period (the amorti-
zation period). 

(4) Absolute value. The term ‘‘absolute 
value’’ for any number is the value of 
that number, treating negative num-
bers as if they were positive numbers. 
For example, the absolute value of 5 is 
5 and the absolute value of minus 3 is 
3. On the other hand, the true value of 
minus 3 is minus 3. This term is rel-
evant to the computation of the limit 
adjustment described in paragraph 
(b)(3) and the remaining amortization 
period of combined bases described in 
paragraph (i)(3) of this section. 

(5) Valuation rate. The term ‘‘valu-
ation rate’’ means the assumed inter-
est rate used to value plan liabilities. 

(c) Use of plan in determining deduct-
ible limit for employer’s taxable year. Al-
though the deductible limit applies for 
an employer’s taxable year, the deduct-
ible limit is determined on the basis of 
a plan year. If the employer’s taxable 
year coincides with the plan year, the 
deductible limit for the taxable year is 
the deductible limit for the plan year 
that coincides with that year. If the 
employer’s taxable year does not coin-
cide with the plan year, the deductible 
limit under section 404(a)(1)(A) (i), (ii), 
or (iii) for a given taxable year of the 
employer is one of the following alter-
natives: 

(1) The deductible limit determined 
for the plan year commencing within 
the taxable year. 

(2) The deductible limit determined 
for the plan year ending within the 
taxable year, or 

(3) A weighted average of alter-
natives (1) and (2). Such an average 
may be based, for example, upon the 
number of months of each plan year 
falling within the taxable year. 
The employer must use the same alter-
native for each taxable year unless 
consent to change is obtained from the 
Commissioner under section 446 (e). 

(d) Computation of deductible limit for a 
plan year—(1) General rules. The com-

putation of the deductible limit for a 
plan year is based on the funding meth-
ods, actuarial assumptions, and benefit 
structure used for purposes of section 
412, determined without regard to sec-
tion 412(g) (relating to the alternative 
minimum funding standard), for the 
plan year. The method of valuing as-
sets for purposes of section 404 must be 
the same method of valuing assets used 
for purposes of section 412. 

(2) Special adjustments of computations 
under section 412. To apply the rules of 
this section (i.e., rules regarding the 
computation of normal cost with ag-
gregate type funding methods, un-
funded liabilities, and the full funding 
limitation described in paragraph (k) 
of the section, where applicable) with 
respect to a given plan year in com-
puting deductible limits under section 
404 (a)(1)(A), the following adjustments 
must be made: 

(i) There must be excluded from the 
total assets of the plan the amount of 
any plan contribution for a plan year 
for which the plan was qualified under 
section 401(a), 403(a) or 405(a) that has 
not been previously deducted, even 
though that amount may have been 
credited to the funding standard ac-
count under section 412(b)(3). In the 
case of a plan using a spread gain fund-
ing method which maintains an un-
funded liability (e.g., the frozen initial 
liability method, but not the aggregate 
method), the amount described in the 
preceding sentence must be included in 
the unfunded liability of the plan. 

(ii) There must be included in the 
total assets of the plan for a plan year 
the amount of any plan contribution 
that has been deducted with respect to 
a prior plan year, even though that 
amount is considered under section 412 
to be contributed in a plan year subse-
quent to that prior plan year. In the 
case of a plan using a spread gain fund-
ing method which does not maintain an 
unfunded liability, the amount de-
scribed in the preceding sentence must 
be excluded from the unfunded liability 
of the plan. 

The special adjustments described in 
paragraph (d)(2) (i) and (ii) of this sec-
tion apply on a year-by-year basis for 
purposes of section 404(a)(1)(A) only. 
Thus, the adjustments have no effect 
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on the computation of the minimum 
funding requirement under section 412. 

(e) Special computation rules under sec-
tion 404(a)(1)(A)(i)—(1) In general. For 
purposes of determining the deductible 
limit under section 404(a)(1)(A)(i), the 
deductible limit with respect to a plan 
year is the sum of— 

(i) The amount required to satisfy 
the minimum funding standard of sec-
tion 412(a) (determined without regard 
to section 412(g)) for the plan year and 

(ii) An amount equal to the includ-
ible employer contributions. The term 
‘‘includible employer contributions’’ 
means employer contributions which 
were required by section 412 for the 
plan year immediately preceding such 
plan year, and which were not deduct-
ible under section 404(a) for the prior 
taxable year of the employer solely be-
cause they were not contributed during 
the prior taxable year (determine with 
regard to section 404(a)(6)). 

(2) Rule for an employer using alter-
native minimum funding standard ac-
count and computing its deduction under 
section 404(a)(1)(A)(i). This paragraph 
(e)(2) applies if the minimum funding 
requirements for the plan are deter-
mined under the alternative minimum 
funding standard described in section 
412(g) for both the current plan year 
and the immediately preceding plan 
year. In that case, the deductible limit 
under section 404(a)(1)(A)(i) (regarding 
the minimum funding requirement of 
section 412) for the current year is the 
sum of the amount determined under 
the rules of paragraph (e)(1) of this sec-
tion. 

(i) Plus the charge under section 
412(b)(2)(D), and 

(ii) Less the credit under section 
412(b)(3)(D), 
that would be required if in the current 
plan year the use of the alternative 
method were discontinued. 

(f) Special computation rules under sec-
tion 404(a)(1)(A) (ii) and (iii)—(1) In gen-
eral. Subject to the full funding limita-
tion described in paragraph (k) of this 
section, the deductible limit under sec-
tion 404(a)(1)(A)(ii) and (iii) is the nor-
mal cost of the plan (determined in ac-
cordance with paragraph (d) of this sec-
tion). 

(2) Adjustments in calculating limit 
under section 404 (a)(1)(A)(iii). In calcu-

lating the deductible limit under sec-
tion 404(a)(1)(A)(iii), the normal cost of 
the plan is— 

(i) Decreased by the limit adjust-
ments to any unamortized bases re-
quired by paragraph (g) of this section, 
for example, bases that are due to a net 
experience gain, a change in actuarial 
assumptions, a change in funding 
method, or a plan provision or amend-
ment which decreases the accrued li-
ability of the plan, and 

(ii) Increased by the limit adjust-
ments of any unamortized 10-year am-
ortization bases required by paragraph 
(g) or (j) of this section, for example, 
bases that are due to a net experience 
loss, a change in actuarial assump-
tions, a change in funding method, or a 
plan provision or amendment which in-
creases the accrued liability. 

(3) Timing for computations and interest 
adjustments under section 404(a)(1)(A) (ii) 
and (iii). Regardless of the actual time 
when contributions are made to a plan, 
in computing the deductible limit 
under section 404(a)(1)(A) (ii) and (iii) 
the normal cost and limit adjustments 
shall be computed as of the date when 
contributions are assumed to be made 
(‘‘the computation date’’) and adjusted 
for interest at the valuation rate from 
the computation date to the earlier 
of— 

(i) The last day of the plan year used 
to compute the deductible limit for the 
taxable year, or 

(ii) The last day of that taxable year. 
For additional provisions relating to 
the timing of computations and inter-
est adjustments, see paragraph (h)(6) of 
this section (relating to the timing of 
computations and interest adjustments 
in the maintenance of 10-year amorti-
zation bases). For taxable years begin-
ning before April 22, 1981, computations 
under the preceding sentence may, as 
an alternative, be based on prior pub-
lished positions of the Internal Rev-
enue Service under section 404(a). 

(4) Special limit under section 
404(a)(1)(A)(ii). If the deduction for the 
plan year is determined solely on the 
basis of section 404(a)(1)(A)(ii) (that is, 
without regard to clauses (i) or (iii)), 
the special limitation contained in sec-
tion 404(a)(1)(A)(ii), regarding the un-
funded cost with respect to any three 
individuals, applies, notwithstanding 
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the rules contained in paragraphs (d)(2) 
and (f)(1) of this section. 

(g) Establishment of a 10-year amortiza-
tion base—(1) Experience gains and losses. 
In the case of a plan valued by the use 
of a funding method which is an imme-
diate gain type of funding method (and 
therefore separately amortizes rather 
than includes experience gains and 
losses as a part of the normal cost of 
the plan), a 10-year amortization base 
must be established in any plan year 
equal to the net experience gain or loss 
required under section 412 to be deter-
mined with respect to that plan year. 
The base is to be maintained in accord-
ance with paragraph (h) of this section. 
Such a base must not be established if 
the deductible limit is determined by 
use of a funding method which is a 
spread gain type of funding method 
(under which experience gains and 
losses are spread over future periods as 
a part of the plan’s normal cost). Ex-
amples of the immediate gain type of 
funding method are the unit credit 
method, entry age normal cost method, 
and the individual level premium cost 
method. Examples of the spread gain 
type of funding method are the aggre-
gate cost method, frozen initial liabil-
ity cost method, and the attained age 
normal cost method. 

(2) Change in actuarial assumptions. (i) 
If the creation of an amortization base 
is required under the rules of section 
412(b) (2)(B)(v) or (3)(B)(iii) (as applied 
to the funding method used by the 
plan), a 10-year amortization base must 
be established at the time of a change 
in actuarial assumptions used to value 
plan liabilities. The amount of the base 
is the difference between the accrued 
liability calculated on the basis of the 
new assumptions and the accrued li-
ability calculated on the basis of the 
old assumptions. Both computations of 
accrued liability are made as of the 
date of the change in assumptions. 

(ii) A plan using a funding method of 
the spread gain type does not directly 
determine an accrued liability. If a 
plan using such a method is required 
under section 412(b) (2)(B)(v) or 
(3)(B)(iii) to create an amortization 
base, it must establish a base as de-
scribed in paragraph (g)(2)(i) of this 
section for a change in actuarial as-
sumptions by determining an accrued 

liability on the basis of another fund-
ing method (of the immediate gain 
type) that does determine an accrued 
liability. (The aggregate method is an 
example of a funding method that is 
not required under section 412(b) 
(2)(B)(v) or (3)(B)(iii) to create an am-
ortization base.) The funding method 
chosen to determine the accrued liabil-
ity of the plan in these cases must be 
the same method used to establish all 
other 10-year amortization bases main-
tained by the plan, if any. These bases 
must be maintained in accordance with 
paragraph (h) of this section. 

(3) Past service or supplemental credits. 
A 10-year base must be established 
when a plan is established or amended, 
if the creation of an amortizable base 
is required under the rules of section 
412(b)(2)(B) (ii) or (iii), or (b)(3)(B)(i) (as 
applied to the funding method used by 
the plan). The amount of the base is 
the accrued liability arising from, or 
the decrease in accrued liability result-
ing from, the establishment or amend-
ment of the plan. The base must be 
maintained in accordance with para-
graph (h) of this section. 

(4) Change in funding method. If a 
change in funding method results in an 
increase or decrease in an unfunded li-
ability required to be amortized under 
section 412, a 10-year base must be es-
tablished equal to the increase or de-
crease in unfunded liability resulting 
from the change in funding method. 
The base must be maintained in ac-
cordance with paragraph (h) of this sec-
tion. 

(h) Maintenance of 10-year amortiza-
tion base—(1) In general. Each time a 10- 
year amortization base is established, 
whether by a change in funding meth-
od, by plan amendment, by change in 
actuarial assumptions, or by experi-
ence gains and losses, the base must, 
except as provided in paragraph (i) of 
this section, be separately maintained 
in order to determine when the 
unamortized amount of the base is 
zero. The sum of the unamortized bal-
ances of all of the 10-year bases must 
equal the plan’s unfunded liability with 
the adjustments described in paragraph 
(d) of this section, if applicable. When 
the unamortized amount of a base is 
zero, the deductible limit is no longer 
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adjusted to reflect the amortization of 
the base. 

(2) First year’s base. See either para-
graph (g) or paragraph (i) of this sec-
tion for rules applicable with respect to 
the first year of a base. 

(3) Succeeding year’s base. For any 
plan year after the first year of a base, 
the unamortized amount of the base is 
equal to— 

(i) The unamortized amount of the 
base as of the valuation date in the 
prior plan year, plus 

(ii) Interest at the valuation rate 
from the valuation date in the prior 
plan year to the valuation date in the 
current plan year on the amount de-
scribed in subdivision (i), minus 

(iii) The contribution described in 
paragraph (h)(4) of this section with re-
spect to the base for the prior plan 
year. 
The valuation date is the date as of 
which plan liabilities are valued under 
section 412(c)(9). If such a valuation is 
performed less often than annually for 
purposes of section 412, bases must be 
adjusted for purposes of section 404 
each year as of the date on which a sec-
tion 412 valuation would be performed 
were it required on an annual basis. 
See paragraph (b)(3) of this section for 
the definition of valuation rate. 

(4) Contribution allocation with respect 
to each base. A portion of the total con-
tribution for the prior plan year is allo-
cated to each base. Generally, this por-
tion equals the product of— 

(i) The total contribution described 
in paragraph (h)(6) of this section with 
respect to all bases, and 

(ii) The ratio of the amount described 
in paragraph (b)(3)(i) of this section 
with respect to the base to the sum 
(using true rather than absolute val-
ues) of such amounts with respect to 
all remaining bases. 
However, if the result of this computa-
tion with respect to a particular base 
exceeds the amount necessary to amor-
tize such base fully, the smaller 
amount shall be deemed the contribu-
tion made with respect to such base. 
The unallocated excess with respect to 
a now fully amortized base shall be al-
located among the other bases as indi-
cated above. 

(5) Other allocation methods. The Com-
missioner may authorize the use of 

methods other than the method de-
scribed in paragraph (h)(4) of this sec-
tion for allocating contributions to 
bases. 

(6) Total contribution for all bases. The 
contribution with respect to all bases 
for the prior plan year (see paragraph 
(h)(3)(iii) of this section) is the dif-
ference between— 

(i) The sum of (A) the total deduction 
(including a carryover deduction) for 
the prior year, (B) interest on the ac-
tual contributions for the prior year 
(whether or not deductible) at the valu-
ation rate for the period between the 
dates as of which the contributions are 
credited under section 412 and the valu-
ation date in the current plan year, 
and (C) interest on the carryover de-
scribed in section 404(a)(1)(D) that is 
available at the beginning of the prior 
taxable year at the valuation rate for 
the period between the current and 
prior valuation dates, and 

(ii) The normal cost for the prior 
plan year and interest on it at the 
valuation rate from the date as of 
which the normal cost is calculated to 
the current valuation date. 

(7) Effect of failure to contribute normal 
cost plus interest on unamortized 
amounts. The failure to make a con-
tribution at least equal to the sum of 
the normal cost plus interest on the 
unamortized amounts has the following 
effects under the preceding rules of this 
section— 

(i) It does not create a new base. 
(ii) It results in an increase in the 

unamortized amount of each base and 
consequently extends the time before 
the base is fully amortized. 

(iii) The limit adjustment for any 
base is not increased (in absolute 
terms) even if the unamortized amount 
computed under paragraph (h) of this 
section exceeds the initial 10-year am-
ortization base. Thus, if the total 
unamortized amount of the plan’s 
bases at the beginning of the plan year 
is $100,000 (which is also the unfunded 
liability of the plan), and a required 
$50,000 normal cost contribution is not 
made for the plan year, the following 
effects occur. The total unamortized 
balance of the plan’s bases increases by 
the $50,000 normal cost for the year (ad-
justed for interest), plus interest on 
the $100,000 balance of the bases; and, 
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because of that increase, it will take a 
longer period to amortize the remain-
ing balance of the bases. (The annual 
amortization amount does not change.) 

(8) Required adjustment to a 10-year 
base limit adjustment if valuation rate 
changed. If there is a change in the 
valuation rate, the limit adjustment 
for all unamortized 10-year amortiza-
tion bases must be changed, in addition 
to establishing a new base as provided 
in paragraph (g)(2) of this section. The 
new limit adjustment for any base is 
the level amount necessary to amortize 
the unamortized amount of the base 
over the remaining amortization period 
using the new valuation rate. The re-
maining amortization period of the 
base is the number of years at the end 
of which the unamortized amount of 
the base would be zero if the contribu-
tion made with respect to that base 
equaled the limit adjustment each 
year. This calculation of the remaining 
period is made on the basis of the valu-
ation rate used before the change. Both 
the remaining amortization period and 
the revised limit adjustment may be 
determined through the use of standard 
annuity tables. The remaining period 
may be computed in terms of frac-
tional years, or it may be rounded off 
to a full year. The unamortized amount 
of the base as of the valuation date and 
the remaining amortization period of 
that base shall not be changed by any 
change in the valuation rate. 

(i) Combining bases—(1) General meth-
od. For purposes of section 404 only, 
and not for purposes of section 412, dif-
ferent 10-year amortization bases may 
be combined into a single 10-year am-
ortization base if such single base sat-
isfies all of the requirements of para-
graph (i) (2), (3), and (4) of this section 
at the time of the combining of the dif-
ferent bases. 

(2) Unamortized amount. The 
unamortized amount of the single base 
equals the sum, as of the date the com-
bination is made, of the unamortized 
amount of the bases being combined 
(treating negative bases as having neg-
ative unamortized amounts). 

(3) Remaining amortization period. The 
remaining amortization period of the 
single base is equal to (i) the sum of 
the separate products of (A) the 
unamortized amount of each of these 

bases (using absolute values) and (B) 
its remaining amortization period, di-
vided by (ii) the sum of the 
unamortized amounts of each of the 
bases (using absolute values). For pur-
poses of this paragraph (i)(3), the re-
maining amortization period of each 
base being combined is that number of 
years at the end of which the 
unamortized amount of the base would 
be zero if the contribution made with 
respect to that base equaled the limit 
adjustment of that base in each year. 
This number may be determined 
through the use of standard annuity ta-
bles. The remaining amortization pe-
riod described in this paragraph may be 
computed in terms of fractional years, 
or it may be rounded off to a whole 
year. 

(4) Limit adjustment. The limit adjust-
ment for the single base is the level 
amount necessary to amortize the 
unamortized amount of the combined 
base over the remaining amortization 
period described in paragraph (i)(3) of 
this section, using the valuation rate. 
This amount may be determined 
through the use of standard annuity ta-
bles. 

(5) Fresh start alternative. In lieu of 
combining different 10-year amortiza-
tion bases, a plan may replace all exist-
ing bases with one new 10-year amorti-
zation base equal to the unfunded li-
ability of the plan as of the time the 
new base is being established. This un-
funded liability must be determined in 
accordance with the general rules of 
paragraphs (d) and (f) of this section. 
The unamortized amount of the base 
and the limit adjustment for the base 
will be determined as though the base 
were newly established. 

(j) Initial 10-year amortization base for 
existing plan—(1) In general. In the case 
of a plan in existence before the effec-
tive date of section 404(a), the 10-year 
amortization base on the effective date 
of section 404(a) is the sum of all 10 per-
cent bases existing immediately before 
section 404(a) became effective for the 
plan, determined under the rules of old 
section 404(a). 

(2) Limit adjustment. The limit adjust-
ment for the initial base is the lesser of 
the unamortized amount of such base 
or the sum of the amounts determined 
under paragraph (b)(3) of this section 
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using the original balances of the re-
maining bases (under old section 404(a) 
rules) as the amount to be amortized. 

(3) Unamortized amount. The employer 
may choose either to establish a single 
initial base reflecting both all prior 10- 
percent bases and the experience gain 
or loss for the immediately preceding 
actuarial period, or to establish a sepa-
rate base for the prior 10-percent bases 
and another for the experience gain or 
loss for the immediately preceding pe-
riod. If the initial 10-year amortization 
base reflects the net experience gain or 
loss from the immediately preceding 
actuarial period, the unamortized 
amount of the initial base shall equal 
the total unfunded liability on the ef-
fective date of section 404(a) deter-
mined in accordance with the general 
rules of paragraphs (d) and (f) of this 
section. If, however, a separate base 
will be used to reflect that gain or loss, 
the unamortized amount of the initial 
base shall equal such unfunded liability 
on the effective date of section 404(a), 
reduced by the net experience loss or 
increased by the net experience gain 
for the immediately preceding actu-
arial period. In this case, a separate 10- 
year amortization base must be estab-
lished on the effective date equal to 
the net experience gain or loss. Thus, if 
the effective date unfunded liability is 
$100,000 and an experience loss of $15,000 
is recognized on that date, and if the 
loss is to be treated as a separate base, 
the unamortized balances of the two 
bases would be $85,000 and $15,000. If the 
unfunded liability were the same 
$100,000, but a gain of $15,000 instead of 
a loss were recognized on that date, the 
unamortized balances of the two bases 
would be $115,000 and a credit base of 
$15,000. In both cases, if only one 10- 
year base is to be established on the ef-
fective date, its unamortized balance 
would be $100,000 (the unfunded liabil-
ity of the plan). See paragraphs (d) and 
(f) for rules for determining the un-
funded liability of the plan. 

(k) Effect of full funding limit on 10- 
year-amortization bases. The amount de-
ductible under section 404(a)(1)(A) (i), 
(ii), or (iii) for a plan year may not ex-
ceed the full funding limitation for 
that year. See section 412 and para-
graphs (d), (e), and (f) of this section 
for rules to be used in the computation 

of the full funding limitation. If the 
total deductible contribution (includ-
ing carryover) for a plan year equals or 
exceeds the full funding limitation for 
the year, all 10-year amortization bases 
maintained by the plan will be consid-
ered fully amortized, and the deduct-
ible limit for subsequent plan years 
will not be adjusted to reflect the am-
ortization of these bases. 

(l) Transitional rules—(1) Plan years 
beginning before April 22, 1981. In deter-
mining the deductible limit for plan 
years beginning before April 22, 1981, a 
contribution will be deductible under 
section 404(a)(1)(A) if the computation 
of the deductible limit is based on an 
interpretation of section 404(a)(1)(A) 
that is reasonable when considered 
with prior published positions of the 
Internal Revenue Service. A computa-
tion of the deductible limit may satisfy 
the preceding sentence even if it does 
not satisfy the rules contained in para-
graphs (c) through (i) of this section. 

(2) Transitional approaches. The de-
ductible limit determined for the first 
plan year with respect to which a plan 
applies the rules contained in para-
graphs (c) through (i) of this section 
must be computed using one of the fol-
lowing approaches— 

(i) The plan (whether or not in exist-
ence before the effective date of section 
404(a)) may apply the rules of para-
graph (j) for establishing the initial 
base for an existing plan, treating 10- 
year bases (if any) as 10 percent bases 
in adding bases. 

(ii) The plan may apply the fresh 
start alternative for combining bases 
under paragraph (i)(5). 

(iii) The plan may retroactively es-
tablish 10-year amortization bases for 
years with respect to which section 
404(a)(1)(A) and the rules of this section 
would have applied but for the transi-
tion rule contained in paragraph (l)(1) 
of this section. Contributions actually 
deducted are used in retroactively es-
tablishing and maintaining these bases 
under paragraph (h). However, a deduc-
tion already taken shall not be recom-
puted because of the retroactive estab-
lishment of a base. 

(m) Effective date of section 404(a). In 
the case of a plan which was in exist-
ence on January 1, 1974, section 404(a) 
generally applies for contributions on 
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account of taxable years of an em-
ployer ending with or within plan years 
beginning after December 31, 1974. In 
the case of a plan not in existence on 
January 1, 1974, section 404(a) generally 
applies for contributions on account of 
taxable years of an employer ending 
with or within plan years beginning 
after September 4, 1974. See § 1.410(a)– 
2(c) for rules concerning the time of 
plan existence. See also § 1.410(a)–2(d), 
which provides that a plan in existence 
on January 1, 1974, may elect to have 
certain provisions, including the 
amendments to section 404(a) con-
tained in section 1013 of the Employee 
Retirement Income Security Act of 
1974, apply to a plan year beginning 
after September 2, 1974, and before the 
otherwise applicable effective date con-
tained in that section. 

[T.D. 7760, 46 FR 6914, Jan. 22, 1981; 46 FR 
15685, Mar. 9, 1981] 

§ 1.404(b)–1 Method of contribution, 
etc., having the effect of a plan; ef-
fect of section 404(b). 

Section 404(a) is not confined to for-
mal stock bonus, pension, profit- shar-
ing, and annuity plans, or deferred 
compensation plans, but it includes 
any method of contributions or com-
pensation having the effect of a stock 
bonus, pension, profit-sharing, or annu-
ity plan, or similar plan deferring the 
receipt of compensation. Thus, where a 
corporation pays pensions to a retired 
employee or employees or to their 
beneficiaries in such amounts as may 
be determined from time to time by 
the board of directors or responsible of-
ficers of the company, or where a cor-
poration is under an obligation, wheth-
er funded or unfunded, to pay a pension 
or other deferred compensation to an 
employee or his beneficiaries, there is 
a method having the effect of a plan 
deferring the receipt of compensation 
for which deductions are governed by 
section 404(a). If an employer on the ac-
crual basis defers paying any com-
pensation to an employee until a later 
year or years under an arrangement 
having the effect of a stock bonus, pen-
sion, profit-sharing, or annuity plan, or 
similar plan deferring the receipt of 
compensation, he shall not be allowed 
a deduction until the year in which the 
compensation is paid. This provision is 

not intended to cover the case where 
an employer on the accrual basis defers 
payment of compensation after the 
year of accrual merely because of in-
ability to pay such compensation in 
the year of accrual, as, for example, 
where the funds of the company are not 
sufficient to enable payment of the 
compensation without jeopardizing the 
solvency of the company, or where the 
liability accrues in the earlier year, 
but the amount payable cannot be ex-
actly determined until the later year. 

[T.D. 6500, 25 FR 11690, Nov. 26, 1960] 

§ 1.404(b)–1T Method or arrangement 
of contributions, etc., deferring the 
receipt of compensation or pro-
viding for deferred benefits. (Tem-
porary) 

Q–1: As amended by the Tax Reform 
Act of 1984, what does section 404(b) of 
the Internal Revenue Code provide? 

A–1: As amended, section 404(b) clari-
fies that any plan, or method or ar-
rangement, deferring the receipt of 
compensation or providing for deferred 
benefits (other than compensation) is 
to be treated as a plan deferring the re-
ceipt of compensation for purposes of 
section 404 (a) and (d). Accordingly, 
section 404 (a) and (d) (in the case of 
employees and nonemployees; respec-
tively) shall govern the deduction of 
contributions paid or compensation 
paid or incurred with respect to such a 
plan, or method or arrangement. Sec-
tion 404 (a) and (d) requires that such a 
contribution or compensation be paid 
or incurred for purposes of section 162 
or 212 and satisfy the requirements for 
deductibility under either of those sec-
tions. Thus, for example, under section 
404 (a)(5) and (b), if otherwise deduct-
ible under section 162 or 212, a con-
tribution paid or incurred with respect 
to a nonqualified plan, or method or 
arragement, providing for deferred ben-
efits is deductible in the taxable year 
of the employer in which or with which 
ends the taxable year of the employee 
in which the amount attributable to 
the contribution is includible in the 
gross income of the employee (without 
regard to any applicable exclusion 
under Chapter 1, Subtitle A, of the In-
ternal Revenue Code). Section 404 (a) 
and (d) applies to all compensation and 
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benefit plans, or methods or arrange-
ments, however denominated, which 
defer the receipt of any amount of com-
pensation or benefit, including fees or 
other payments. Thus, a limited part-
nership (using the accrual method of 
accounting) may not accrue deductions 
for a fee owed to an unrelated person 
(using the cash method of accounting) 
who performs services for the partner-
ship until the partnership taxable year 
in which or with which ends the tax-
able year of the service provider in 
which the fee is included in income. 
However, notwithstanding the above, 
section 404 does not apply to contribu-
tions paid or accrued with respect to a 
‘‘welfare benefit fund’’ (as defined in 
section 419(e)) after July 18, 1984, in 
taxable years of employers (and 
payors) ending after that date. Also, 
section 463 shall govern the deduction 
of vacation pay by a taxpayer that has 
elected the application of such section. 
For rules relating to the deduction of 
contributions paid or accrued with re-
spect to a welfare benefit fund, see sec-
tion 419, § 1.419–1T and § 1.419A–2T. For 
rules relating to the deduction of vaca-
tion pay for which an election is made 
under section 463, see § 301.9100–16T of 
this chapter and § 1.463–1T. 

Q–2: When does a plan, or method or 
arrangement, defer the receipt of com-
pensation or benefits for purposes of 
section 404 (a), (b), and (d)? 

A–2: (a) For purposes of section 404 
(a), (b), and (d), a plan, or method or 
arrangement, defers the receipt of com-
pensation or benefits to the extent it is 
one under which an employee receives 
compensation or benefits more than a 
brief period of time after the end of the 
employer’s taxable year in which the 
services creating the right to such 
compensation or benefits are per-
formed. The determination of whether 
a plan, or method or arrangement, de-
fers the receipts of compensation or 
benefits is made separately with re-
spect to each employee and each 
amount of compensation or benefit. 
Compensation or benefits received by 
an employee’s spouse or dependent or 
any other person, but taxable to the 
employee, are treated as received by 
the employee for purposes of section 
404. An employee is determined to re-
ceive compensation or benefits within 

or beyond a brief period of time after 
the end of the employer’s taxable year 
under the rules provided in this Q&A. 
For the treatment of expenses with re-
spect to transactions between related 
taxpayers, see section 267. 

(b)(1) A plan, or method or arrange-
ment, shall be presumed to be one de-
ferring the receipt of compensation for 
more than a brief period of time after 
the end of an employer’s taxable year 
to the extent that compensation is re-
ceived after the 15th day of the 3rd cal-
endar month after the end of the em-
ployer’s taxable year in which the re-
lated services are rendered (‘‘the 21⁄2 
month period’’). Thus, for example, sal-
ary under an employment contract or a 
bonus under a year-end bonus declara-
tion is presumed to be paid under a 
plan, or method or arrangement, defer-
ring the receipt of compensation, to 
the extent that the salary or bonus is 
received beyond the applicable 21⁄2 
month period. Further, salary or a 
year-end bonus received beyond the ap-
plicable 21⁄2 month period by one em-
ployee shall be presumed to constitute 
payment under a plan, or method or ar-
rangement, deferring the receipt of 
compensation for such employee even 
though salary or bonus payments to all 
other employees are not similarly 
treated because they are received with-
in the 21⁄2 month period. Benefits are 
‘‘deferred benefits’’ if, assuming the 
benefits were cash compensation, such 
benefits would be considered deferred 
compensation. Thus, a plan, or method 
or arrangement, shall be presumed to 
be one providing for deferred benefits 
to the extent benefits for services are 
received by an employee after the 21⁄2 
month period following the end of the 
employer’s taxable year in which the 
related services are rendered. 

(2) The taxpayer may rebut the pre-
sumption established under the pre-
vious subparagraph with respect to an 
amount of compensation or benefits 
only by setting forth facts and cir-
cumstances the preponderance of which 
demonstrates that it was impracti-
cable, either administratively or eco-
nomically, to avoid the deferral of the 
receipt by an employee of the amount 
of compensation or benefits beyond the 
applicable 21⁄2 month period and that, 
as of the end of the employer’s taxable 
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year such impracticability was unfore-
seeable. For example, the presumption 
may be rebutted with respect to an 
amount of compensation to the extent 
that receipt of such amount is deferred 
beyond the applicable 21⁄2 month period 
(i) either because the funds of the em-
ployer were not sufficient to make the 
payment within the 21⁄2 month period 
without jeopardizing the solvency of 
the employer or because it was not rea-
sonably possible to determine within 
the 21⁄2 month period whether payment 
of such amount was to be made, and (ii) 
the circumstance causing the deferral 
described in (i) was unforeseeable as of 
the close of the employer’s taxable 
year. Thus, the presumption with re-
spect to the receipt of an amount of 
compensation or benefit is not rebutted 
to the extent it was foreseeable, as of 
the end of the employer’s taxable year, 
that the amount would be received 
after the applicable 21⁄2 month period. 
For example, if, as of the end of the 
employer’s taxable year, it is foresee-
able that calculation of a year-end 
bonus to be paid to an employee under 
a given formula will not be completed 
and thus the bonus will not be received 
(and is in fact not received) by the end 
of the applicable 21⁄2 month period, the 
presumption that the bonus is deferred 
compensation is not rebutted. 

(c) A plan, or method or arrange-
ment, shall not be considered as defer-
ring the receipt of compensation or 
benefits for more than a brief period of 
time after the end of the employer’s 
taxable year to the extent that com-
pensation or benefits are received by 
the employee on or before the end of 
the applicable 21⁄2 month period. Thus, 
for example, salary under an employ-
ment contract or a bonus under a year- 
end bonus declaration is not considered 
paid under a plan, or method or ar-
rangement, deferring the receipt of 
compensation to the extent that such 
salary or bonus is received by the em-
ployee on or before the end of the ap-
plicable 21⁄2 month period. 

(d) Solely for purposes of applying 
the rules of paragraphs (b) and (c) of 
this Q&A, in the case of an employer’s 
taxable year ending on or after July 18, 
1984, and on or before March 21, 1986, 
compensation or benefits that relate to 
services rendered in such taxable year 

shall be deemed to have been received 
within the applicable 21⁄2 month period 
if such receipt actually occurs after 
such 21⁄2 month period but on or before 
March 21, 1986. 

Q–3: When does section 404(b), as 
amended by the Tax Reform Act of 
1984, become effective? 

A–3: With the exceptions discussed 
below, section 404(b), as amended, and 
the rules under Q&A–2 are effective 
with respect to amounts paid or in-
curred after July 18, 1984, in taxable 
years of employers (and payors) ending 
after that date. In the case of an ex-
tended vacation pay plan maintained 
pursuant to a collective bargaining 
agreement (a) between employee rep-
resentatives and one or more employ-
ers, and (b) in effect on June 22, 1984, 
section 404(b) is not effective before the 
date on which such collective bar-
gaining agreement terminates (deter-
mined without regard to any extension 
thereof agreed to after June 22, 1984). 
For purposes of the preceding sentence, 
any plan amendment made pursuant to 
a collective bargaining agreement re-
lating to the plan which amends the 
plan solely to conform to any require-
ment added under section 512 of the 
Tax Reform Act of 1984 shall not be 
treated as a termination of such collec-
tive bargaining agreement. For pur-
poses of this section, an ‘‘extended va-
cation pay plan’’ is one under which 
covered employees gradually over a 
specified period of years earn the right 
to additional vacation benefits, no part 
of which, under the terms of the plan, 
can be taken until the end of the speci-
fied period. 

[T.D. 8073, 51 FR 4321, Feb. 4, 1986; 51 FR 7262, 
Mar. 3, 1986; 51 FR 11303, Apr. 2, 1986, as 
amended by T.D. 8435, 57 FR 43896, Sept. 23, 
1992] 

§ 1.404(c)–1 Certain negotiated plans; 
effect of section 404(c). 

(a) Section 404(a) does not apply to 
deductions for contributions paid by an 
employer under a negotiated plan 
which meets the following conditions: 

(1) The contributions under the plan 
are held in trust for the purpose of pay-
ing, either from principal or income or 
both, for the benefit of employees and 
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their families, at least medical or hos-
pital care, and pensions on retirement 
or death of employees; and 

(2) Such plan was established before 
January 1, 1954, as a result of an agree-
ment between employee representa-
tives and the Government of the 
United States during a period of Gov-
ernment operation, under seizure pow-
ers, of a major part of the productive 
facilities of the industry in which such 
employer is engaged. 

If these conditions are met, such con-
tributions shall be deductible under 
section 162, to the extent that they 
constitute ordinary and necessary busi-
ness expenses. 

(b) The term ‘‘as a result of an agree-
ment’’ is intended primarily to cover a 
trust established under the terms of an 
agreement referred to in paragraph 
(a)(2) of this section. It will also in-
clude a trust established under a plan 
of an employer, or group of employers, 
who are in competition with the em-
ployers whose facilities were seized by 
reason of producing the same com-
modity, and who would therefore be ex-
pected to establish such a trust as a 
reasonable measure to maintain a 
sound position in the labor market pro-
ducing the commodity. Thus, for exam-
ple, if a trust was established under 
such an agreement in the bituminous 
coal industry, a similar trust estab-
lished about the same time in the an-
thracite coal industry would be covered 
by this provision. 

(c) If any such trust becomes quali-
fied for exemption under section 501(a), 
the deductibility of contributions by 
an employer to such trust on or after 
the date of such qualification would no 
longer be governed by section 404(c), 
even though the trust may later lose 
its exemption under section 501(a). 

[T.D. 6500, 25 FR 11690, Nov. 26, 1960] 

§ 1.404(d)–1T Questions and answers 
relating to deductibility of deferred 
compensation and deferred benefits 
for independent contractors. (Tem-
porary) 

Q–1: How does the amendment of sec-
tion 404(b) by the Tax Reform Act of 
1984 affect the deduction of contribu-
tions or compensation under section 
404(d)? 

A–1: As amended by the Tax Reform 
Act of 1984, section 404(b) clarifies that 
section 404(d) shall govern the deduc-
tion of contributions paid and com-
pensation paid or incurred by a payor 
under a plan, or method or arrange-
ment, deferring the receipt of com-
pensation or providing for deferred ben-
efits for service providers with respect 
to which there is no employer-em-
ployee relationship. In such a case, sec-
tion 404 (a) and (b) and the regulations 
thereunder apply as if the person pro-
viding the services were the employee 
and the person to whom the services 
are provided were the employer. Sec-
tion 404(a) requires that such a con-
tribution or compensation be paid or 
incurred for purposes of section 162 or 
212 and satisfy the requirements for de-
ductibility under either of those sec-
tions. However, notwithstanding the 
above, section 404 does not apply to 
contributions paid or accrued with re-
spect to a ‘‘welfare benefit fund’’ (as 
defined in section 419(e)) after June 18, 
1984, in taxable years of employers (and 
payors) ending after that date. Also, 
section 463 shall govern the deduction 
of vacation pay by a taxpayer that has 
elected under such section. For rules 
relating to the deduction of contribu-
tions paid or accrued with respect to a 
welfare benefit fund, see section 419, 
§ 1.419–1T and § 1.419A–2T. For rules re-
lating to the deduction of vacation pay 
for which an election is made under 
section 463, see § 301.9100–16T of this 
chapter and § 1.463–1T. 

[T.D. 8073, 51 FR 4322, Feb. 4, 1986, as amend-
ed by T.D. 8435, 57 FR 43896, Sept. 23, 1992] 

§ 1.404(e)–1 Contributions on behalf of 
a self-employed individual to or 
under a pension, annuity, or profit- 
sharing plan meeting the require-
ments of section 401; application of 
section 404(a) (8), (9), and (10) and 
section 404 (e) and (f). 

(a) In general. (1) The Self-Employed 
Individuals Tax Retirement Act of 1962 
(76 Stat. 809) permits certain self-em-
ployed individuals to be treated as em-
ployees for purposes of pension, annu-
ity, and profit-sharing plans included 
in paragraph (1), (2), or (3) of section 
404(a). Therefore, for taxable years of 
an employer beginning after December 
31, 1962, employer contributions to 
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qualified plans on behalf of self-em-
ployed individuals are deductible under 
section 404 subject to the limitations of 
paragraphs (b) and (c) of this section. 

(2) In the case of contributions to 
qualified plans on behalf of self-em-
ployed individuals, the amount deduct-
ible differs from the amount allowed as 
a deduction. In general, the amount de-
ductible is 10 percent of the earned in-
come derived by the self-employed in-
dividual from the trade or business 
with respect to which the plan is estab-
lished, or $2,500, whichever is the less-
er. This is the amount referred to in 
section 401 when reference is made to 
the amounts which may be deducted 
under section 404 or the amount of con-
tributions deductible under section 404. 
Thus, this is the amount taken into 
consideration in determining whether 
contributions under the plan are dis-
criminatory. The amount allowed as a 
deduction with respect to contribu-
tions on behalf of a self-employed indi-
vidual is one-half of the amount de-
ductible. The amount allowed as a de-
duction is relevant only for purposes of 
determining the amount an employer 
may deduct from gross income. 

(b) Determination of the amount de-
ductible. (1) If a plan covers employees, 
some of whom are self-employed indi-
viduals, the determination of the 
amount deductible is made on the basis 
of independent consideration of the 
common-law employees and of the self- 
employed individuals. See subpara-
graphs (2) and (3) of this paragraph. For 
purposes of determining the amount 
deductible with respect to contribu-
tions on behalf of a self-employed indi-
vidual, such contributions shall be con-
sidered to satisfy the conditions of sec-
tion 162 (relating to trade or business 
expenses) or 212 (relating to expenses 
for the production of income), but only 
to the extent that such contributions 
do not exceed the earned income of 
such individual derived from the trade 
or business with respect to which the 
plan is established. However, the por-
tion of such contribution, if any, at-
tributable to the purchase of life, acci-
dent, health, or other insurance protec-
tion shall be considered payment of a 
personal expense which does not satisfy 
the requirements of section 162 or 212. 
See paragraph (f) of this section. For 

the additional rules applicable where 
contributions are made by more than 
one employer on behalf of a self-em-
ployed individual, see paragraph (d) of 
this section. 

(2) If contributions are made to a 
plan included in section 404(a) (1), (2), 
or (3) on behalf of employees, some of 
whom are self-employed individuals, 
the amount deductible with respect to 
contributions on behalf of the common- 
law employees covered under the plan 
shall be determined as if such employ-
ees were the only employees for whom 
contributions and benefits are provided 
under the plan. Accordingly, for pur-
poses of such determination, the per-
centage of compensation limitations of 
section 404(a) (1), (3), and (7) are appli-
cable only with respect to the com-
pensation otherwise paid or accrued 
during the taxable year by the em-
ployer to the common-law employees. 
Similarly, the costs referred to in sec-
tion 404(a)(1) (B) and (C) shall be the 
costs of funding the benefits of the 
common-law employees. Also, the pro-
visions of section 404(a)(1)(D), (3), and 
(7), relating to certain carryover deduc-
tions, shall be applicable only to 
amounts contributed, or to the 
amounts deductible, on behalf of such 
employees. 

(3) If contributions are made to a 
plan included in section 404(a) (1), (2), 
or (3) on behalf of individuals some or 
all of whom are self-employed individ-
uals, the amount deductible in any tax-
able year with respect to contributions 
on behalf of such individuals shall be 
determined as follows: 

(i) The provisions of section 404(a) (1), 
(2), (3), and (7) shall be applied as if 
such individuals were the only partici-
pants for whom contributions and ben-
efits are provided under the plan. Thus, 
the costs referred to in such provisions 
shall be the costs of funding the bene-
fits of the self-employed individuals. If 
such costs are less than an amount 
equal to the amount determined under 
subdivision (iii) of this subparagraph, 
the maximum amount deductible with 
respect to such individuals shall be the 
costs of their benefits. 

(ii) The provisions of section 
404(a)(1)(D), the second and third sen-
tences of section 404(a)(3)(A), and the 
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second sentence of section 404(a)(7), re-
lating to certain carryover deductions, 
are not applicable to contributions on 
behalf of self-employed individuals. 
Contributions on behalf of self-em-
ployed individuals are deductible, if at 
all, only in the taxable year in which 
the contribution is paid or deemed paid 
under section 404(a)(6). 

(iii) The amount deductible for the 
taxable year of the employer with re-
spect to contributions on behalf of a 
self-employed individual shall not ex-
ceed the lesser of $2,500 or 10 percent of 
the earned income derived by such in-
dividual for such taxable year from the 
trade or business with respect to which 
the plan is established. 

(iv) If a self-employed individual re-
ceives in any taxable year earned in-
come with respect to which deductions 
are allowable to two or more employ-
ers, the aggregate amounts deductible 
shall not exceed the lesser of $2,500 or 
10 percent of such earned income. See 
paragraph (d) of this section. 

(c) Special limitation on the amount al-
lowed as a deduction for self-employed in-
dividuals. The amount allowed as a de-
duction under section 404(a) (1), (2), (3), 
and (7) in any taxable year with respect 
to contributions made on behalf of a 
self-employed individual shall be an 
amount equal to one-half of the 
amount deductible with respect to such 
contributions under paragraph (b)(3) of 
this section. However, for purposes of 
section 401, the amount which may be 
deducted, or the amount deductible, 
under section 404 with respect to con-
tributions made on behalf of self-em-
ployed individuals shall be determined 
without regard to the special limita-
tion of this paragraph. 

(d) Rules applicable where contributions 
are made by more than one employer on 
behalf of a self-employed individual. (1) 
Under paragraph (b)(3)(iv) of this sec-
tion, if a self-employed individual re-
ceives in any taxable year earned in-
come with respect to which deductions 
are allowable to two or more employ-
ers, the aggregate amounts deductible 
shall not exceed the lesser of $2,500 or 
10 percent of such earned income. This 
limitation does not apply to contribu-
tions made under a plan on behalf of an 
employee who is not self-employed in 
the trade or business with respect to 

which the plan is established, even 
though such employee may be covered 
as a self-employed individual under a 
plan or plans established by other 
trades or businesses. 

(2) In any case in which the applica-
tion of subparagraph (1) of this para-
graph reduces the amount otherwise 
deductible, the amount deductible by 
each employer shall be that amount 
which bears the same ratio to the ag-
gregate amount deductible with re-
spect to all trades or businesses (as de-
termined in subparagraph (1) of this 
paragraph) as the earned income de-
rived from that employer bears to the 
aggregate of the earned income derived 
from all of the trades or businesses 
with respect to which plans are estab-
lished. The amount allowed as a deduc-
tion to each employer is one-half of the 
amount determined (in accordance 
with the preceding sentence) to be de-
ductible by such employer. 

(e) Partner’s distributive share of con-
tributions and deductions. For purposes 
of sections 702(a)(8) and 704, a partner’s 
distributive share of contributions on 
behalf of self-employed individuals 
under a qualified pension, annuity, or 
profit-sharing plan is the contribution 
made on his behalf, and his distributive 
share of deductions allowed the part-
nership under section 404 for contribu-
tions on behalf of self-employed indi-
viduals is that portion of the deduction 
which is attributable to contributions 
made on his behalf under the plan. The 
contribution on behalf of a partner and 
the deduction with respect thereto 
must be accounted for separately by 
such partner, for his taxable year with 
or within which the partnership’s tax-
able year ends, as an item described in 
section 702(a)(8). 

(f) Contributions allocable to insurance 
protection. For purposes of determining 
the amount deductible with respect to 
contributions on behalf of a self-em-
ployed individual, amounts allocable to 
the purchase of life, accident, health, 
or other insurance protection shall not 
be taken into account. Such amounts 
are neither deductible nor considered 
as contributions for purposes of deter-
mining the maximum amount of con-
tributions that may be made on behalf 
of an owner-employee. The amount of a 
contribution allocable to insurance 
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shall be an amount equal to a reason-
able net premium cost, as determined 
by the Commissioner, for such amount 
of insurance for the appropriate period. 
See paragraph (b)(5) of § 1.72–16. 

(g) Rules applicable to loans. For pur-
poses of section 404, any amount paid, 
directly or indirectly, by an owner-em-
ployee in repayment of any loan which 
under section 72(m)(4)(B) was treated 
as an amount received from a qualified 
trust or plan shall be treated as a con-
tribution to such trust or under such 
plan on behalf of such owner-employee. 

(h) Definitions. For purposes of sec-
tion 404 and the regulations there-
under— 

(1) The term ‘‘employee’’ includes an 
employee as defined in section 401(c)(1) 
and paragraph (b) of § 1.401–10, and the 
term ‘‘employer’’ means the person 
treated as the employer of such indi-
vidual under section 401(c)(4); 

(2) The term ‘‘owner-employee’’ 
means an owner-employee as defined in 
section 401(c)(3) and paragraph (d) of 
§ 1.401–10; 

(3) The term ‘‘earned income’’ means 
earned income as defined in section 
401(c)(2) and paragraph (c) of § 1.401–10; 
and 

(4) The term ‘‘compensation’’ when 
used with respect to an individual who 
is an employee described in subpara-
graph (1) of this paragraph shall be 
considered to be a reference to the 
earned income of such individual de-
rived from the trade or business with 
respect to which the plan is estab-
lished. 

(i) Years to which this section applies. 
This section applies to taxable years of 
employers beginning before January 1, 
1974. For taxable years beginning after 
December 31, 1973, see § 1.404(e)–1A. 

[T.D. 6673, 28 FR 10145, Sept. 17, 1963; as 
amended by T.D. 7636, 44 FR 47056, Aug. 10, 
1979] 

§ 1.404(e)–1A Contributions on behalf 
of a self-employed individual to or 
under a qualified pension, annuity, 
or profit-sharing plan. 

(a) In general. This section provides 
rules relating to employer contribu-
tions to qualified plans on behalf of 
self-employed individuals described in 
subsections (a) (8) and (9), (e), and (f) of 
section 404. Unless otherwise specifi-

cally provided, this section applies to 
taxable years of an employer beginning 
after December 31, 1973. See section 
1.404(e)–1 for rules relating to plans for 
self-employed individuals for taxable 
years beginning before January 1, 1974. 
Paragraph (b) of this section provides 
general rules of deductibility, para-
graph (c) provides rules relating to de-
fined contribution plans, paragraph (d) 
provides rules relating to defined ben-
efit plans, paragraph (e) provides rules 
relating to combinations of plans, 
paragraph (f) provides rules for part-
nerships, paragraph (g) provides rules 
for insurance, paragraph (h) provides 
rules for loans, and paragraph (i) pro-
vides definitions. 

(b) Determination of the amount de-
ductible. (1) If a defined contribution 
plan covers employees, some of whom 
are self-employed individuals, the de-
termination of the amount deductible 
is made on the basis of independent 
consideration of the common-law em-
ployees and of the self-employed indi-
viduals. See subparagraphs (2) and (3) 
of this paragraph. For purposes of de-
termining the amount deductible with 
respect to contributions on behalf of a 
self-employed individual, such con-
tributions shall be considered to sat-
isfy the conditions of section 162 (relat-
ing to trade or business expenses) or 
212 (relating to expenses for the pro-
duction of income), but only to the ex-
tent that such contributions do not ex-
ceed the earned income of such indi-
vidual derived from the trade or busi-
ness with respect to which the plan is 
established. However, the portion of 
such contribution, if any, attributable 
to the purchase of life, accident, 
health, or other insurance protection 
shall be considered payment of a per-
sonal expense which does not satisfy 
the requirements of section 162 or 212. 
See paragraph (g) of this section. 

(2)(i) If contributions are made on be-
half of employees, some of whom are 
self-employed individuals, to a defined 
contribution plan described in section 
414(i) and included in section 404(a) (1), 
(2), or (3), the amount deductible with 
respect to contributions on behalf of 
the common-law employees covered 
under the plan shall be determined as if 
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such employees were the only employ-
ees for whom contributions and bene-
fits are provided under the plan. Ac-
cordingly, for purposes of such deter-
mination, the percentage of compensa-
tion limitations of section 404(a) (3) 
and (7) are applicable only with respect 
to the compensation otherwise paid or 
accrued during the taxable year by the 
employer with respect to the common- 
law employees. Similarly, the costs re-
ferred to in section 404(a)(1) (A) and (B) 
shall be the costs of funding the bene-
fits of the common-law employees. 
Also, the provisions of section 
404(a)(1)(D), (3), and (7), relating to cer-
tain carryover deductions, shall be ap-
plicable only to amounts contributed 
or to the amounts deductible on behalf 
of such employees. 

(ii) The amount deductible, by reason 
of contributions on behalf of employees 
to a defined benefit plan, shall be de-
termined without regard to the self- 
employed or common law status of 
each employee. 

(3)(i) If contributions are made on be-
half of individuals, some or all of whom 
are self-employed individuals, to a de-
fined contribution plan described in 
section 414(i) and included in section 
404(a) (1), (2), or (3), the amount deduct-
ible in any taxable year with respect to 
contributions on behalf of such individ-
uals shall be determined as follows: 

(A) The provisions of section 404(a) 
(1), (2), (3), and (7) shall be applied as if 
such individuals were the only partici-
pants for whom contributions and ben-
efits are provided under the plan. Thus, 
the costs referred to in such provisions 
shall be the costs of funding the bene-
fits of the self-employed individuals. If 
such costs are less than an amount 
equal to the amount determined under 
paragraph (c) of this section, the max-
imum amount deductible with respect 
to such individuals shall be the cost of 
their benefits. 

(B) The provisions of section 404(a) 
(1), (D), the third sentence of section 
404(a) (3), (A), and the second sentence 
of section 404(a)(7), relating to certain 
carryover deductions are applicable to 
contributions on behalf of self-em-
ployed individuals made in taxable 
years of an employer beginning after 
December 31, 1975. 

(C) For any employer taxable year in 
applying the 15 percent limit on de-
ductible contributions set forth section 
in 404(a)(3) and the 25 percent limit in 
section 404(a)(7) for any taxable year of 
the employer, the amount deductible 
under section 404(e)(4) and paragraph 
(c)(4) of this section (relating to the 
minimum deduction of $750 or 100 per-
cent of earned income) shall be sub-
stituted for such limits with respect to 
the self-employed individuals on whose 
behalf contributions are deductible 
under section 404(e)(4) for the taxable 
year of the employer. In addition, al-
though the limitations of section 415 
are applicable to the plan for plan 
years beginning after December 31, 
1975, the defined contribution com-
pensation limitation described in sec-
tion 415(c)(1)(B) shall not be less than 
the amount deductible under section 
404(e)(4) and paragraph (c)(4) of this 
section with respect to any self-em-
ployed individual for the taxable year 
of the employer wnding with or within 
the limitation year. The special rule in 
the second sentence of paragraph (3)(A) 
of section 404(a) is not applicable in de-
termining the amounts deductible on 
behalf of self-employed individuals. 

(ii) The limitations of this subpara-
graph are not applicable to a defined 
benefit plan for self-employed individ-
uals. 

(c) Defined contribution plans. (1) 
Under section 404(e)(1) in the case of a 
defined contribution plan, as defined in 
section 414(i), the amount deductible 
for the taxable year of the employer 
with respect to contributions on behalf 
of a self-employed individual shall not 
exceed the lesser of $7,500 or 15 percent 
of the earned income derived by such 
individual for such taxable year from 
the trade or business with respect to 
which the plan is established. 

(2) Under section 404(e)(2)(A) if a self- 
employed individual receives in any 
taxable year earned income with re-
spect to which deductions are allow-
able to two or more employers under 
two or more defined contribution plans 
the aggregate amounts deductible shall 
not exceed the lesser of $7,500 or 15 per-
cent of such earned income. This limi-
tation does not apply to contributions 
made under a plan on behalf of an em-
ployee who is not self-employed in the 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00559 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



548 

26 CFR Ch. I (4–1–15 Edition) § 1.404(e)–1A 

trade or business with respect to which 
the plan is established. 

(3) Under section 404(e)(2)(B) in any 
case in which the applicable limitation 
of subparagraph (2) of this paragraph 
reduces the amount otherwise deduct-
ible with respect to contributions on 
behalf of any employee within the 
meaning of section 401(c)(1), the 
amount deductible by each employer 
for such employee shall be that amount 
which bears the same ratio to the ag-
gregate amount deductible for such 
employee with respect to all trades or 
businesses (as determined in subpara-
graph (1) of this paragraph) as his 
earned income derived from the em-
ployer bears to the aggregate of his 
earned income derived from all of the 
trades or businesses with respect to 
which plans are established. 

Under section 404(e)(4), notwith-
standing the provisions of subpara-
graphs (1) and (2) of this paragraph, the 
limitations on the amount deductible 
for the taxable year of the employer 
with respect to contributions on behalf 
of a self-employed individual shall not 
be less than the lesser of $750 or 100 per-
cent of the earned income derived by 
such individual for such taxable year 
from the trade or business with respect 
to which the plan is established. If such 
individual receives in any taxable year 
earned income with respect to which 
deductions are allowable to two or 
more employers, 100 percent of such 
earned income shall be taken into ac-
count for purposes of the limitations 
determined under this subparagraph. 
This subparagraph does not apply to 
any taxable year beginning after De-
cember 31, 1975, to any employee whose 
adjusted gross income for that taxable 
year is greater than $15,000. In applying 
the preceding sentence, the adjusted 
gross income of an employee for a tax-
able year is determined separately for 
each individual, without regard to any 
community property laws, and without 
regard to the deduction allowable 
under section 404(a). 

(d) Defined benefit plans. In the case 
of a defined benefit plan, as defined in 
section 401(j), the special limitations 
provided by section 404(e) and para-
graph (c) of this section do not apply. 
See section 401(j) for requirements ap-
plicable to defined benefit plans. 

(e) Combination of plans. For special 
rules applied if a self-employed indi-
vidual in any taxable year is a 
paraticipant in both a defined benefit 
plan and a defined contribution plan, 
see section 401(j) and the regulations 
thereunder. 

(f) Partner’s distributive share of con-
tributions and deductions. (1) For pur-
poses of sections 702(a)(8) and 704 in the 
case of a defined contribution plan, a 
partner’s distributive share of con-
tributions on behalf of self-employed 
individuals under such a plan is the 
contribution made on his behalf, and 
his distributive share of deductions al-
lowed the partnership under section 404 
for contributions on behalf of a self- 
employed individual is that portion of 
the deduction which is attributable to 
contributions made on his behalf under 
the plan. The contribution on behalf of 
a partner and the deduction with re-
spect thereto must be accounted for 
separately by such partner, for his tax-
able year with or within which the 
partnership’s taxable year ends, as an 
item described in section 702(a)(8). 

(2) In the case of a defined benefit 
plan, a partner’s distributive share of 
contributions on behalf of self-em-
ployed individuals and his distributive 
share of deductions allowed the part-
nership under section 404 for such con-
tributions is determined in the same 
manner as his distributive share of 
partnership taxable income. See sec-
tion 704, relating to the determination 
of the distributive share and the regu-
lations thereunder. 

(g) Contributions allocable to insurance 
protection. Under Section 404(e)(3), for 
purposes of determining the amount 
deductible with respect to contribu-
tions on behalf of a self-employed indi-
vidual, amounts allocable to the pur-
chase of life, accident, health, or other 
insurance protection shall not be taken 
into account. Such amounts are nei-
ther deductible nor considered as con-
tributions for purposes of determining 
the maximum amount of contributions 
that may be made on behalf of an 
owner-employee. The amount of a con-
tribution allocable to insurance shall 
be an amount equal to a reasonable net 
premium cost, as determined by the 
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Commissioner, for such amount of in-
surance for the appropriate period. See 
paragraph (b)(5) of § 1.72–16. 

(h) Rules applicable to loans. Under 
section 404(f), for purposes of section 
404, any amount paid, directly or indi-
rectly, by an owner-employee in repay-
ment of any loan which under section 
72(m)(4)(B) was treated as an amount 
received from a qualified trust or plan 
shall be treated as a contribution to 
such trust or under such plan on behalf 
of such owner-employee. 

(i) Definitions. Under section 404(a)(8), 
for purposes of section 404 and the reg-
ulations thereunder— 

(1) The term ‘‘employee’’ includes an 
employee as defined in section 401(c)(1) 
and the term ‘‘employer’’ means the 
person treated as the employer of such 
individual under section 401(c)(4); 

(2) The term ‘‘owner-employee’’ 
means an owner-employee as defined in 
section 401(c)(3); 

(3) The term ‘‘earned income’’ means 
earned income as defined in section 
401(c)(2); and 

(4) The term ‘‘compensation’’ when 
used with respect to an individual who 
is an employee described in subpara-
graph (1) of this paragraph shall be 
considered to be a reference to the 
earned income of such individual de-
rived from the trade or business with 
respect to which the plan is estab-
lished. 

[T.D. 7636, 44 FR 47056, Aug. 10, 1979] 

§ 1.404(g)–1 Deduction of employer li-
ability payments. 

(a) General rule. Employer liability 
payments shall be treated as contribu-
tions to a stock bonus, pension, profit- 
sharing, or annuity plan to which sec-
tion 404 applies. Such payments that 
satisfy the limitations of this section 
shall be deductible under section 404 
when paid without regard to any other 
limitations in section 404. 

(b) Employer liability payments. For 
purposes of this section, employer li-
ability payments mean: 

(1) Any payment to the Pension Ben-
efit Guaranty Corporation (PBGC) for 
termination or withdrawal liability 
imposed under section 4062 (without re-
gard to section 4062(b)(2)), 4063, or 4064 
of the Employee Retirement Insurance 
Security Act of 1974 (ERISA). Any bond 

or escrow payment furnished under sec-
tion 4063 of ERISA shall not be consid-
ered as a payment of liability until ap-
plied against the liability of the em-
ployer. 

(2) Any payment to a non-multiem-
ployer plan pursuant to a commitment 
to the PBGC made in accordance with 
PBGC Determination of Plan Suffi-
ciency and Termination of Sufficient 
Plans. See PBGC regulations, 29 CFR 
2617.13(b) for rules concerning these 
commitments. Such payments shall 
not exceed an amount necessary to pro-
vide for, and used to fund, the benefits 
guaranteed under section 4022 of 
ERISA. 

(3) Any payment to a multiemployer 
plan for withdrawal liability imposed 
under part 1 of subtitle E of title IV of 
ERISA. Any bond or escrow payment 
furnished under such part shall not be 
considered as a payment of liability 
until applied against the liability of 
the employer. 

(c) Limitations, etc.—(1) Permissible ex-
penses. A payment shall be deductible 
under section 404(g) and this section 
only if the payment satisfies the condi-
tions of section 162 or section 212. Pay-
ments made by an entity which is lia-
ble for such payments because it is a 
member of a commonly controlled 
group of corporations, or trades or 
businesses, within the meaning of sec-
tion 414 (b) or (c), shall not fail to sat-
isfy such conditions merely because 
the entity did not directly employ par-
ticipants in the plan with respect to 
which the liability payments were 
made. 

(2) Qualified plan. A payment shall be 
deductible under section 404(g) and this 
section only if the payment is made in 
a taxable year of the employer ending 
within or with a taxable year of the 
trust for which the trust is exempt 
under section 501(a). For purposes of 
this paragraph, the payment timing 
rules of section 404(a)(6) shall apply. 

(3) Full funding limitation. (i) If the 
employer liability payment is to a 
plan, the total amount deductible for 
such payment and for other plan con-
tributions may not exceed an amount 
equal to the full funding limitation as 
defined in section 412(c)(7) for the tax-
able year with respect to which the 
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contributions are deemed made under 
section 404. 

(ii) If the total contributions to the 
plan for the taxable year including the 
employer liability payment exceed the 
amount equal to this full funding limi-
tation, the employer liability payment 
shall be deductible first. 

(iii) Any amount paid in a taxable 
year in excess of the amount deductible 
in such year under the full funding lim-
itation shall be treated as a liability 
payment and be deductible in the suc-
ceeding taxable years in order of time 
to the extent of the difference between 
the employer liability payments made 
in each succeeding year and the max-
imum amount deductible for such year 
under the full funding limitation. 

(4) Maximum deduction allowable under 
section 404. The amount deductible 
under section 404 is limited to the high-
er of the maximum amount deductible 
by the employer under section 404(a) or 
the amount otherwise deductible under 
section 404(g). If the contributions are 
to a plan to which more than one em-
ployer contributes, this limit shall 
apply to each employer separately 
rather than all employers in the aggre-
gate. Thus, each employer may deduct 
the greater of its allocable share of the 
deduction determined under sections 
404(a) and 413(b)(7) or 413(c)(6) or its al-
locable share of the amount deductible 
under section 404(g). However, pursuant 
to the rule in subdivision (ii) of sub-
paragraph (3), in determining each em-
ployer’s allocable share under section 
404(a), the total amount deductible 
under section 404(a) by all employers 
shall not exceed the difference between 
the full funding limitation and the 
total amount deductible by all employ-
ers under section 404(g). 

(5) Example. The provisions of this 
paragraph may be illustrated by the 
following example: 

Example. In the 1983 taxable year, Em-
ployer A makes a withdrawal liability pay-
ment of $700,000 to multiemployer Plan X to 
which Employer A and Employer B are re-
quired to contribute. Employer A’s allocable 
share of the deduction allowable under sec-
tions 404(a) and 413(b)(7) in the 1983 taxable 
year is $600,000. Employer B’s allocable share 
of the deduction allowable under section 
404(a) and 413(b)(7) in the 1983 taxable year is 
$400,000. 

The full funding limitation for the 1983 
taxable year is $1,000,000. Based on paragraph 
(c)(4) of this section, Employer A may deduct 
$700,000, the amount of the withdrawal liabil-
ity payment. However, the deduction of Em-
ployer B is limited to $300,000, the difference 
between the full funding limitation and the 
amount deductible under section 404(g). 

(d) Effective date, etc.—(1) General rule. 
This section is effective for employer 
payments made after September 25, 
1980. 

(2) Transitional rule. For employer 
payments made before September 26, 
1980, for purposes of section 404, any 
amount paid by an employer under sec-
tion 4062, 4063, or 4064 of the Employee 
Retirement Income Security Act of 
1974 shall be treated as a contribution 
to which section 404 applies by such 
employer to or under a stock bonus, 
pension, profit-sharing, or annuity 
plan. 

[T.D. 8085, 51 FR 16297, May 2, 1986] 

§ 1.404(k)–1T Questions and answers 
relating to the deductibility of cer-
tain dividend distributions. (Tem-
porary) 

Q–1: What does section 404(k) pro-
vide? 

A–1: Section 404(k) allows a corpora-
tion a deduction for dividends actually 
paid in accordance with section 
404(k)(2) with respect to stock of such 
corporation held by an employee stock 
ownership plan (as defined in section 
4975(e)(7)) maintained by the corpora-
tion (or by any other corporation that 
is a member of a ‘‘controlled group of 
corporations’’ within the meaning of 
section 409(l)(4) that includes the cor-
poration), but only if such dividends 
may be immediately distributed under 
the terms of the plan and all of the ap-
plicable qualification and distribution 
rules. The deduction is allowed under 
section 404(k) for the taxable year of 
the corporation during which the divi-
dends are received by the participants. 

Q–2: Is the deductibility of dividends 
paid to plan participants under section 
404(k) affected by a plan provision 
which permits participants to elect to 
receive or not receive payment of divi-
dends? 

A–2: No. Dividends actually paid in 
cash to plan participants in accordance 
with section 404(k) are deductible 
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under section 404(k) despite such an 
election provision. 

Q–3: Are dividends paid in cash di-
rectly to plan participants by the cor-
poration and dividends paid to the plan 
and then distributed in cash to plan 
participants under section 404(k) treat-
ed as distributions under the plan hold-
ing stock to which the dividends relate 
for purposes of sections 72, 401 and 402? 

A–3: Generally, yes. However, a de-
ductible dividend under section 404(k) 
is treated for purposes of section 72 as 
paid under a contract separate from 
any other contract that is part of the 
plan. Thus, a deductible dividend is 
treated as a plan distribution and as 
paid under a separate contract pro-
viding only for payment of deductible 
dividends. Therefore, a deductible divi-
dend under section 404(k) is a taxable 
plan distribution even though an em-
ployee has unrecovered employee con-
tributions or basis in the plan. 

[T.D. 8073, 51 FR 4322, Feb. 4, 1986] 

§ 1.404(k)–3 Disallowance of deduction 
for reacquisition payments. 

Q–1: Are payments to reacquire stock 
held by an ESOP applicable dividends 
that are deductible under section 
404(k)(1)? 

A–1: (a) Payments to reacquire stock 
held by an ESOP, including reacquisi-
tion payments that are used to make 
benefit distributions to participants or 
beneficiaries, are not deductible under 
section 404(k) because— 

(1) Those payments do not constitute 
applicable dividends under section 
404(k)(2); and 

(2) The treatment of those payments 
as applicable dividends would con-
stitute, in substance, an avoidance or 
evasion of taxation within the meaning 
of section 404(k)(5). 

(b) See also § 1.162(k)–1 concerning 
the disallowance of deductions for 
amounts paid or incurred by a corpora-
tion in connection with the reacquisi-
tion of its stock from an ESOP. 

Q–2: What is the effective date of this 
section? 

A–2: This section applies with respect 
to payments to reacquire stock that 
are made on or after August 30, 2006. 

[T.D. 9282, 71 FR 51474, Aug. 30, 2006] 

§ 1.405–1 Qualified bond purchase 
plans. 

(a) Introduction. Section 405 relates to 
the requirements for qualification of, 
and the tax treatment of funds contrib-
uted to, retirement plans of an em-
ployer for the benefit of his employees 
which are funded through the purchase 
of United States retirement plan 
bonds. Such bonds may be purchased 
under a qualified bond purchase plan 
described in section 405(a) and para-
graph (b) of this section. The qualified 
bond purchase plan is an alternative 
method of providing some of the de-
ferred compensation benefits provided 
by plans described in section 401. In ad-
dition, retirement bonds may be pur-
chased under a qualified pension or 
profit-sharing plan described in section 
401. A qualified bond purchase plan or a 
qualified pension or profit-sharing plan 
under which retirement bonds are pur-
chased may cover only common-law 
employees, self-employed individuals, 
or both. A qualified bond purchase plan 
may be established after December 31, 
1962, and retirement bonds may be pur-
chased by a qualified pension or profit- 
sharing plan after December 31, 1962. 
For the terms and conditions of the re-
tirement bonds, see section 405(b) and 
Treasury Department Circular, Public 
Debt Series—No. 1–63. 

(b) Qualified bond purchase plans. (1) 
A qualified bond purchase plan is a 
definite written program and arrange-
ment which is communicated to the 
employees and established and main-
tained by an employer solely to pur-
chase for and distribute to his employ-
ees or their beneficiaries retirement 
bonds. These bonds must be purchased 
in the name of the employee on whose 
behalf the contributions are made. The 
plan must be a permanent plan which 
meets the requirements of section 
401(a) (3), (4), (5), (6), (7), (8), (16), and 
(19), and, if applicable, the require-
ments of section 401(a) (9) and (10) and 
of section 401(d) (other than paragraphs 
(1), (5)(B), (8), (16), and (19)). The rules 
set forth in the regulations relating to 
those provisions shall be applicable to 
qualified bond purchase plans. 

(2) A qualified bond purchase plan 
must provide that an employee’s right 
to the proceeds of a bond purchased in 
his name are nonforfeitable and will in 
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no event inure to the benefit of the em-
ployer or be reallocated in any manner. 

(c) Benefits under a qualified bond pur-
chase plan. (1) Except as provided in 
subparagraph (2) of this paragraph, a 
qualified bond purchase plan must con-
form to the definition of a pension plan 
in paragraph (b)(1)(i) of § 1.401–1, or the 
definition of a profit-sharing plan in 
paragraph (b)(1)(ii) of § 1.401–1. For ex-
ample, if the qualified bond purchase 
plan is a profit-sharing plan, the plan 
must include the definite allocation 
formula described in paragraph 
(b)(1)(ii) of § 1.401–1. In addition, if such 
a profit-sharing plan covers any owner- 
employee, the plan must also include 
the definite contribution formula de-
scribed in section 401(d)(2)(B). 

(2)(i) Under a qualified bond purchase 
plan, the bonds may be distributed to 
the employees at any time, and the 
plan need not prohibit the distribution 
or redemption of the bonds until the 
retirement of the employee. Accord-
ingly, even though a qualified bond 
purchase plan is designed as a pension 
plan, it need not provide systemati-
cally for the payment of definitely de-
terminable benefits. However, provi-
sions for distribution must apply in a 
nondiscriminatory manner. 

(ii) A qualified bond purchase plan 
which is designed as a pension plan 
may not contain a formula for con-
tributions or benefits which might re-
quire the reallocation of amounts to an 
employee’s credit or which might pro-
vide for the reversion of any amounts 
to the employer. 

(d) Contributions under a qualified 
bond purchase plan. (1) The retirement 
bonds will be issued in the denomina-
tions of $50, $100, $500, and $1,000. 
Therefore, the contribution otherwise 
called for under the plan may not coin-
cide with an amount that can be in-
vested in retirement bonds. Accord-
ingly, the plan must provide that the 
contributions on behalf of an indi-
vidual employee for any year shall be 
rounded to the nearest multiple of $50. 

(2) Since the employee’s rights to any 
bonds purchased for him under a quali-
fied bond purchase plan must be non-
forfeitable, a qualified bond purchase 
plan must, in order to conform to the 
requirements of section 401(a)(4) with 
respect to the early termination of the 

plan, restrict the contributions on be-
half of any employee to the amount 
which could be allocated to him under 
paragraph (c) of § 1.401–4. 

(e) Definitions. For purposes of this 
section and §§ 1.405–2 and 1.405–3— 

(1) The term ‘‘employee’’ includes an 
employee as defined in section 401(c)(1) 
and paragraph (b) of § 1.401–10, and the 
term ‘‘employer’’ means the person 
treated as the employer of such indi-
vidual under section 401(c)(4); 

(2) The term ‘‘owner-employee’’ 
means an owner-employee as defined in 
section 401(c)(3) and paragraph (d) of 
§ 1.401–10; 

(3) The term ‘‘earned income’’ means 
earned income as defined in section 
401(c)(2) and paragraph (c) of § 1.401–10; 
and 

(4) The term ‘‘retirement bond’’ 
means a United States Retirement 
Plan Bond, as described in section 
405(b) and Treasury Department Cir-
cular, Public Debt Series—No. 1–63. 

[T.D. 6675, 28 FR 10131, Sept. 17, 1963, as 
amended by T.D. 7748, 46 FR 1697, Jan. 7, 1981] 

§ 1.405–2 Deduction of contributions to 
qualified bond purchase plans. 

(a) In general. An employer shall be 
allowed a deduction for contributions 
paid to or under a qualified bond pur-
chase plan in the same manner and to 
the same extent as if such contribu-
tions were made to a trust described in 
section 401(a) which is exempt from tax 
under section 501(a). A deduction will 
be allowed only for the taxable year in 
which the contributions are paid, or 
treated as paid, except as provided by 
section 404(a) (1), (3), and (7). For pur-
poses of the deduction, a contribution 
is paid at the time the application for 
the bond is made and the full purchase 
price paid. 

(b) Rules for applying section 404. If a 
qualified bond purchase plan is de-
signed as a pension plan as defined in 
paragraph (b)(1)(i) of § 1.401–1, the limi-
tations of section 404 applicable to 
qualified pension trusts shall apply. 
See §§ 1.404(a)–3 through 1.404(a)–7. 
Similarly, if a qualified bond purchase 
plan is designed as a profit-sharing 
plan as defined in paragraph (b)(1)(ii) of 
§ 1.401–1, the limitations of section 404 
applicable to qualified profit-sharing 
trusts shall apply. See §§ 1.404(a)–9 and 
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1.404(a)–10. In addition, if a qualified 
bond purchase plan designed as a pen-
sion plan covers some or all of the em-
ployees who are covered by a qualified 
profit-sharing plan established and 
maintained by the same employer, or if 
a qualified bond purchase plan which is 
designed as a profit-sharing plan covers 
some or all the employees who are also 
covered by a qualified pension or annu-
ity plan established and maintained by 
the same employer, section 404(a)(7) is 
applicable. See § 1.404(a)–(13). Further-
more, if a qualified bond purchase plan 
covers employees some or all of whom 
are employees within the meaning of 
section 401(c)(1), the provisions of sec-
tion 404(a) (8), (9), and (10) and 404(e) 
shall also apply. 

(c) Accrual method taxpayers. In the 
case of a taxpayer using the accrual 
method of accounting, a contribution 
to a qualified bond purchase plan will 
be deemed paid on the last day of the 
year of accrual if— 

(1) During the taxable year of accrual 
the taxpayer incurs a liability to make 
the contribution, the amount of which 
is accruable under section 461 for such 
taxable year, and 

(2) Payment is in fact made no later 
than the time prescribed by the law for 
filing the return for the taxable year of 
accrual (including extensions thereof). 

[T.D. 6675, 28 FR 10131, Sept. 17, 1963] 

§ 1.405–3 Taxation of retirement bonds. 
(a) In general. (1) As in the case of 

employer contributions under a quali-
fied pension, annuity, profit-sharing, or 
stock bonus plan, employer contribu-
tions on behalf of his common-law em-
ployees under a qualified bond pur-
chase plan are not includible in the 
gross income of the employees when 
made, and employer contributions on 
behalf of self-employed individuals are 
deductible as provided in section 405(c) 
and § 1.405–2. Further, an employee or 
his beneficiary does not realize gross 
income upon the receipt of a retire-
ment bond pursuant to a qualified bond 
purchase plan or from a trust described 
in section 401(a) which is exempt from 
tax under section 501(a). Upon redemp-
tion of such a bond, ordinary income 
will be realized to the extent the pro-
ceeds thereof exceed the basis (deter-
mined in accordance with paragraph (b) 

of this section) of the bond. The pro-
ceeds of a retirement bond are not enti-
tled to the special tax treatment of 
section 72(n) and § 1.72–18. 

(2) In the event a retirement bond is 
surrendered for partial redemption and 
reissuance of the remainder, the person 
surrendering the bond shall be taxable 
on the proceeds received to the extent 
such proceeds exceed the basis in the 
portion redeemed. In such case, the 
basis shall be determined (in accord-
ance with paragraph (b) of this section) 
as if the portion redeemed and the por-
tion reissued had been issued as sepa-
rate bonds. 

(3) In the event a retirement bond is 
redeemed after the death of the reg-
istered owner, the amount taxable (as 
determined in accordance with sub-
paragraph (1) of this paragraph) is in-
come in respect of a decedent under 
section 691. 

(4) The provisions of section 402(a)(2) 
are not applicable to a retirement 
bond. In general, section 402(a)(2) pro-
vides for capital gains treatment of 
certain distributions from a qualified 
trust which constitute the total dis-
tributions payable with respect to any 
employee. The proceeds of a retirement 
bond received upon redemption will not 
be entitled to such capital gain treat-
ment even though the bond is received 
as a part of, or as the whole of, such a 
total distribution. Nor will such a bond 
be taken into consideration in deter-
mining whether the distribution rep-
resents the total amount payable by 
the trust with respect to an employee. 
Thus, a distribution by a qualified 
trust may constitute a total distribu-
tion payable with respect to an em-
ployee for purposes of section 402(a)(2) 
even though the trust retains retire-
ment bonds registered in the name of 
such employee. 

(b) Basis. (1) This paragraph is appli-
cable in determining the basis of any 
retirement bond distributed pursuant 
to a qualified bond purchase plan or 
distributed by a trust qualifying under 
section 401. In the case of such a bond 
purchased for an individual at the time 
he is a common-law employee, the 
basis is that portion of the purchase 
price attributable to employee con-
tributions. In the case of such a bond 
purchased for an individual at the time 
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he is a self-employed individual, the 
basis shall be determined under sub-
paragraph (3) of this paragraph. 

(2) At the time a retirement bond is 
purchased, there shall be indicated on 
the application for the retirement bond 
whether the individual for whom the 
retirement bond is purchased is a com-
mon-law employee or a self-employed 
individual, and in the case of common- 
law employees the amount of the pur-
chase price, if any, attributable to the 
employee’s contribution. The answers 
to these questions will appear on the 
retirement bond, and when the retire-
ment bond is purchased for a common- 
law employee, the basis for the retire-
ment bond is presumed to be the 
amount of the purchase price which the 
retirement bond indicates was contrib-
uted by the employee. 

(3)(i) Except as provided in subdivi-
sion (ii) of this subparagraph, for pur-
poses of determining the basis of re-
tirement bonds purchased for an indi-
vidual while he was a self-employed in-
dividual, all such bonds redeemed dur-
ing a taxable year shall be considered 
in the aggregate as a single retirement 
bond. The basis of such retirement 
bonds shall be the difference between 
the aggregate of their face amounts 
and the lesser of: 

(A)1 One-half the aggregate of their 
face amounts, or 

(B) The aggregate of the unused 
amounts allowed as a deduction at the 
end of the taxable year (as determined 
in subparagraph (4) of this paragraph). 

(ii) The basis of a retirement bond 
purchased for a self-employed indi-
vidual which is redeemed after his 
death is the amount determined by 
multiplying the face amount of such 
retirement bond by a fraction— 

(A) The numerator of which is the ag-
gregate of the face amounts of all the 
bonds registered in the individual’s 
name at his death which were pur-
chased while he was a self-employed in-
dividual reduced by the aggregate of 
the unused amounts allowed as a de-
duction at his death (as determined in 
subparagraph (4) of this paragraph), 
and 

(B) The denominator of which is the 
aggregate of the face amounts of all 
such bonds. 

(4)(i) In the case of retirement bonds 
purchased under a qualified bond pur-
chase plan, the aggregate of the unused 
amounts allowed as a deduction at the 
end of any taxable year shall be an 
amount equal to the total of the 
amounts allowable for such taxable 
year, and the amounts allowed in all 
prior taxable years, as a deduction 
under section 405(c) for contributions 
used to purchase retirement bonds for 
the registered owner while he was a 
self-employed individual, reduced by an 
amount equal to the portion of the face 
amounts of such retirement bonds re-
deemed in prior taxable years which 
were included in the registered owner’s 
gross income. 

(ii) In the case of retirement bonds 
purchased by a trust described in sec-
tion 401(a) and exempt under section 
501(a), there shall be allocated to the 
retirement bond the deduction under 
section 404 attributable to the con-
tributions used to purchase the retire-
ment bond. The amount so allocated 
shall be treated in the same manner as 
the deduction allowed under section 
405(c) for purposes of computing the 
unused amounts allowed as a deduction 
under subdivision (i) of this subpara-
graph. Further, the amount so allo-
cated shall not be included in the in-
vestment in the contract for purposes 
of section 72 in determining the portion 
of the other assets distributed by the 
trust included in gross income. 

(5) The application of the rule of sub-
paragraphs (3) and (4) of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. B, a self-employed individual, 
adopts a qualified bond purchase plan in 1963. 
During 1963 the plan purchased $2,000 worth 
of retirement bonds in his name. As a result 
of overestimating his income for 1963, only 
$400 was allowed B as a deduction pursuant 
to section 405(c). In 1964, prior to B’s retire-
ment in June of that year, the plan pur-
chased a $500 retirement bond in B’s name 
for which a deduction was allowable pursu-
ant to section 405(c) in the amount of $250. B 
redeemed a retirement bond with a face 
amount of $500 in September of 1964 and an-
other with a face amount of $500 in October 
of 1964. Of the proceeds received in 1964 from 
the redemption of the bonds, $1,000 plus in-
terest, B shall exclude from his gross income 
$500 (face amount of the retirement bonds, 
$1,000, less $500, one-half of the face amount, 
the latter being less than the aggregate of 
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the unused amounts allowed as a deduction, 
$250 allowable for the taxable year in which 
the bonds were redeemed plus $400, the un-
used amounts allowed in prior taxable years, 
or $650). The aggregate of the unused 
amounts allowed as a deduction shall be re-
duced by the amount so excluded 
($650¥$500=$150). During the following year, 
B redeems another retirement bond with a 
face amount of $500. Of the proceeds received 
from the redemption of such retirement 
bond, $500 plus interest, B shall exclude from 
his gross income $350 (face amount of the re-
tirement bonds, $500, less $150, the aggregate 
of the unused amounts allowed as a deduc-
tion, the latter being less than one-half of 
the face amount of the bond, $250). The ag-
gregate of the unused amounts allowed as a 
deduction is reduced to zero ($150¥$150=0). 
Upon redemption of the remaining retire-
ment bonds registered in B’s name, B shall 
exclude from his gross income with respect 
to such proceeds an amount equal to the face 
amounts of the bonds redeemed. 

Example 2. C, a self-employed individual, 
participated in a qualified bond purchase 
plan during the years 1963 through 1966. The 
plan purchased in his name retirement bonds 
in the aggregate of $10,000. C deducted $4,000 
from his gross income for the four years 
($1,000 for each year) with respect to the pur-
chase of such retirement bonds. C retired in 
December of 1966 and during the following 
year redeemed one retirement bond with a 
face amount of $1,000. C excluded from his 
gross income $500 of the proceeds of the 
bond. C died without redeeming any of the 
remaining retirement bonds registered in his 
name. The basis of each remaining retire-
ment bond shall be determined by multi-
plying the face amount of each retirement 
bond by $5,500÷$9,000. The numerator is the 
aggregate of the face amounts registered in 
C’s name (as a self-employed individual) at 
his death, $9,000, reduced by the aggregate of 
the unused amounts allowed as a deduction 
at his death, $3,500 (amounts allowed as a de-
duction under section 405(c), $4,000, reduced 
by the portion of the face amount of the re-
tirement bond redeemed by C which was in-
cluded in C’s gross income, $500), or $5,500. 
The denominator is the face amount of the 
retirement bonds registered in his name as a 
self-employed individual at his death, $9,000. 

[T.D. 6675, 28 FR 10131, Sept. 17, 1963] 

§ 1.406–1 Treatment of certain employ-
ees of foreign subsidiaries as em-
ployees of the domestic corpora-
tion. 

(a) Scope—(1) General rule. For pur-
poses of applying the rules in part 1 of 
subchapter D of chapter 1 of subtitle A 
of the Code and the regulations there-
under with respect to a pension, profit- 

sharing, or stock bonus plan described 
in section 401(a), an annuity plan de-
scribed in section 403(a), or a bond pur-
chase plan described in section 405(a), 
of a domestic corporation, an indi-
vidual who is a citizen of the United 
States and who is an employee of a for-
eign subsidiary (as defined in section 
3121(1)(8) and the regulations there-
under) of such domestic corporation 
shall be treated as an employee of such 
domestic corporation if the require-
ments of paragraph (b) of this section 
are satisfied. 

(2) Cross-references. For rules relating 
to nondiscrimination requirements and 
the determination of compensation, see 
paragraph (c) of this section. For rules 
under which termination of the status 
of an individual as an employe of the 
domestic corporation in certain in-
stances will not be considered as sepa-
ration from service for certain pur-
poses, see paragraph (d) of this section. 
For rules regarding deductibility of 
contribution, see paragraph (e) of this 
section. For rules regarding treatment 
of such individual as an employee of 
the domestic corporation under related 
provisions, see paragraph (f) of this sec-
tion. 

(b) Application of this section—(1) Re-
quirements. This section shall apply and 
the employee of the foreign subsidiary 
shall be treated as an employee of do-
mestic corporation for the purposes set 
forth in paragraph (a)(1) of this section 
only if each of the following require-
ments is satisfied: 

(i) The domestic corporation must 
have entered into an agreement under 
section 3121(l) to provide social secu-
rity coverage which applies to the for-
eign subsidiary of which such indi-
vidual is an employee and which has 
not been terminated under section 
3121(l)(3) or (4). 

(ii) The plan, referred to in paragraph 
(a)(1) of this section, must expressly 
provide for contributions or benefits 
for individuals who are citizens of the 
United States and who are employees 
of one or more of its foreign subsidi-
aries to which an agreement entered 
into by such domestic corporation 
under section 3121(l) applies. The plan 
must apply to all of the foreign subsidi-
aries to which such agreement applies. 
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(iii) Contributions under a funded 
plan of deferred compensation (whether 
or not a plan described in section 
401(a), 403(a), or 405(a)) must not be pro-
vided by any other person with respect 
to the remuneration paid to such indi-
vidual by the foreign subsidiary. 

(2) Supplementary rules. Subparagraph 
(l)(ii) of this paragraph does not modify 
the requirements for qualification of a 
plan described in section 401(a), 403(a), 
or 405(a) and the regulations there-
under. It is not necessary that the plan 
provide benefits or contributions for all 
United States citizens who are employ-
ees of such foreign subsidiaries. If the 
plan is amended to cover individuals 
who are employees by reason of para-
graph (a)(1) of this section, the plan 
will not qualify unless it meets the 
coverage requirements of section 
410(b)(1) (section 401(a)(3), as in effect 
on September 1, 1974, for plan years to 
which section 410 does not apply; see 
§ 1.410(a)–2 for the effective dates of sec-
tion 401) and the nondiscrimination re-
quirements of section 401(a)(4). In addi-
tion, the administrative rules con-
tained in § 1.401(a)–3(e) (relating to the 
determination of the contributions or 
benefits provided by the employer 
under the Social Security Act) will 
also apply for purposes of determining 
whether the plan meets the require-
ments of section 401. For purposes of 
subparagraph (1)(iii) of this paragraph, 
contributions will not be considered as 
provided under a funded plan merely 
because the foreign subsidiary is re-
quired under the laws of the foreign ju-
risdiction to pay social insurance taxes 
or to make similar payments with re-
spect to the wages paid to the em-
ployee. 

(c) Special rules—(1) Nondiscrimination 
requirements. For purposes of applying 
sections 401(a)(4) and 410(b)(1)(B) (sec-
tion 401(a)(3)(B), as in effect on Sep-
tember 1, 1974, for plan years to which 
section 410 does not apply) and the reg-
ulations thereunder (relating to non-
discrimination concerning benefits and 
contributions and coverage of employ-
ees) with respect to an employee of the 
foreign subsidiary who is treated as an 
employee of the domestic corporation 
under paragraph (a)(1) of this section— 

(i) If the employee is an officer, 
shareholder, or (with respect to plan 

years to which section 410 does not 
apply) person whose principal duties 
consist in supervising the work of 
other employees of the foreign sub-
sidiary of the domestic corporation, he 
shall be treated as having such capac-
ity with respect to the domestic cor-
poration; and 

(ii) The determination as to whether 
the employee is a highly compensated 
employee shall be made by comparing 
his total compensation (determined 
under subparagraph (2) of this para-
graph) with the compensation of all the 
employees of the domestic corporation 
(including individuals treated as em-
ployees of the domestic corporation 
pursuant to section 406 and this sec-
tion). 

(2) Determination of compensation. For 
purposes of applying section 401(a)(5) 
and the regulations thereunder, relat-
ing to classifications that will not be 
considered discriminatory, with re-
spect to an employee of the foreign 
subsidiary who is treated as an em-
ployee of the domestic corporation 
under paragraph (a)(1) of this section— 

(i) The total compensation of the em-
ployee shall be the remuneration of the 
employee from the foreign subsidiary 
(including any allowances that are paid 
to the employee because of his employ-
ment in a foreign country) which would 
constitute his total compensation if his 
services had been performed for the do-
mestic corporation; 

(ii) The basic or regular rate of com-
pensation of the employee shall be de-
termined for the employee in the same 
manner as it is determined under sec-
tion 401 for other employees of the do-
mestic corporation; and 

(iii) The amount paid by the domes-
tic corporation which is equivalent to 
the tax imposed with respect to the 
employee by section 3101 (relating to 
the tax on employees under the Federal 
Insurance Contributions Act) shall be 
treated as having been paid by the em-
ployee and shall be included in his 
compensation. 

(d) Termination of status as deemed em-
ployee not to be treated as separation 
from service for purposes of capital gain 
provisions and limitation of tax. For pur-
poses of applying the rules, relating to 
the treatment of certain distributions 
which are made after an employee’s 
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separation from service, set forth in 
section 72(n) as in effect on September 
1, 1974 (with respect to taxable years 
ending after December 31, 1969, and to 
which section 402(e) does not apply), 
and in sections 402(a)(2) and (e) and 
403(a)(2) with respect to distributions 
or payments made after December 31, 
1973, and in taxable years beginning 
after December 31, 1973) with respect to 
an employee of a foreign subsidiary 
who is treated as an employee of a do-
mestic corporation under paragraph 
(a)(1) of this section, the employee 
shall not be considered as separated 
from the service of the domestic cor-
poration solely by reason of the occur-
rence of any one or more of the fol-
lowing events: 

(1) The termination, under the provi-
sions of section 3121(l), of the agree-
ment entered into by the domestic cor-
poration under that section which cov-
ers the employment of the employee; 

(2) The employee’s becoming an em-
ployee of another foreign subsidiary of 
the domestic corporation with respect 
to which such agreement does not 
apply, 

(3) The employee’s ceasing to be an 
employee of the foreign subsidiary by 
reason of which employment he was 
treated as an employee of such domes-
tic corporation, if he becomes an em-
ployee of another corporation con-
trolled by such domestic corporation; 
or 

(4) The termination of the provision 
of the plan described in paragraph 
(b)(1)(ii) of this section, for coverage of 
United States citizens who are employ-
ees of foreign subsidiaries covered by 
an agreement under section 3121(l). 
For purposes of subparagraph (3) of this 
paragraph, a corporation is considered 
to be controlled by a domestic corpora-
tion if such domestic corporation owns 
directly or indirectly more than 50 per-
cent of the voting stock of the corpora-
tion. 

(e) Deductibility of contributions—(1) In 
general. For purposes of applying sec-
tions 404 and 405(c) with respect to the 
deduction for contributions made to or 
under a pension, profit-sharing, or 
stock bonus plan described in section 
401(a), an annuity plan described in sec-
tion 403(a), or a bond purchase plan de-
scribed in section 405(a), by a domestic 

corporation, or by another corporation 
which is entitled to deduct its con-
tributions under section 404(a)(3)(B), on 
behalf of an employee of a foreign sub-
sidiary treated as an employee of the 
domestic corporation under paragraph 
(a)(1) of this section— 

(i) Except as provided in subdivision 
(ii) of this subparagraph, no deduction 
shall be allowed to such domestic cor-
poration or to any other corporation 
which would otherwise be entitled to 
deduct its contributions on behalf of 
such employee under one of such sec-
tions; 

(ii) There shall be allowed as a deduc-
tion from the gross income of the for-
eign subsidiary which is effectively 
connected with the conduct of a trade 
or business within the United States 
(within the meaning of section 882 and 
the regulations thereunder) an amount 
which is allocable and apportionable to 
such gross income under the rules of 
§ 1.861–8 and which in no event may ex-
ceed the amount which (but for sub-
division (i) of this subparagraph) would 
be deductible under section 404 or sec-
tion 405(c) by the domestic corporation 
if the individual were an employee of 
the domestic corporation and if his 
compensation were paid by the domes-
tic corporation; and 

(iii) Any reference to compensation 
shall be considered to be a reference to 
the total compensation of such indi-
vidual (determined by applying para-
graph (c)(2) of this section). 

(2) Year of deduction. Any amount de-
ductible by the foreign subsidiary 
under section 406(d) and this paragraph 
shall be deductible for its taxable year 
with or within which ends the taxable 
year of the domestic corporation for 
which the contribution was made. 

(3) Special rules. Whether contribu-
tions to a plan on behalf of an em-
ployee of the foreign subsidiary who is 
treated as an employee of the domestic 
corporation under paragraph (a)(1) of 
this section, or whether forfeitures 
with regard to such employee, will re-
quire an inclusion in the income of the 
domestic corporation or an adjustment 
in the basis of its stock in the foreign 
subsidiary, shall be determined in ac-
cordance with the rules of general ap-
plication of subtitle A of chapter 1 of 
the Code (relating to income taxes). 
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For example, an unreimbursed con-
tribution by the domestic corporation 
to a plan which meets the require-
ments of section 401(a) will be treated, 
to the extent each employee’s rights to 
the contribution are nonforfeitable, as 
a contribution of capital to the foreign 
subsidiary to the extent that such con-
tributions are made on behalf of the 
employees of such subsidiary. 

(f) Treatment as an employee of the do-
mestic corporation under related provi-
sions. An individual who is treated as 
an employee of a domestic corporation 
under paragraph (a)(1) of this section 
shall also be treated as an employee of 
such domestic corporation, with re-
spect to the plan having the provision 
described in paragraph (b)(1)(ii) of this 
section, for purposes of applying sec-
tion 72(d) (relating to employees’ annu-
ities), section 72(f) (relating to special 
rules for computing employees’ con-
tributions), section 101(b) (relating to 
employees’ death benefits), section 2039 
(relating to annuities), and section 2517 
(relating to certain annuities under 
qualified plans) and the regulations 
thereunder. 

(g) Nonexempt trust. If the plan of the 
domestic corporation is a qualified 
plan described under section 401(a), the 
fact that a trust which forms a part of 
such plan is not exempt from tax under 
section 501(a) shall not affect the treat-
ment of an employee of a foreign sub-
sidiary as an employee of a domestic 
corporation under section 406(a) and 
paragraph (a)(1) of this section. 

(Sec. 411 Internal Revenue Code of 1954 (88 
Stat. 901; 26 U.S.C. 411)) 

[T.D. 7501, 42 FR 42321, Aug. 23, 1978] 

§ 1.407–1 Treatment of certain employ-
ees of domestic subsidiaries en-
gaged in business outside the 
United States as employees of the 
domestic parent corporation. 

(a) Scope—(1) General rule. For pur-
poses of applying the rules in part 1 of 
subchapter D of chapter 1 of subtitle A 
of the Code and the regulations there-
under with respect to a pension, profit- 
sharing, or stock bonus plan described 
in section 401(a), an annuity plan de-
scribed in section 403(a), or a bond pur-
chase plan described in section 405(a), 
of a domestic parent corporation (as 
defined in paragraph (b)(3)(ii) of this 

section), an individual who is a citizen 
of the United States and who is an em-
ployee of a domestic subsidiary (as de-
fined in paragraph (b)(3)(i) of this sec-
tion) of such domestic parent corpora-
tion shall be treated as an employee of 
such domestic parent corporation if the 
requirements of paragraph (b) of this 
section are satisfied. 

(2) Cross-references. For rules relating 
to nondiscrimination requirements and 
the determination of compensation, see 
paragraph (c) of this section. For rules 
under which termination of the status 
of an individual as an employee of the 
domestic parent corporation in certain 
instances will not be considered as sep-
aration from service for certain pur-
poses, see paragraph (d) of this section. 
For rules regarding deductibility of 
contributions, see paragraph (e) of this 
section. For rules regarding treatment 
of such individual as an employee of 
the domestic parent corporation under 
related provisions, see paragraph (f) of 
this section. 

(b) Application of this section—(1) Re-
quirements. This section shall apply and 
the employee of the domestic sub-
sidiary shall be treated as an employee 
of the domestic parent corporation for 
the purposes set forth in paragraph 
(a)(1) of this section only if each of the 
following requirements is satisfied: 

(i) The plan, referred to in paragraph 
(a)(1) of this section, must expressly 
provide for contributions of benefits for 
individuals who are citizens of the 
United States and who are employees 
of one or more of the domestic subsidi-
aries of the domestic parent corpora-
tion. The plan must apply to every do-
mestic subsidiary. 

(ii) Contributions under a funded 
plan of deferred compensation (whether 
or not a plan described in section 
401(a), 403(a), or 405(a)) must not be pro-
vided by any other person with respect 
to the remuneration paid to such indi-
vidual by the domestic subsidiary. 

(2) Supplementary rules. Subparagraph 
(1)(i) of this paragraph does not modify 
the requirements for qualification of a 
plan described in section 401(a), 403(a), 
or 405(a) and the regulations there-
under. It is not necessary that the plan 
provide benefits or contributions for all 
United States citizens who are employ-
ees of such domestic subsidiaries. It 
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the plan is amended to cover individ-
uals who are employees by reason of 
paragraph (a)(1) of this section, the 
plan will not qualify unless it meets 
the coverage requirements of section 
410(b)(1) (section 401(a)(3), as in effect 
on September 1, 1974, for plan years to 
which section 410 does not apply; see 
§ 1.410 (a)-2 for the effective dates of 
section 401) and the nondiscrimination 
requirements of section 410(a)(4). The 
administrative rules contained in 
§ 1.401 (a)–3(e) (relating to the deter-
mination of the contributions or bene-
fits provided by the employer under the 
Social Security Act) will also apply for 
purposes of determining whether the 
plan meets the requirements of section 
401. For purposes of subparagraph (1)(ii) 
of this paragraph, contributions will 
not be considered as provided under a 
funded plan merely because the domes-
tic subsidiary employer pays the tax 
imposed by section 3111 (relating to tax 
on employers under the Federal Insur-
ance Contributions Act) with respect 
to such employee or is required under 
the laws of a foreign jurisdiction to pay 
social insurance taxes or to make simi-
lar payments with respect to the wages 
paid to the employee. 

(3) Definitions—(i) Domestic subsidiary. 
For purposes of this section, a corpora-
tion shall be treated as a domestic sub-
sidiary for any taxable year only if 
each of the following requirements is 
satisfied: 

(A) It is a domestic corporation 80 
percent or more of the outstanding vot-
ing stock of which is owned by another 
domestic corporation; 

(B) 95 percent of more of its gross in-
come for the three-year period imme-
diately preceding the close of its tax-
able year which ends on or before the 
close of the taxable year of such other 
domestic corporation (or for such part 
of such period during which it was in 
existence) was derived from sources 
without the United States, determined 
pursuant to sections 861 through 864 
and the regulations thereunder; and 

(C) 90 percent or more of its gross in-
come for such period (or such part) was 
derived from the active conduct of a 
trade or business. 
If for the period (or part thereof) re-
ferred to in (B) and (C) of this subdivi-
sion such corporation has no gross in-

come, the provisions of (B) and (C) 
shall be treated as satisfied if it is rea-
sonable to anticipate that, with respect 
to the first taxable year thereafter for 
which such corporation has gross in-
come, such provisions will be satisfied. 

(ii) Domestic parent corporation. The 
domestic parent corporation of any do-
mestic subsidiary is the domestic cor-
poration which owns 80 percent or 
more of the outstanding voting stock 
of such domestic subsidiary. 

(c) Special rules—(1) Nondiscrimination 
requirements. For purposes of applying 
sections 401(a)(4) and 410(b)(1)(B) (sec-
tion 401(a)(3)(B), as in effect on 
Septemeber 1, 1974, for plan years to 
which section 410 does not apply) and 
the regulation thereunder (relating to 
nondiscrimination concerning benefits 
and contributions and coverage of em-
ployees) with respect to an employee of 
the domestic subsidiary who is treated 
as an employee of the domestic parent 
corporation under paragraph (a)(1) of 
this section— 

(i) If the employee is an officer, 
shareholder, or (with respect to plan 
years to which section 410 does not 
apply) a person whose principal duties 
consist in supervising the work of 
other employees of the domestic sub-
sidiary of the domestic parent corpora-
tion, he shall be treated as having such 
capacity with respect to the domestic 
parent corporation; and 

(ii) The determination as to whether 
the employee is a highly compensated 
employee shall be made by comparing 
his total compensation determined 
under subparagraph (2) of this para-
graph with the compensation of all the 
employees of the domestic parent cor-
poration (including individuals treated 
as employees of the domestic parent 
corporation pursuant to section 407 and 
this section). 

(2) Determination of compensation. For 
purposes of applying section 401(a) (5) 
and the regulations thereunder, relat-
ing to classifications that will not be 
considered discriminatory, with re-
spect to an employee of the domestic 
subsidiary who is treated as an em-
ployee of the domestic parent corpora-
tion under paragraph (a)(1) of this sec-
tion— 

(i) The total compensation of the em-
ployee shall be the remuneration of the 
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employee from the domestic subsidiary 
(including any allowances that are paid 
to the employee because of his employ-
ment in a foreign country) which would 
constitute his total compensation if his 
services had been performed for such 
domestic parent corporation; and 

(ii) The basic or regular rate of com-
pensation of the employee shall be de-
termined for the employee in the same 
manner as it is determined under sec-
tion 401 for other employees of the do-
mestic parent corporation. 

(d) Termination of status as deemed em-
ployee not to be treated as separation 
from service for purposes of captial gain 
provisions and limitation of tax. For pur-
poses of applying the rules, relating to 
treatment of certain distributions 
which are made after an employee’s 
separation from service, set forth in 
section 72(n) as in effect on September 
1, 1974 (with respect to taxable years 
ending after December 31, 1969, and to 
which section 402(e) does not apply), 
and in sections 402 (a)(2) and (e) and 
403(a)(2) (with respect to distributions 
or payments made after December 31, 
1973, and in taxable years beginning 
after December 31, 1973) with respect to 
an employee of a domestic subsidiary 
who is treated as an employee of a do-
mestic parent corporation under para-
graph (a)(1) of this section, the em-
ployee shall not be considered as sepa-
rated from the service of the domestic 
parent corporation solely by reason of 
the occurrence of any one or more of 
the following events: 

(1) The fact that the corporation of 
which such individual is an employee 
ceases, for any taxable year, to be a do-
mestic subsidiary within the mean of 
paragraph (b)(3)(i) of this section; 

(2) The employee’ ceasing to be an 
employee of the domestic subsidiary of 
such domestic parent corporation, if he 
becomes an employee of another cor-
poration controlled by such domestic 
parent corporation; or 

(3) The termination of the provision 
of the plan described in paragraph 
(b)(1)(i) of this section, requiring cov-
erage of the United States citizens who 
are employees of domestic subsidiaries 
of the domestic parent corporation. 
For purposes of subparagraph (2) of this 
paragraph, a corporation is considered 
to be controlled by a domestic parent 

corporation if the domestic parent cor-
poration owns directly or indirectly 
more than 50 percent of the voting 
stock of the corporation. 

(e) Deductibility of contributions—(1) In 
general. For purposes of applying sec-
tions 404 and 405(c) with respect to the 
deduction for contributions made to or 
under a pension, profit-sharing, or 
stock bonus plan described in section 
401(a), and annuity plan described in 
section 403(a), or a bond purchase plan 
described in section 405(a), by a domes-
tic parent corporation, or by another 
corporation which is entitled to deduct 
its contributions under section 
404(a)(3)(B), on behalf of an employee of 
a domestic subsidiary treated as an 
employee of the domestic parent cor-
poration under paragraph (a)(1) of this 
section— 

(i) Except as provided in subdivision 
(ii) of this subparagraph, no deduction 
shall be allowed to the domestic parent 
corporation which would otherwise be 
entitled to deduct its contributions on 
behalf of such employee under one of 
such sections; 

(ii) There shall be allowed as a deduc-
tion to the domestic subsidiary of 
which such individual is an employee 
an amount equal to the amount which 
(but for subdivision (i) of this subpara-
graph) would be deductible under sec-
tion 404 or section 405(c) by the domes-
tic parent corporation if the individual 
were an employee of the domestic par-
ent corporation and if his compensa-
tion were paid by the domestic cor-
poration; and 

(iii) Any reference to compensation 
shall be considered to be a reference to 
the total compensation of such indi-
vidual determined by applying para-
graph (c)(2) of this section). 

(2) Year of deduction. Any amount de-
ductible by the domestic subsidiary 
under section 407(d) and this paragraph 
shall be deductible for its taxable year 
with or within which ends the taxable 
year of the domestic parent corpora-
tion for which the contribution was 
made. 

(3) Special rules. Whether contribu-
tions to a plan on behalf of an em-
ployee of the domestic subsidiary who 
is treated as an employee of the domes-
tic parent corporation under paragraph 
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(a)(1) of this section, or whether for-
feitures with regard to such employee, 
will require an inclusion in the income 
of the domestic parent corporation or 
an adjustment in the basis of its stock 
in the domestic subsidiary, shall be de-
termined in accordance with the rules 
of general application of subtitle A of 
chapter 1 of the Code (relating to in-
come taxes). For an example, and unre-
imbursed contribution by the domestic 
parent corporation to a plan which 
meets the requirements of section 
401(a) will be treated, to the extent 
each employee’s rights to the contribu-
tion are nonforfeitable, as a contribu-
tion of capital to the domestic sub-
sidiary to the extent that such con-
tributions are made on behalf of the 
employees of such subsidiary. 

(f) Treatment as an employee of the do-
mestic parent corporation under related 
provisions. An individual who is treated 
as an employee of a domestic parent 
corporation under paragraph (a)(1) of 
this section shall also be treated as an 
employee of such domestic corpora-
tion, with respect to the plan having 
the provision described in paragraph 
(b)(1)(i) of this section, for purposes of 
applying section 72(d) (relating to spe-
cial rules for computing employees’ 
contributions), section 72(f) (relating 
to special rules for computing employ-
ees’ contributions), section 101(b) (re-
lating to employees’ section 101(b) (re-
lating to employees’ death benefits), 
section 2039 (relating to annuities), and 
section 2517 (relating to certain annu-
ities under qualified plans) and the reg-
ulations thereunder. 

(g) Nonexempt trust. If the plan of the 
domestic parent corporation is a quali-
fied plan described under section 401(a), 
the fact that a trust which forms a part 
of such plan is not exempt from tax 
under section 501(a) shall not affect the 
treatment of an employee of a domes-
tic subsidiary as an employee of a do-
mestic parent corporation under sec-
tion 407(a) and paragraph (a)(1) of this 
section. 

(Sec. 411 Internal Revenue Code of 1954 (88 
Stat. 901; 26 U.S.C. 411)) 

[T.D. 7501, 42 FR 42323, Aug. 23, 1977] 

§ 1.408–1 General rules. 

(a) In general. Section 408 prescribes 
rules relating to individual retirement 
accounts and individual retirement an-
nuities. In addition to the rules set 
forth in §§ 1.408–2 and 1.408–3, relating 
respectively to individual retirement 
accounts and individual retirement an-
nuities, the rules set forth in this sec-
tion shall also apply. 

(b) Exemption from tax. The individual 
retirement account or individual re-
tirement annuity is exempt from all 
taxes under subtitle A of the Code 
other than the taxes imposed under 
section 511, relating to tax on unre-
lated business income of charitable, 
etc., organizations. 

(c) Sanctions—(1) Excess contributions. 
If an individual retirement account or 
individual retirement annuity accepts 
and retains excess contributions, the 
individual on whose behalf the account 
is established or who is the owner of 
the annuity will be subject to the ex-
cise tax imposed by section 4973. 

(2) Prohibited transactions by owner or 
beneficiary of individual retirement ac-
count—(i) Under section 408(e)(2), if, 
during any taxable year of the indi-
vidual for whose benefit any individual 
retirement account is established, that 
individual or the individual’s bene-
ficiary engages in any transaction pro-
hibited by section 4975 with respect to 
such account, such account ceases to 
be an individual retirement account as 
of the first day of such taxable year. In 
any case in which any individual re-
tirement account ceases to be an indi-
vidual retirement account by reason of 
the preceding sentence as of the first 
day of any taxable year, section 
408(d)(1) applies as if there were a dis-
tribution on such first day in an 
amount equal to the fair market value 
(on such first day) of all assets in the 
account (on such first day). The pre-
ceding sentence applies even though 
part of the fair market value of the in-
dividual retirement account as of the 
first day of the taxable year is attrib-
utable to excess contributions which 
may be returned tax-free under section 
408(d)(4) or 408(d)(5). 
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(ii) If the trust with which the indi-
vidual engages in any transaction de-
scribed in subdivision (i) of this sub-
paragraph is established by an em-
ployer or employee association under 
section 408(c), only the employee who 
engages in the prohibited transaction 
is subject to disqualification of his sep-
arate account. 

(3) Prohibited transaction by person 
other than owner or beneficiary of ac-
count. If any person other than the in-
dividual on whose behalf an individual 
retirement account is established or 
the individual’s beneficiary engages in 
any transaction prohibited by section 
4975 with respect to such account, such 
person shall be subject to the taxes im-
posed by section 4975. 

(4) Pledging account as security. Under 
section 408(e)(4), if, during any taxable 
year of the individual for whose benefit 
an individual retirement account is es-
tablished, that individual uses the ac-
count or any portion thereof as secu-
rity for a loan, the portion so used is 
treated as distributed to that indi-
vidual. 

(5) Borrowing on annuity contract. 
Under section 408(e)(3), if during any 
taxable year the owner of an individual 
retirement annuity borrows any money 
under or by use of such contract, the 
contract ceases to be an individual re-
tirement annuity as of the first day of 
such taxable year. See § 1.408–3(c). 

(6) Premature distributions. If a dis-
tribution (whether a deemed distribu-
tion or an actual distribution) is made 
from an individual retirement account, 
or individual retirement annuity, to 
the individual for whose benefit the ac-
count was established, or who is the 
owner of the annuity, before the indi-
vidual attains age 591⁄2 (unless the indi-
vidual has become disabled within the 
meaning of section 72(m)(7)), the tax 
under Chapter 1 of the Code for the tax-
able year in which such distribution is 
received is increased under section 
408(f)(1) or (f)(2). The increase equals 10 
percent of the amount of the distribu-
tion which is includible in gross in-
come for the taxable year. Except in 
the case of the credits allowable under 
section 31, 39, or 42, no credit can be 
used to offset the increased tax de-
scribed in this subparagraph. See, how-
ever, § 1.408–4(c)(3). 

(d) Limitation on contributions and 
benefits. An individual retirement ac-
count or individual retirement annuity 
is subject to the limitation on con-
tributions and benefits imposed by sec-
tion 415 for years beginning after De-
cember 31, 1975. 

(e) Community property laws. Section 
408 shall be applied without regard to 
any community property laws. 

[T.D. 7714, 45 FR 52790, Aug. 8, 1980] 

§ 1.408–2 Individual retirement ac-
counts. 

(a) In general. An individual retire-
ment account must be a trust or a cus-
todial account (see paragraph (d) of 
this section). It must satisfy the re-
quirements of paragraph (b) of this sec-
tion in order to qualify as an individual 
retirement account. It may be estab-
lished and maintained by an individual, 
by an employer for the benefit of his 
employees (see paragraph (c) of this 
section), or by an employee association 
for the benefit of its members (see 
paragraph (c) of this section). 

(b) Requirements. An individual retire-
ment account must be a trust created 
or organized in the United States (as 
defined in section 7701(a)(9)) for the ex-
clusive benefit of an individual or his 
beneficiaries. Such trust must be main-
tained at all times as a domestic trust 
in the United States. The instrument 
creating the trust must be in writing 
and the following requirements must 
be satisfied. 

(1) Amount of acceptable contributions. 
Except in the case of a contribution to 
a simplified employee pension de-
scribed in section 408(k) and a rollover 
contribution described in section 
408(d)(3), 402(a)(5), 402(a)(7), 403(a)(4), 
403(b)(8) or 409(b)(3)(C), the trust in-
strument must provide that contribu-
tions may not be accepted by the trust-
ee for the taxable year in excess of 
$1,500 on behalf of any individual for 
whom the trust is maintained. An indi-
vidual retirement account maintained 
as a simplified employee pension may 
provide for the receipt of up to $7,500 
for a calendar year. 

(2) Trustee. (i) The trustee must be a 
bank (as defined in section 408(n) and 
the regulations thereunder) or another 
person who demonstrates, in the man-
ner described in paragraph (e) of this 
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section, to the satisfaction of the Com-
missioner, that the manner in which 
the trust will be administered will be 
consistent with the requirements of 
section 408 and this section. 

(ii) Section 11.408(a)(2)–1 of the Tem-
porary Income Tax Regulations under 
the Employee Retirement Income Se-
curity Act of 1974 is superseded by this 
subparagraph (2). 

(3) Life insurance contracts. No part of 
the trust funds may be invested in life 
insurance contracts. An individual re-
tirement account may invest in annu-
ity contracts which provide, in the case 
of death prior to the time distributions 
commence, for a payment equal to the 
sum of the premiums paid or, if great-
er, the cash value of the contract. 

(4) Nonforfeitability. The interest of 
any individual on whose behalf the 
trust is maintained in the balance of 
his account must be nonforfeitable. 

(5) Prohibition against commingling. (i) 
The assets of the trust must not be 
commingled with other property ex-
cept in a common trust fund or com-
mon investment fund. 

(ii) For purposes of this subpara-
graph, the term ‘‘common investment 
fund’’ means a group trust created for 
the purpose of providing a satisfactory 
diversification or investments or a re-
duction of administrative expenses for 
the individual participating trusts, and 
which group trust satisfies the require-
ments of section 408(c) (except that it 
need not be established by an employer 
or an association of employees) and the 
requirements of section 401(a) in the 
case of a group trust in which one of 
the individual participating trusts is 
an employees’ trust described in sec-
tion 401(a) which is exempt from tax 
under section 501(a). 

(iii) For purposes of this subpara-
graph, the term ‘‘individual partici-
pating trust’’ means an employees’ 
trust described in section 401(a) which 
is exempt from tax under section 501(a) 
or a trust which satisfies the require-
ments of section 408(a) provided that in 
the case of such an employees’ trust, 
such trust would be permitted to par-
ticipate in such a group trust if all the 
other individual participating trusts 
were employees’ trusts described in 
section 401(a) which are exempt from 
tax under section 501(a). 

(6) Distribution of interest. (i) The 
trust instrument must provide that the 
entire interest of the individual for 
whose benefit the trust is maintained 
must be distributed to him in accord-
ance with paragraph (b)(6)(ii) or (iii) of 
this section. 

(ii) Unless the provisions of para-
graph (b)(6)(iii) of this section apply, 
the entire interest of the individual 
must be actually distributed to him 
not later than the close of his taxable 
year in which he attains age 701⁄2. 

(iii) In lieu of distributing the indi-
vidual’s entire interest as provided in 
paragraph (b)(6)(ii) of this section, the 
interest may be distributed com-
mencing not later than the taxable 
year described in such paragraph 
(b)(6)(ii). In such case, the trust must 
expressly provide that the entire inter-
est of the individual will be distributed 
to the individual and the individual’s 
beneficiaries, in a manner which satis-
fies the requirements of paragraph 
(b)(6)(v) of this section, over any of the 
following periods (or any combination 
thereof)— 

(A) The life of the individual, 
(B) The lives of the individual and 

spouse, 
(C) A period certain not extending be-

yond the life expectancy of the indi-
vidual, or 

(D) A period certain not extending 
beyond the joint life and last survivor 
expectancy of the individual and 
spouse. 

(iv) The life expectancy of the indi-
vidual or the joint life and last sur-
vivor expectancy of the individual and 
spouse cannot exceed the period com-
puted by use of the expected return 
multiples in § 1.72–9, or, in the case of 
payments under a contract issued by 
an insurance company, the period com-
puted by use of the mortality tables of 
such company. 

(v) If an individual’s entire interest is 
to be distributed over a period de-
scribed in paragraph (b)(6)(iii) of this 
section, beginning in the year the indi-
vidual attains 701⁄2 the amount to be 
distributed each year must be not less 
than the lesser of the balance of the in-
dividual’s entire interest or an amount 
equal to the quotient obtained by di-
viding the entire interest of the indi-
vidual in the trust at the beginning of 
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such year (including amounts not in 
the individual retirement account at 
the beginning of the year because they 
have been withdrawn for the purpose of 
making a rollover contribution to an-
other individual retirement plan) by 
the life expectancy of the individual 
(or the joint life and last survivor ex-
pectancy of the individual and spouse 
(whichever is applicable)), determined 
in either case as of the date the indi-
vidual attains age 70 in accordance 
with paragraph (b)(6)(iv) of this sec-
tion, reduced by one for each taxable 
year commencing after the individual’s 
attainment of age 701⁄2. An annuity or 
endowment contract issued by an in-
surance company which provides for 
non-increasing payments over one of 
the periods described in paragraph 
(b)(6)(iii) of this section beginning not 
later than the close of the taxable year 
in which the individual attains age 701⁄2 
satisfies this provision. However, no 
distribution need be made in any year, 
or a lesser amount may be distributed, 
if beginning with the year the indi-
vidual attains age 701⁄2 the aggregate 
amounts distributed by the end of any 
year are at least equal to the aggregate 
of the minimum amounts required by 
this subdivision to have been distrib-
uted by the end of such year. 

(vi) If an individual’s entire interest 
is distributed in the form of an annuity 
contract, then the requirements of sec-
tion 408(a)(6) are satisfied if the dis-
tribution of such contract takes place 
before the close of the taxable year de-
scribed in subdivision (ii) of this sub-
paragraph, and if the individual’s inter-
est will be paid over a period described 
in subdivision (iii) of this subparagraph 
and at a rate which satisfies the re-
quirements of subdivision (v) of this 
subparagraph. 

(vii) In determining whether para-
graph (b)(6)(v) of this section is satis-
fied, all individual retirement plans 
maintained for an individual’s benefit 
(except those under which he is a bene-
ficiary described in section 408(a)(7)) at 
the close of the taxable year in which 
he reaches age 701⁄2 must be aggregated. 
Thus, the total payments which such 
individual receives in any taxable year 
must be at least equal to the amount 
he would have been required to receive 
had all the plans been one plan at the 

close of the taxable year in which he 
attained age 701⁄2. 

(7) Distribution upon death. (i) The 
trust instrument must provide that if 
the individual for whose benefit the 
trust is maintained dies before the en-
tire interest in the trust has been dis-
tributed to him, or if distribution has 
been commenced as provided in para-
graph (b)(6) of this section to the sur-
viving spouse and such spouse dies be-
fore the entire interest has been dis-
tributed to such spouse, the entire in-
terest (or the remaining part of such 
interest if distribution thereof has 
commenced) must, within 5 years after 
the individual’s death (or the death of 
the surviving spouse) be distributed or 
applied to the purchase of an imme-
diate annuity for this beneficiary or 
beneficiaries (or the beneficiary or 
beneficiaries of the surviving spouse) 
which will be payable for the life of 
such beneficiary or beneficiaries (or for 
a term certain not extending beyond 
the life expectancy of such beneficiary 
or beneficiaries) and which annuity 
contract will be immediately distrib-
uted to such beneficiary or bene-
ficiaries. A contract described in the 
preceding sentence is not includible in 
gross income upon distribution. Sec-
tion 1.408–4(e) provides rules applicable 
to the taxation of such contracts. The 
first sentence of this paragraph (b)(7) 
shall have no application if distribu-
tions over a term certain commenced 
before the death of the individual for 
whose benefit the trust was maintained 
and the term certain is for a period 
permitted under paragraph (b)(6)(iii) 
(C) or (D) of this section. 

(ii) Each such beneficiary (or bene-
ficiary of a surviving spouse) may elect 
to treat the entire interest in the trust 
(or the remaining part of such interest 
if distribution thereof has commenced) 
as an account subject to the distribu-
tion requirements of section 408(a)(6) 
and paragraph (b)(6) of this section in-
stead of those of section 408(a)(7) and 
paragraph (b)(7) of this section. Such 
an election will be deemed to have been 
made if such beneficiary treats the ac-
count in accordance with the require-
ments of section 408(a)(6) and para-
graph (b)(6) of this section. An election 
will be considered to have been made 
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by such beneficiary if either of the fol-
lowing occurs: (A) any amounts in the 
account (including any amounts that 
have been rolled over, in accordance 
with the requirements of section 
408(d)(3)(A)(i), into an individual retire-
ment account, individual retirement 
annuity, or retirement bond for the 
benefit of such individual) have not 
been distributed within the appropriate 
time period required by section 
408(a)(7) and paragraph (b)(7) of this 
section; or (B) any additional amounts 
are contributed to the account (or to 
the account, annuity, or bond to which 
the beneficiary has rolled such 
amounts over, as described in (1) above) 
which are subject, or deemed to be sub-
ject, to the distribution requirements 
of section 408(a)(6) and paragraph (b)(6) 
of this section. 

(8) Definition of beneficiaries. The term 
‘‘beneficiaries’’ on whose behalf an in-
dividual retirement account is estab-
lished includes (except where the con-
text indicates otherwise) the estate of 
the individual, dependents of the indi-
vidual, and any person designated by 
the individual to share in the benefits 
of the account after the death of the 
individual. 

(c) Accounts established by employers 
and certain association of employees—(1) 
In general. A trust created or organized 
in the United States (as defined in sec-
tion 7701(a)(9)) by an employer for the 
exclusive benefit of his employees or 
their beneficiaries, or by an association 
of employees for the exclusive benefit 
of its members or their beneficiaries, is 
treated as an individual retirement ac-
count if the requirements of para-
graphs (c)(2) and (c)(3) of this section 
are satisfied under the written gov-
erning instrument creating the trust. 
A trust described in the preceding sen-
tence is for the exclusive benefit of em-
ployees or members even though it 
may maintain an account for former 
employees or members and employees 
who are temporarily on leave. 

(2) General requirements. The trust 
must satisfy the requirements of para-
graphs (b) (1) through (7) of this sec-
tion. 

(3) Special requirement. There must be 
a separate accounting for the interest 
of each employee or member. 

(4) Definitions—(i) Separate account-
ing. For purposes of paragraph (c)(3) of 
this section, the term ‘‘separate ac-
counting’’ means that separate records 
must be maintained with respect to the 
interest of each individual for whose 
benefit the trust is maintained. The as-
sets of the trust may be held in a com-
mon trust fund, common investment 
fund, or common fund for the account 
of all individuals who have an interest 
in the trust. 

(ii) Employee association. For purposes 
of this paragraph and section 408(c), 
the term ‘‘employee association’’ 
means any organization composed of 
two or more employees, including but 
not limited to, an employee associa-
tion described in section 501(c)(4). Such 
association may include employees 
within the meaning of section 401(c)(1). 
There must be, however, some nexus 
between the employees (e.g., employees 
of same employer, employees in the 
same industry, etc.) in order to qualify 
as an employee association described 
in this subdivision (ii). 

(d) Custodial accounts. For purposes of 
this section and section 408(a), a custo-
dial account is treated as a trust de-
scribed in section 408(a) if such account 
satisfies the requirements of section 
408(a) except that it is not a trust and 
if the assets of such account are held 
by a bank (as defined in section 
401(d)(1) and the regulations there-
under) or such other person who satis-
fies the requirements of paragraph 
(b)(2)(ii) of this section. For purposes of 
this chapter, in the case of a custodial 
account treated as a trust by reason of 
the preceding sentence, the custodian 
of such account will be treated as the 
trustee thereof. 

(e)(1) In general. The trustee of a 
trust described in paragraph (b) of this 
section may be a person other than a 
bank if the person demonstrates to the 
satisfaction of the Commissioner that 
the manner in which the person will 
administer trusts will be consistent 
with the requirements of section 408. 
The person must demonstrate by writ-
ten application that the requirements 
of paragraph (e)(2) to (e)(6) of this sec-
tion will be met. The written applica-
tion must be sent to address prescribed 
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by the Commissioner in revenue rul-
ings, notices, and other guidance pub-
lished in the Internal Revenue Bulletin 
(see § 601.601(d)(2)(ii)(b) of this chapter). 
For procedural and administrative 
rules, see paragraph (e)(7) of this sec-
tion. 

(2) Fiduciary ability. The applicant 
must demonstrate in detail its ability 
to act within the accepted rules of fidu-
ciary conduct. Such demonstration 
must include the following elements of 
proof: 

(i) Continuity. (A) The applicant must 
assure the uninterrupted performance 
of its fiduciary duties nonwithstanding 
the death or change of its owners. 
Thus, for example, there must be suffi-
cient diversity in the ownership of the 
applicant to ensure that the death or 
change of its owners will not interrupt 
the conduct of its business. Therefore, 
the applicant cannot be an individual. 

(B) Sufficient diversity in the owner-
ship of an incorporated applicant is 
demonstrated in the following cir-
cumstances: 

(1) Individuals each of whom owns 
more than 20 percent of the voting 
stock in the applicant own, in the ag-
gregate, no more than 50 percent of 
such stock; 

(2) The applicant has issued securi-
ties registered under section 12 (b) of 
the Securities Exchange Act of 1934 (15 
U.S.C. 78l (b)) or required to be reg-
istered under section 12(g) (1) of that 
Act (15 U.S.C. 78l (g)(1)); or 

(3) The applicant has a parent cor-
poration within the meaning of section 
1563 (a) (1) that has issued securities 
registered under section 12 (b) of the 
Securities Exchange Act of 1934 (15 
U.S.C. 78l (b)) or required to be reg-
istered under Section 12 (g) (1) of that 
Act (15 U.S.C. 78l (g)(1)). 

(C) Sufficient diversity in the owner-
ship of an applicant that is a partner-
ship means that— 

(1) Individuals each of whom owns 
more than 20 percent of the profits in-
terest in the partnership own, in the 
aggregate, no more than 50 percent of 
such profits interest, and 

(2) Individuals each of whom owns 
more than 20 percent of the capital in-
terest in the partnership own, in the 
aggregate, no more than 50 percent of 
such capital interest. 

(D) For purposes of this subdivision, 
the ownership of stock and of capital 
and profits interests shall be deter-
mined in accordance with the rules for 
constructive ownership of stock pro-
vided in section 1563 (e) and (f) (2). For 
this purpose, the rules for constructive 
ownership of stock provided in section 
1563(e) and (f) (2) shall apply to a cap-
ital or profits interest in a partnership 
as if it were a stock interest. 

(ii) Established location. The applicant 
must have an established place of busi-
ness in the United States where it is 
accessible during every business day. 

(iii) Fiduciary experience. The appli-
cant must have fiduciary experience or 
expertise sufficient to ensure that it 
will be able to perform its fiduciary du-
ties. Evidence of fiduciary experience 
must include proof that a significant 
part of the business of the applicant 
consists of exercising fiduciary powers 
similar to those it will exercise if its 
application is approved. Evidence of fi-
duciary expertise must include proof 
that the applicant employs personnel 
experienced in the administration of fi-
duciary powers similar to those the ap-
plicant will exercise if its application 
is approved. 

(iv) Fiduciary responsibility. The appli-
cant must assure compliance with the 
rules of fiduciary conduct set out in 
paragraph (e)(5) of this section. 

(v) Financial responsibility. The appli-
cant must exhibit a high degree of sol-
vency commensurate with the obliga-
tions imposed by this paragraph. 
Among the factors to be taken into ac-
count are the applicant’s net worth, its 
liquidity, and its ability to pay its 
debts as they come due. 

(3) Capacity to account. The applicant 
must demonstrate in detail its experi-
ence and competence with respect to 
accounting for the interests of a large 
number of individuals (including calcu-
lating and allocating income earned 
and paying out distributions to pay-
ees). Examples of accounting for the 
interests of a large number of individ-
uals include accounting for the inter-
ests of a large number of shareholders 
in a regulated investment company and 
accounting for the interests of a large 
number of variable annuity contract 
holders. 
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(4) Fitness to handle funds—(i) In gen-
eral. The applicant must demonstrate 
in detail its experience and competence 
with respect to other activities nor-
mally associated with the handling of 
retirement funds. 

(ii) Examples. Examples of activities 
normally associated with the handling 
of retirement funds include: 

(A) To Receive, issue receipts for, and 
safely keep securities; 

(B) To collect income; 
(C) To execute such ownership cer-

tificates, to keep such records, make 
such returns, and render such state-
ments as are required for Federal tax 
purposes; 

(D) To give proper notification re-
garding all collections; 

(E) To collect matured or called prin-
cipal and properly report all such col-
lections; 

(F) To exchange temporary for defin-
itive securities; 

(G) To give proper notification of 
calls, subscription rights, defaults in 
principal or interest, and the formation 
of protective committees; 

(H) To buy, sell, receive, or deliver 
securities on specific directions. 

(5) Rules of fiduciary conduct. The ap-
plicant must demonstrate that under 
applicable regulatory requirements, 
corporate or other governing instru-
ments, or its established operating pro-
cedures: 

(i) Administration of fiduciary powers. 
(A)(1) The owners or directors of the 
applicant will be responsible for the 
proper exercise of fiduciary powers by 
the applicant. Thus, all matters perti-
nent thereto, including the determina-
tion of policies, the investment and 
disposition of property held in a fidu-
ciary capacity, and the direction and 
review of the actions of all employees 
utilized by the applicant in the exer-
cise of its fiduciary powers, will be the 
responsibility of the owners or direc-
tors. In discharging this responsibility, 
the owners or directors may assign to 
designated employees, by action duly 
recorded, the administration of such of 
the applicant’s fiduciary powers as 
may be proper to assign. 

(2) A written record will be made of 
the acceptance and of the relinquish-
ment or closing out of all fiduciary ac-

counts, and of the assets held for each 
account. 

(3) If the applicant has the authority 
or the responsibility to render any in-
vestment advice with regard to the as-
sets held in or for each fiduciary ac-
count, the advisability of retaining or 
disposing of the assets will be deter-
mined at least once during each period 
of 12 months. 

(B) All employees taking part in the 
performance of the applicant’s fidu-
ciary duties will be adequately bonded. 
Nothing in this subdivision (i)(B) shall 
require any person to be bonded in con-
travention of section 412(d) of the Em-
ployee Retirement Income Security 
Act of 1974 (29 U.S.C. 1112(d)). 

(C) The applicant will employ or re-
tain legal counsel who will be readily 
available to pass upon fiduciary mat-
ters and to advise the applicant. 

(D) In order to segregate the perform-
ance of its fiduciary duties from other 
business activities, the applicant will 
maintain a separate trust division 
under the immediate supervision of an 
individual designated for that purpose. 
The trust division may utilize the per-
sonnel and facilities of other divisions 
of the applicant, and other divisions of 
the applicant may utilize the personnel 
and facilities of the trust division, as 
long as the separate identity of the 
trust division is preserved. 

(ii) Adequacy of net worth—(A) Initial 
net worth requirement. In the case of ap-
plications received after January 5, 
1995, no initial application will be ac-
cepted by the Commissioner unless the 
applicant has a net worth of not less 
than $250,000 (determined as of the end 
of the most recent taxable year). 
Thereafter, the applicant must satisfy 
the adequacy of net worth require-
ments of paragraph (e)(5)(ii)(B) and (C) 
of this section. 

(B) No fiduciary account will be ac-
cepted by the applicant unless the ap-
plicant’s net worth (determined as of 
the end of the most recent taxable 
year) exceeds the greater of— 

(1) $100,000, or 
(2) Four percent (or, in the case of a 

passive trustee described in paragraph 
(e)(6)(i)(A) of this section, two percent) 
of the value of all of the assets held by 
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the applicant in fiduciary accounts (de-
termined as of the most recent valu-
ation date). 

(C) The applicant will take whatever 
lawful steps are necessary (including 
the relinquishment of fiduciary ac-
counts) to ensure that its net worth 
(determined as of the close of each tax-
able year) exceeds the greater of— 

(1) $50,000, or 
(2) Two percent (or, in the case of a 

passive trustee described in paragraph 
(e)(6)(i)(A) of this section, one percent) 
of the value of all of the assets held by 
the applicant in fiduciary accounts (de-
termined as of the most recent valu-
ation date). 

(D) Assets held by members of SIPC—(1) 
For purposes of satisfying the ade-
quacy-of-net-worth requirement of this 
paragraph, a special rule is provided for 
nonbank trustees that are members of 
the Securities Investor Protection Cor-
poration (SIPC) created under the Se-
curities Investor Protection Act of 1970 
(SIPA)(15 U.S.C. 78aaa et seq., as 
amended). The amount that the net 
worth of a nonbank trustee that is a 
member of SIPC must exceed is re-
duced by two percent for purposes of 
paragraph (e)(5)(ii)(B)(2), and one per-
cent for purposes of paragraph 
(e)(5)(ii)(C)(2), of the value of assets 
(determined on an account-by-account 
basis) held for the benefit of customers 
(as defined in 15 U.S.C. 78fff–2(e)(4)) in 
fiduciary accounts by the nonbank 
trustee to the extent of the portion of 
each account that does not exceed the 
dollar limit on advances described in 15 
U.S.C. 78fff–3(a), as amended, that 
would apply to the assets in that ac-
count in the event of a liquidation pro-
ceeding under the SIPA. 

(2) The provisions of this special rule 
for assets held in fiduciary accounts by 
members of SIPC are illustrated in the 
following example. 

Example: (a) Trustee X is a broker-dealer 
and is a member of the Securities Invest-
ment Protection Corporation. Trustee X also 
has been approved as a nonbank trustee for 
individual retirement accounts (IRAs) by the 
Commissioner but not as a passive nonbank 
trustee. Trustee X is the trustee for four 
IRAs. The total assets of each IRA (for which 
Trustee X is the trustee) as of the most re-
cent valuation date before the last day of 
Trustee X’s taxable year ending in 1995 are 
as follows: the total assets for IRA–1 is 

$3,000,000 (all of which is invested in securi-
ties); the value of the total assets for IRA–2 
is $500,000 ($200,000 of which is cash and 
$300,000 of which is invested in securities), 
the value of the total assets for IRA–3 is 
$400,000 (all of which is invested in securi-
ties); and the value of the total assets of 
IRA–4 is $200,000 (all of which is cash). The 
value of all assets held in fiduciary accounts, 
as defined in § 1.408–2(e)(6)(viii)(A), is 
$4,100,000. 

(b) The dollar limit on advances described 
in 15 U.S.C. § 78fff–3(a) that would apply to 
the assets in each account in the event of a 
liquidation proceeding under the Securities 
Investor Protection Act of 1970 in effect as of 
the last day of Trustee X’s taxable year end-
ing in 1995 is $500,000 per account (no more 
than $100,000 of which is permitted to be 
cash). Thus, the dollar limit that would 
apply to IRA–1 is $500,000; the dollar limit for 
IRA–2 is $400,000 ($100,000 of the cash and the 
$300,000 of the value of the securities); the 
dollar limit for IRA–3 is $400,000 (the full 
value of the account because the value of the 
account is less than $500,000 and no portion 
of the account is cash); and the dollar limit 
for IRA–4 is $100,000 (the entire account is 
cash and the dollar limit per account for 
cash is $100,000). The aggregate dollar limits 
of the four IRAs is $1,400,000. 

(c) For 1996, the amount determined under 
§ 1.408–2(e)(5)(ii)(B) is determined as follows 
for Trustee X: (1) four percent of $4,100,000 
equals $164,000; (2) two percent of $1,400,000 
equals $28,000; and (3) $164,000 minus $28,000 
equals $136,000. Thus, because $136,000 exceeds 
$100,000, the minimum net worth necessary 
for Trustee X to accept new accounts for 1996 
is $136,000. 

(d) For 1996, the amount determined under 
§ 1.408–2(e)(5)(ii)(C) for Trustee X is deter-
mined as follows: (1) two percent of $4,100,000 
equals $82,000; (2) one percent of $1,400,000 
equals $14,000; and (3) $82,000 minus $14,000 
equals $68,000. Thus, because $68,000 exceeds 
$50,000, the minimum net worth necessary 
for Trustee X to avoid a mandatory relin-
quishment of accounts for 1996 is $68,000. 

(E) The applicant will determine the 
value of the assets held by it in trust at 
least once in each calendar year and no 
more than 18 months after the pre-
ceding valuation. The assets will be 
valued at their fair market value, ex-
cept that the assets of an employee 
pension benefit plan to which section 
103(b)(3)(A) of the Employee Retire-
ment Income Security Act of 1974 (29 
U.S.C. 1023(b)(3)(A)) applies will be con-
sidered to have the value stated in the 
most recent annual report of the plan. 

(iii) Audits. (A) At least once during 
each period of 12 months, the applicant 
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will cause detailed audits of the fidu-
ciary books and records to be made by 
a qualified public accountant. At that 
time, the applicant will ascertain 
whether the fiduciary accounts have 
been administered in accordance with 
law, this paragraph, and sound fidu-
ciary principles. The audits shall be 
conducted in accordance with gen-
erally accepted auditing standards, and 
shall involve whatever tests of the fi-
duciary books and records of the appli-
cant are considered necessary by the 
qualified public accountant. 

(B) In the case of an applicant which 
is regulated, supervised, and subject to 
periodic examination by a State or 
Federal agency, such applicant may 
adopt an adequate continuous audit 
system in lieu of the periodic audits re-
quired by paragraph (e)(5)(iii)(A) of this 
section. 

(C) A report of the audits and exami-
nations required under this subdivi-
sion, together with the action taken 
thereon, will be noted in the fiduciary 
records of the applicant. 

(iv) Funds awaiting investment or dis-
tribution. Funds held in a fiduciary ca-
pacity by the applicant awaiting in-
vestment or distribution will not be 
held uninvested or undistributed any 
longer than is reasonable for the proper 
management of the account. 

(v) Custody of investments. (A) Except 
for investments pooled in a common 
investment fund in accordance with 
the provisions of paragraph (e)(5)(vi) of 
this section and for investments of ac-
counts established under section 408(q) 
on or after August 1, 2003, the invest-
ments of each account will not be com-
mingled with any other property. 

(B) Assets of accounts requiring safe-
keeping will be deposited in an ade-
quate vault. A permanent record will 
be kept of assets deposited in or with-
drawn from the vault. 

(vi) Common investment funds. The as-
sets of an account may be pooled in a 
common investment fund (as defined in 
paragraph (e)(5)(viii)(C) of this section) 
if the applicant is authorized under ap-
plicable law to administer a common 
investment fund and if pooling the as-
sets in a common investment fund is 
not in contravention of the plan docu-
ments or applicable law. The common 

investment fund must be administered 
as follows: 

(A) Each common investment fund 
must be established and maintained in 
accordance with a written agreement, 
containing appropriate provisions as to 
the manner in which the fund is to be 
operated, including provisions relating 
to the investment powers and a general 
statement of the investment policy of 
the applicant with respect to the fund; 
the allocation of income, profits and 
losses; the terms and conditions gov-
erning the admission or withdrawal of 
participations in the funds; the audit-
ing of accounts of the applicant with 
respect to the fund; the basis and 
method of valuing assets held by the 
fund, setting forth specific criteria for 
each type of asset; the minimum fre-
quency for valuation of assets of the 
fund; the period following each such 
valuation date during which the valu-
ation may be made (which period in 
usual circumstances may not exceed 10 
business days); the basis upon which 
the fund may be terminated; and such 
other matters as may be necessary to 
define clearly the rights of participants 
in the fund. A copy of the agreement 
must be available at the principal of-
fice of the applicant for inspection dur-
ing all business hours, and upon re-
quest a copy of the agreement must be 
furnished to the employer, the plan ad-
ministrator, any participant or bene-
ficiary of an account, or the individual 
for whose benefit the account is estab-
lished or that individual’s beneficiary. 

(B) All participations in the common 
investment fund must be on the basis 
of a proportionate interest in all of the 
investments. 

(C) Not less frequently than once dur-
ing each period of 3 months the appli-
cant must determine the value of the 
assets in the fund as of the date set for 
the valuation of assets. No participa-
tion may be admitted to or withdrawn 
from the fund except (1) on the basis of 
such valuation and (2) as of such valu-
ation date. No participation may be ad-
mitted to or withdrawn from the fund 
unless a written request for or notice 
of intention of taking such action has 
been entered on or before the valuation 
date in the fiduciary records of the ap-
plicant. No request or notice may be 
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canceled or countermanded after the 
valuation date. 

(D)(1) The applicant must at least 
once during each period of 12 months 
cause an adequate audit to be made of 
the common investment fund by a 
qualified public accountant. 

(2) The applicant must at least once 
during each period of 12 months pre-
pare a financial report of the fund 
which, based upon the above audit, 
must contain a list of investments in 
the fund showing the cost and current 
value of each investment; a statement 
for the period since the previous report 
showing purchases, with cost; sales, 
with profit or loss; any other invest-
ment changes; income and disburse-
ments; and an appropriate notation as 
to any investments in default. 

(3) The applicant must transmit and 
certify the accuracy of the financial re-
port to the administrator of each plan 
participating in the common invest-
ment fund within 120 days after the end 
of the plan year. 

(E) When participations are with-
drawn from a common investment 
fund, distributions may be made in 
cash or ratably in kind, or partly in 
cash and partly in kind: Provided, That 
all distributions as of any one valu-
ation date must be made on the same 
basis. 

(F) If for any reason an investment is 
withdrawn in kind from a common in-
vestment fund for the benefit of all 
participants in the fund at the time of 
such withdrawal and such investment 
is not distributed ratably in kind, it 
must be segregated and administered 
or realized upon for the benefit ratably 
of all participants in the common in-
vestment fund at the time of with-
drawal. 

(vii) Books and records. (A) The appli-
cant must keep its fiduciary records 
separate and distinct from other 
records. All fiduciary records must be 
so kept and retained for as long as the 
contents thereof may become material 
in the administration of any internal 
revenue law. The fiduciary records 
must contain full information relative 
to each account. 

(B) The applicant must keep an ade-
quate record of all pending litigation 
to which it is a party in connection 
with the exercise of fiduciary powers. 

(viii) Definitions. For purposes of this 
paragraph (e)(5), and paragraph 
(e)(2)(v), and paragraph (e)(7) of this 
section— 

(A) The term ‘‘account’’ or ‘‘fiduciary 
account’’ means a trust described in 
section 401(a) (including a custodial ac-
count described in section 401(f)), a cus-
todial account described in section 
403(b)(7), or an individual retirement 
account described in section 408(a) (in-
cluding a custodial account described 
in section 408(h)). 

(B) The term ‘‘plan administrator’’ 
means an administrator as defined in 
§ 1.414(g)–1. 

(C) The term ‘‘common investment 
fund’’ means a trust that satisfies the 
following requirements: 

(1) The trust consists of all or part of 
the assets of several accounts that 
have been established with the appli-
cant, and 

(2) The trust is described in section 
401(a) and is exempt from tax under 
section 501(a), or is a trust that is cre-
ated for the purpose of providing a sat-
isfactory diversification of investments 
or a reduction of administrative ex-
penses for the participating accounts 
and that satisfies the requirements of 
section 408(c). 

(D) The term ‘‘fiduciary records’’ 
means all matters which are written, 
transcribed, recorded, received or oth-
erwise come into the possession of the 
applicant and are necessary to preserve 
information concerning the acts and 
events relevant to the fiduciary activi-
ties of the applicant. 

(E) The term ‘‘qualified public ac-
countant’’ means a qualified public ac-
countant, as defined in section 
103(a)(3)(D) of the Employee Retire-
ment Income Security Act of 1974, 29 
U.S.C. 1023(a)(3)(D), who is independent 
of the applicant. 

(F) The term ‘‘net worth’’ means the 
amount of the applicant’s assets less 
the amount of its liabilities, as deter-
mined in accordance with generally ac-
cepted accounting principles. 

(6) Special rules—(i) Passive trustee. (A) 
An applicant that undertakes to act 
only as a passive trustee may be re-
lieved of one or more of the require-
ments of this paragraph upon clear and 
convincing proof that such require-
ments are not germane, under all the 
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facts and circumstances, to the manner 
in which the applicant will administer 
any trust. A trustee is a passive trustee 
only if under the written trust instru-
ment the trustee has no discretion to 
direct the investment of the trust 
funds or any other aspect of the busi-
ness administration of the trust, but is 
merely authorized to acquire and hold 
particular investments specified by the 
trust instrument. Thus, for example, in 
the case of an applicant that under-
takes merely to acquire and hold the 
stock of regulated investment compa-
nies, the requirements of paragraph 
(e)(5)(i)(A)(3) in its place, and (i)(D), 
and (vi) of this section shall not apply 
and no negative inference shall be 
drawn from the applicant’s failure to 
demonstrate its experience of com-
petence with respect to the activities 
described in paragraph (e)(4)(ii)(E) to 
(H) of this section. 

(B) The notice of approval issued to 
an applicant that is approved by reason 
of this subdivision shall state that the 
applicant is authorized to act only as a 
passive trustee. 

(ii) Federal or State regulation. Evi-
dence that an applicant is subject to 
Federal or State regulation with re-
spect to one or more relevant factors 
shall be given weight in proportion to 
the extent that such regulatory stand-
ards are consonant with the require-
ments of section 401. Such evidence 
may be submitted in addition to, or in 
lieu of, the specific proofs required by 
this paragraph. 

(iii) Savings account. (A) An applicant 
will be approved to act as trustee under 
this subdivision if the following re-
quirements are satisfied: 

(1) The applicant is a credit union, 
industrial loan company, or other fi-
nancial institution designated by the 
Commissioner; 

(2) The investment of the trust assets 
will be solely in deposits in the appli-
cant; 

(3) Deposits in the applicant are in-
sured (up to the dollar limit prescribed 
by applicable law) by an agency or in-
strumentality of the United States, or 
by an organization established under a 
special statute the business of which is 
limited to insuring deposits in finan-
cial institutions and providing related 
services. 

(B) Any applicant that satisfies the 
requirements of this subdivision is 
hereby approved, and (notwithstanding 
subparagraph (2) of this paragraph) is 
not required to submit a written appli-
cation. This approval takes effect on 
the first day after December 22, 1976, on 
which the applicant satisfies the re-
quirements of this subdivision, and 
continues in effect for so long as the 
applicant continues to satisfy those re-
quirements. 

(C) If deposits are insured, but not in 
the manner provided in paragraph 
(e)(6)(iii)(A)(3) of this section, the ap-
plicant must submit an application. 
The application, notwithstanding sub-
paragraph (2) of this paragraph, will be 
limited to a complete description of 
the insurance of applicant’s deposits. 
The applicant will be approved if the 
Commissioner approves of the appli-
cant’s insurance. 

(iv) Notification of Commissioner. The 
applicant must notify the Commis-
sioner in writing of any change that af-
fects the continuing accuracy of any 
representation made in the application 
required by this paragraph, whether 
the change occurs before or after the 
applicant receives a notice of approval. 
The notification must be addressed to 
address prescribed by the Commis-
sioner in revenue rulings, notices, and 
other guidance published in the Inter-
nal Revenue Bulletin (see 
§ 601.601(d)(2)(ii)(b) of this chapter. 

(v) Substitution of trustee. No appli-
cant will be approved unless the appli-
cant undertakes to act as trustee only 
under trust instruments which contain 
a provision to the effect that the grant-
or is to substitute another trustee upon 
notification by the Commissioner that 
such substitution is required because 
the applicant has failed to comply with 
the requirements of this paragraph or 
is not keeping such records, or making 
such returns, or rendering such state-
ments as are required by forms or regu-
lations. 

(7) Procedure and administration—(i) 
Notice of approval. If the applicant is 
approved, a written notice of approval 
will be issued to the applicant. The no-
tice of approval will state the day on 
which it becomes effective, and (except 
as otherwise provided therein) will re-
main effective until revoked. This 
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paragraph does not authorize the appli-
cant to accept any fiduciary account 
before such notice of approval becomes 
effective. 

(ii) Notice of disapproval. If the appli-
cant is not approved, a written notice 
will be furnished to the applicant con-
taining a statement of the reasons why 
the applicant has not been approved. 

(iii) Copy to be furnished. The appli-
cant must not accept a fiduciary ac-
count until after the plan adminis-
trator or the person for whose benefit 
the account is to be established is fur-
nished with a copy of the written no-
tice of approval issued to the applicant. 
This provision is effective six months 
after April 20, 1979 for new accounts ac-
cepted thereafter. For accounts accept-
ed before that date, the administrator 
must be notified before the later of the 
effective date of this provision or six 
months after acceptance of the ac-
count. 

(iv) Grounds for revocation. The notice 
of approval issued to an applicant will 
be revoked if the Commissioner deter-
mines that the applicant is unwilling 
or unable to administer fiduciary ac-
counts in a manner consistent with the 
requirements of this paragraph. Gen-
erally, the notice will not be revoked 
unless the Commissioner determines 
that the applicant has knowingly, will-
fully, or repeatedly failed to admin-
ister fiduciary accounts in a manner 
consistent with the requirements of 
this paragraph, or has administered a 
fiduciary account in a grossly neg-
ligent manner. 

(v) Procedures for revocation. The no-
tice of approval issued to an applicant 
may be revoked in accordance with the 
following procedures: 

(A) If the Commissioner proposes to 
revoke the notice of approval issued to 
an applicant, the Commissioner will 
advise the applicant in writing of the 
proposed revocation and of the reasons 
therefor. 

(B) Within 60 days after the receipt of 
such written advice, the applicant may 
protest the proposed revocation by sub-
mitting a written statement of facts, 
law, and arguments opposing such rev-
ocation to address prescribed by the 
Commissioner in revenue rulings, no-
tices, and other guidance published in 
the Internal Revenue Bulletin (see 

§ 601.601(d)(2)(ii)(b) of this chapter. In 
addition, the applicant may request a 
conference in the National Office. 

(C) If the applicant consents to the 
proposed revocation, either before or 
after a National Office conference, or if 
the applicant fails to file a timely pro-
test, the Commissioner will revoke the 
notice of approval that was issued to 
the applicant. 

(D) If, after considering the appli-
cant’s protest and any information de-
veloped in conference, the Commis-
sioner determines that the applicant is 
unwilling or unable to administer fidu-
ciary accounts in a manner consistent 
with the requirements of this para-
graph, the Commissioner will revoke 
the notice of approval that was issued 
to the applicant and will furnish the 
applicant with a written statement of 
findings on which the revocation is 
based. 

(E) If at any time the Commissioner 
determines that immediate action is 
necessary to protect the interest of the 
Internal Revenue Service or of any fi-
duciary account, the notice of approval 
issued to the applicant will be sus-
pended at once, pending a final deci-
sion to be based on the applicant’s pro-
test and any information developed in 
conference. 

(8) Special rules for governmental 
units—(i) In general. A governmental 
unit that seeks to qualify as a nonbank 
trustee of a deemed IRA that is part of 
its qualified employer plan must dem-
onstrate to the satisfaction of the 
Commissioner that it is able to admin-
ister the trust in a manner that is con-
sistent with the requirements of sec-
tion 408. The demonstration must be 
made by written application to the 
Commissioner. Notwithstanding the re-
quirement of paragraph (e)(1) of this 
section that a person must dem-
onstrate by written application that 
the requirements of paragraphs (e)(2) 
through (e)(6) of this section will be 
met in order to qualify as a nonbank 
trustee, a governmental unit that 
maintains a plan qualified under sec-
tion 401(a), 403(a), 403(b) or 457 need not 
demonstrate that all of these require-
ments will be met with respect to any 
individual retirement accounts main-
tained by that governmental unit pur-
suant to section 408(q). For example, a 
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governmental unit need not dem-
onstrate that it satisfies the net worth 
requirements of paragraph (e)(3)(ii) of 
this section if it demonstrates instead 
that it possesses taxing authority 
under applicable law. The Commis-
sioner, in his discretion, may exempt a 
governmental unit from certain other 
requirements upon a showing that the 
governmental unit is able to admin-
ister the deemed IRAs in the best in-
terest of the participants. Moreover, in 
determining whether a governmental 
unit satisfies the other requirements of 
paragraphs (e)(2) through (e)(6) of this 
section, the Commissioner may apply 
the requirements in a manner that is 
consistent with the applicant’s status 
as a governmental unit. 

(ii) Governmental unit. For purposes of 
this special rule, the term governmental 
unit means a state, political subdivi-
sion of a state, and any agency or in-
strumentality of a state or political 
subdivision of a state. 

(iii) Additional rules. The Commis-
sioner may in revenue rulings, notices, 
or other guidance of general applica-
bility provide additional rules for gov-
ernmental units seeking approval as 
nonbank trustees. 

(iv) Effective/applicability date. This 
section is applicable for written appli-
cations made on or after June 18, 2007. 
The rules in this section also may be 
relied on for applications submitted on 
or after August 1, 2003 (or such earlier 
application as the Commissioner deems 
appropriate) and before June 18, 2007. 

[T.D. 7714, 45 FR 52791, Aug. 8, 1980, as amend-
ed by T.D. 8635, 60 FR 65549, Dec. 20, 1995; 61 
FR 11307, Mar. 20, 1996; T.D. 9142, 69 FR 43739, 
July 22, 2004; T.D. 9331, 72 FR 33388, June 18, 
2007] 

§ 1.408–3 Individual retirement annu-
ities. 

(a) In general. An individual retire-
ment annuity is an annuity contract or 
endowment contract (described in 
paragraph (e)(1) of this section) issued 
by an insurance company which is 
qualified to do business under the law 
of the jurisdiction in which the con-
tract is sold and which satisfies the re-
quirements of paragraph (b) of this sec-
tion. A participation certificate in a 
group contract issued by an insurance 
company described in this paragraph 

will be treated as an individual retire-
ment annuity if the contract satisfies 
the requirements of paragraph (b) of 
this section; the certificate of partici-
pation sets forth the requirements of 
paragraphs (1) through (5) of section 408 
(b); the contract provides for a separate 
accounting of the benefit allocable to 
each participant-owner; and the group 
contract is for the exclusive benefit of 
the participant owners and their bene-
ficiaries. For purposes of this title, a 
participant-owner of a group contract 
described in this paragraph shall be 
treated as the owner of an individual 
retirement annuity. A contract will 
not be treated as other than an indi-
vidual retirement annuity merely be-
cause it provides for waiver of premium 
on disability. An individual retirement 
annuity contract which satisfies the 
requirements of section 408 (b) need not 
be purchased under a trust if the re-
quirements of paragraph (b) of this sec-
tion are satisfied. An individual retire-
ment endowment contract may not be 
held under a trust which satisfies the 
requirements of section 408 (a). Dis-
tribution of the contract is not a tax-
able event. Distributions under the 
contract are includible in gross income 
in accordance with the provisions of 
§ 1.408–4 (e). 

(b) Requirements—(1) Transferability. 
The annuity or the endowment con-
tract must not be transferable by the 
owner. An annuity or endowment con-
tract is transferable if the owner can 
transfer any portion of his interest in 
the contract to any person other than 
the issuer thereof. Accordingly, such a 
contract is transferable if the owner 
can sell, assign, discount, or pledge as 
collateral for a loan or as security for 
the performance of an obligation or for 
any other purpose his interest in the 
contract to any person other than the 
issuer thereof. On the other hand, a 
contract is not to be considered trans-
ferable merely because the contract 
contains: a provision permitting the in-
dividual to designate a beneficiary to 
receive the proceeds in the event of his 
death, a provision permitting the indi-
vidual to elect a joint and survivor an-
nuity, or other similar provisions. 

(2) Annual premium. Except in the 
case of a contribution to a simplified 
employee pension described in section 
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408 (k), the annual premium on behalf 
of any individual for the annuity or the 
endowment contract cannot exceed 
$1,500. Any refund of premiums must be 
applied before the close of the calendar 
year following the year of the refund 
toward the payment of future pre-
miums or the purchase of additional 
benefits. 

(3) Distribution. The entire interest of 
the owner must be distributed to him 
in the same manner and over the same 
period as described in § 1.408–2 (b) (6). 

(4) Distribution upon death. If the 
owner dies before the entire interest 
has been distributed to him, or if dis-
tribution has commenced to the sur-
viving spouse, the remaining interest 
must be distributed in the same man-
ner, over the same period, and to the 
same beneficiaries as described in 
§ 1.408–2 (b) (7). 

(5) Nonforfeitability. The entire inter-
est of the owner in the annuity or en-
dowment contract must be nonforfeit-
able. 

(6) Flexible premium. [Reserved] 
(c) Disqualification. If during any tax-

able year the owner of an annuity bor-
rows any money under the annuity or 
endowment contract or by use of such 
contract (including, but not limited to, 
pledging the contract as security for 
any loan), such contract will cease to 
be an individual retirement annuity as 
of the first day of such taxable year, 
and will not be an individual retire-
ment annuity at any time thereafter. If 
an annuity or endowment contract 
which constitutes an individual retire-
ment annuity is disqualified as a result 
of the preceding sentence, an amount 
equal to the fair market value of the 
contract as of the first day of the tax-
able year of the owner in which such 
contract is disqualified is deemed to be 
distributed to the owner. Such owner 
shall include in gross income for such 
year an amount equal to the fair mar-
ket value of such contract as of such 
first day. The preceding sentence ap-
plies even though part of the fair mar-
ket value of the individual retirement 
annuity as of the first day of the tax-
able year is attributable to excess con-
tributions which may be returned tax- 
free under section 408(d)(4) or 408(d)(5). 

(d) Premature distribution tax on 
deemed distribution. If the individual 

has not attained age 591⁄2 before the be-
ginning of the year in which the dis-
qualification described in paragraph (c) 
of this section occurs, see section 
408(f)(2) for additional tax on pre-
mature distributions. 

(e) Endowment contracts—(1) Addi-
tional requirement for endowment con-
tracts. No contract providing life insur-
ance protection issued by a company 
described in paragraph (a) of this sec-
tion shall be treated as an endowment 
contract for purposes of this section 
if— 

(i) Such contract matures later than 
the taxable year in which the indi-
vidual in whose name the contract is 
purchased attains the age of 701⁄2; 

(ii) Such contract is not for the ex-
clusive benefit of such individual or his 
beneficiaries; 

(iii) Premiums under the contract 
may increase over the term of the con-
tract; 

(iv) When all premiums are paid when 
due, the case value of such contract at 
maturity is less than the death benefit 
payable under the contract at any time 
before maturity; 

(v) The death benefit does not, at 
some time before maturity, exceed the 
greater of the cash value or the sum of 
premiums paid under the contract; 

(vi) Such contract does not provide 
for a cash value; 

(vii) Such contract provides that the 
life insurance element of such contract 
may increase over the term of such 
contract, unless such increase is mere-
ly because such contract provides for 
the purchase of additional benefits; 

(viii) Such contract provides insur-
ance other than life insurance and 
waiver of premiums upon disability; or 

(ix) Such contract is issued after No-
vember 6, 1978. 

(2) Treatment of proceeds under endow-
ment contract upon death of individual. 
In the case of the payment of a death 
benefit under an endowment contract 
upon the death of the individual in 
whose name the contract is purchased, 
the portion of such payment which is 
equal to the cash value immediately 
before the death of such individual is 
not excludable from gross income 
under section 101(a) and is treated as a 
distribution from an individual retire-
ment annuity. The remaining portion, 
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if any, of such payment constitutes 
current life insurance protection and is 
excludable under section 101(a). If a 
death benefit is paid under an endow-
ment contract at a date or dates later 
than the death of the individual, sec-
tion 101(d) is applicable only to the por-
tion of the benefit which is attrib-
utable to the amount excludable under 
section 101(a). 

[T.D. 7714, 45 FR 52792, Aug. 8, 1980] 

§ 1.408–4 Treatment of distributions 
from individual retirement arrange-
ments. 

(a) General rule—(1) Inclusion in in-
come. Except as otherwise provided in 
this section, any amount actually paid 
or distributed or deemed paid or dis-
tributed from an individual retirement 
account or individual retirement annu-
ity shall be included in the gross in-
come of the payee or distributee for the 
taxable year in which the payment or 
distribution is received. 

(2) Zero basis. Notwithstanding sec-
tion 1015(d) or any other provision of 
the Code, the basis (or investment in 
the contract) of any person in such an 
account or annuity is zero. For pur-
poses of this section, an assignment of 
an individual’s rights under an indi-
vidual retirement account or an indi-
vidual retirement annuity shall, except 
as provided in § 1.408–4(g) (relating to 
transfer incident to divorce), be 
deemed a distribution to such indi-
vidual from such account or annuity of 
the amount assigned. 

(b) Rollover contribution—(1) To indi-
vidual retirement arrangement. Para-
graph (a)(1) of this section shall not 
apply to any amount paid or distrib-
uted from an individual retirement ac-
count or individual retirement annuity 
to the individual for whose benefit the 
account was established or who is the 
owner of the annuity if the entire 
amount received (including the same 
amount of money and any other prop-
erty) is paid into an individual retire-
ment account, annuity (other than an 
endowment contract), or bond created 
for the benefit of such individual not 
later than the 60th day after the day on 
which he receives the payment or dis-
tribution. 

(2) To qualified plan. Paragraph (a)(1) 
of this section does not apply to any 

amount paid or distributed from an in-
dividual retirement account or indi-
vidual retirement annuity to the indi-
vidual for whose benefit the account 
was established or who is the owner of 
the annuity if— 

(i) No amount in the account or no 
part of the value of the annuity is at-
tributable to any source other than a 
rollover contribution from an employ-
ees’ trust described in section 401(a) 
which is exempt from tax under section 
501(a) or a rollover contribution from 
an annuity plan described in section 
403(a) and the earnings on such sums, 
and 

(ii) The entire amount received (in-
cluding the same amount of money and 
any other property) represents the en-
tire amount in the account and is paid 
into another such trust or plan (for the 
benefit of such individual) not later 
than the 60th day after the day on 
which the payment or distribution is 
received. 
This subparagraph does not apply if 
any portion of the rollover contribu-
tion described in paragraph (b)(2)(i) of 
this section is attributable to an em-
ployees’ trust forming part of a plan or 
an annuity under which the individual 
was an employee within the meaning of 
section 401(c)(1) at the time contribu-
tions were made on his behalf under 
the plan. 

(3) To section 403(b) contract. [Re-
served] 

(4) Frequency limitation. (i) For tax-
able years beginning on or before De-
cember 31, 1977, paragraph (b)(1) of this 
section does not apply to any amount 
received by an individual from an indi-
vidual retirement account, annuity or 
bond if at any time during the 3-year 
period ending on the day of receipt, the 
individual received any other amount 
from an individual retirement account, 
annuity or bond which was not includ-
ible in his gross income because of the 
application of paragraph (b)(1) of this 
section. 

(ii) [Reserved] 
(c) Excess contributions returned before 

due date of return—(1) Excess contribu-
tion. The rules in this paragraph (c) 
apply for purposes of determining net 
income attributable to IRA contribu-
tions made before January 1, 2004, and 
returned pursuant to section 408(d)(4). 
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The rules in § 1.408–11 apply for pur-
poses of determining net income at-
tributable to IRA contributions made 
on or after January 1, 2004, and re-
turned pursuant to section 408(d)(4). 
For purposes of this paragraph, excess 
contributions are the excess of the 
amounts contributed to an individual 
retirement account or paid for an indi-
vidual retirement annuity during the 
taxable year over the amount allow-
able as a deduction under section 219 or 
220 for the taxable year. 

(2) General rule. (i) Paragraph (a)(1) of 
this section does not apply to the dis-
tribution of any excess contribution 
paid during a taxable year to an ac-
count or annuity if: the distribution is 
received on or before the date pre-
scribed by law (including extensions) 
for filing the individual’s return for 
such taxable year; no deduction is al-
lowed under section 219 or section 220 
with respect to the excess contribu-
tion; and the distribution is accom-
panied by the amount of net income at-
tributable to the excess contribution as 
of the date of the distribution as deter-
mined under subdivision (ii). 

(ii) The amount of net income attrib-
utable to the excess contributions is an 
amount which bears the same ratio to 
the net income earned by the account 
during the computation period as the 
excess contribution bears to the sum of 
the balance of the account as of the 
first day of the taxable year in which 
the excess contribution is made and 
the total contribution made for such 
taxable year. For purposes of this para-
graph, the term ‘‘computation period’’ 
means the period beginning on the first 
day of the taxable year in which the 
excess contribution is made and ending 
on the date of the distribution from the 
account. 

(iii) For purposes of paragraph 
(c)(2)(ii), the net income earned by the 
account during the computation period 
is the fair market value of the balance 
of the account immediately after the 
distribution increased by the amount 
of distributions from the account dur-
ing the computation period, and re-
duced (but not below zero) by the sum 
of: (A) the fair market value of the bal-
ance of the account as of the first day 
of the taxable year in which the excess 
contribution is made and (B) the con-

tributions to the account made during 
the computation period. 

(3) Time of inclusion. (i) For taxable 
years beginning before January 1, 1977, 
the amount of net income determined 
under subparagraph (2) is includible in 
the gross income of the individual for 
the taxable year in which it is received. 
The amount of net income thus distrib-
uted is subject to the tax imposed by 
section 408(f)(1) for the year includible 
in gross income. 

(ii) [Reserved] 
(4) Example. The provisions of this 

paragraph may be illustrated by the 
following example: 

Example. On January 1, 1975, A, age 55, who 
is a calendar-year taxpayer, contributes 
$1,500 to an individual retirement account es-
tablished for his benefit. For 1975, A is enti-
tled to a deduction of $1,400 under section 
219. For 1975, A does not claim as deductions 
any other items listed in section 62. A’s gross 
income for 1975 is $9,334. On April 1, 1976, $107 
is distributed to A from his individual retire-
ment account. As of such date, the balance 
of the account is $1,498 [$1,605 ¥ $107]. There 
were no other distributions from the account 
as of such date. The net amount of income 
earned by the account is $105 [$1,498 + $107 ¥ 

(0 + $1,500)]. The net income attributable to 
the excess contribution is $7. [$105×($100/ 
$1,500)]. A’s adjusted gross income for 1975 is 
his gross income for 1975 ($9,334) reduced by 
the amount allowable to A as a deduction 
under section 219 ($1,400), or $7,934. A will in-
clude the $7 of the $107 distributed on April 
1, 1976, in his gross income for 1976. Further, 
A will pay an additional income tax of $.70 
for 1976 under section 408(f)(1). 

(d) Deemed distribution—(1) General 
rule. In any case in which an individual 
retirement account ceases to be an in-
dividual retirement account by reason 
of the application of section 408(e)(2), 
paragraph (a)(1) of this section shall 
apply as if there were a distribution on 
the first day of the taxable year in 
which such account ceases to be an in-
dividual retirement account of an 
amount equal to the fair market value 
on such day of all of the assets in the 
account on such day. In the case of a 
deemed distribution from an individual 
retirement annuity, see § 1.408–3(d). 

(2) Using account as security. In any 
case in which an individual for whose 
benefit an individual retirement ac-
count is established uses, directly or 
indirectly, all or any portion of the ac-
count as security for a loan, paragraph 
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(a)(1) of this section shall apply as if 
there were distributed on the first day 
of the taxable year in which the loan 
was made an amount equal to that por-
tion of the account used as security for 
such loan. 

(e) Distribution of annuity contracts. 
Paragraph (a)(1) of this section does 
not apply to any annuity contract 
which is distributed from an individual 
retirement account and which satisfies 
the requirements of paragraphs (b) (1), 
(3), (4) and (5) of section 408. Amounts 
distributed under such contracts will 
be taxable to the distributee under sec-
tion 72. For purposes of applying sec-
tion 72 to a distribution from such a 
contract, the investment in such con-
tract is zero. 

(f) Treatment of assets distributed from 
an individual retirement account for the 
purchase of an endowment contract. 
Under section 408(e)(5), if all, or any 
portion, of the assets of an individual 
retirement account are used to pur-
chase an endowment contract described 
in § 1.408–3(e) for the benefit of the indi-
vidual for whose benefit the account is 
established— 

(1) The excess, if any, of the total 
amount of assets used to purchase such 
contract over the portion of the assets 
attributable to life insurance protec-
tion shall be treated as a rollover con-
tribution described in section 408(d)(3), 
and 

(2) The portion of the assets attrib-
utable to life insurance protection 
shall be treated as a distribution de-
scribed in paragraph (a)(91) of this sec-
tion, except that the provisions of sec-
tion 408(f) shall not apply to such 
amount. 

(g) Transfer incident to divorce—(1) 
General rule. The transfer of an individ-
ual’s interest, in whole or in part, in an 
individual retirement account, indi-
vidual retirement annuity, or a retire-
ment bond, to his former spouse under 
a valid divorce decree or a written in-
strument incident to such divorce shall 
not be considered to be a distribution 
from such an account or annuity to 
such individual or his former spouse; 
nor shall it be considered a taxable 
transfer by such individual to his 
former spouse notwithstanding any 
other provision of Subtitle A of the 
Code. 

(2) Spousal account. The interest de-
scribed in this paragraph (g) which is 
transferred to the former spouse shall 
be treated as an individual retirement 
account of such spouse if the interest is 
an individual retirement account; an 
individual retirement annuity of such 
spouse if such interest is an individual 
retirement annuity; and a retirement 
bond of such spouse if such interest is 
a retirement bond. 

[T.D. 7714, 45 FR 52793, Aug. 8, 1980, as amend-
ed by T.D. 9056, 68 FR 23588, May 5, 2003] 

§ 1.408–5 Annual reports by trustees or 
issuers. 

(a) In general. The trustee of an indi-
vidual retirement account or the issuer 
of an individual retirement annuity 
shall make annual calendar year re-
ports concerning the status of the ac-
count or annuity. The report shall con-
tain the information required in para-
graph (b) and be furnished or filed in 
the manner and time specified in para-
graph (c). 

(b) Information required to be included 
in the annual reports. The annual cal-
endar year report shall contain the fol-
lowing information for transactions oc-
curring during the calendar year— 

(1) The amount of contributions; 
(2) The amount of distributions; 
(3) In the case of an endowment con-

tract, the amount of the premium paid 
allocable to the cost of life insurance; 

(4) The name and address of the 
trustee or issuer; and 

(5) Such other information as the 
Commissioner may require. 

(c) Manner and time for filing. (1) The 
annual report shall be furnished to the 
individual on whose behalf the account 
is established or in whose name the an-
nuity is purchased (or the beneficiary 
of the individual or owner). The report 
shall be furnished on or before the 30th 
day of June following the calendar year 
for which the report is required. 

(2) The Commissioner may require 
the annual report to be filed with the 
Service at the time the Commissioner 
specifies. 

(d) Penalties. Section 6693 prescribes 
penalties for failure to file the annual 
report. 

(e) Effective date. This section shall 
apply to reports for calendar years 
after 1978. 
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(f) Reports for years prior to 1979. For 
years prior to 1979, a trustee or issuer 
shall make reports in the time and 
manner as the Commissioner requires. 

[T.D. 7714, 45 FR 52795, Aug. 8, 1980] 

§ 1.408–6 Disclosure statements for in-
dividual retirement arrangements. 

(a) In general—(1) General rule. Trust-
ees and issuers of individual retirement 
accounts and annuities are, under the 
authority of section 408(i), required to 
provide disclosure statements. This 
section sets forth these requirements. 

(2) [Reserved] 
(b)–(c) [Reserved] 
(d) Requirements. (1)–(3) [Reserved] 
(4) Disclosure statements—(i) Under the 

authority contained in section 408(i), a 
disclosure statement shall be furnished 
in accordance with the provisions of 
this subparagraph by the trustee of an 
individual retirement account de-
scribed in section 408(a) or the issuer of 
an individual retirement annuity de-
scribed in section 408(b) or of an endow-
ment contract described in section 
408(b) to the individual (hereinafter re-
ferred to as the ‘‘benefited individual’’) 
for whom such an account, annuity, or 
contract is, or is to be, established. 

(ii)(A)(1) The trustee or issuer shall 
furnish, or cause to be furnished, to the 
benefited individual, a disclosure state-
ment satisfying the requirements of 
subdivisions (iii) through (viii) of this 
subparagraph, as applicable, and a copy 
of the governing instrument to be used 
in establishing the account, annuity, 
or endowment contract. The copy of 
such governing instrument need not be 
filled in with financial and other data 
pertaining to the benefited individual; 
however, such copy must be complete 
in all other respects. The disclosure 
statement and copy of the governing 
instrument must be received by the 
benefited individual at least seven days 
preceding the earlier of the date of es-
tablishment or purchase of the ac-
count, annuity, or endowment con-
tract. A disclosure statement or copy 
of the governing instrument required 
by this subparagraph may be received 
by the benefited individual less than 
seven days preceding, but no later 
than, the earlier of the date of estab-
lishment or purchase, if the benefited 
individual is permitted to revoke the 

account, annuity, or endowment con-
tract pursuant to a procedure which 
satisfies the requirements of subdivi-
sion (ii)(A)(2) of this subparagraph. 

(2) A procedure for revocation satis-
fies the requirements of this subdivi-
sion (ii)(A)(2) of this subparagraph if 
the benefited individual is permitted to 
revoke the account, or endowment con-
tract by mailing or delivering, at his 
option, a notice of revocation on or be-
fore a day not less than seven days 
after the earlier of the date of estab-
lishment or purchase and, upon revoca-
tion, is entitled to a return of the en-
tire amount of the consideration paid 
by him for the account, annuity, or en-
dowment contract without adjustment 
for such items as sales commissions, 
administrative expenses or fluctuation 
in market value. The procedure may 
require that the notice be in writing or 
that it be oral, or it may require both 
a written and an oral notice. If an oral 
notice is required or permitted, the 
procedure must permit it to be deliv-
ered by telephone call during normal 
business hours. If a written notice is 
required or permitted, the procedure 
must provide that, if mailed, it shall be 
deemed mailed on the date of the post-
mark (or if sent by certified or reg-
istered mail, the date of certification 
or registration) if it is deposited in the 
mail in the United States in an enve-
lope, or other appropriate wrapper, 
first class postage prepaid, properly ad-
dressed. 

(B) If after a disclosure statement 
has been furnished, or caused to be fur-
nished, to the benefited individual pur-
suant to paragraph (d)(4)(ii)(A) of this 
section and— 

(1) On or before the earlier of the 
date of establishment or purchase, or 

(2) On or before the last day on which 
the benefited individual is permitted to 
revoke the account, annuity, or endow-
ment contract (if the benefited indi-
vidual has a right to revoke the ac-
count, annuity, or endowment contract 
pursuant to the rules of subdivision 
(ii)(A) of this subparagraph). 
there becomes effective a material ad-
verse change in the information set 
forth in such disclosure statement or a 
material change in the governing in-
strument to be used in establishing the 
account, annuity, or contract, the 
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trustee or issuer shall furnish, or cause 
to be furnished, to the benefited indi-
vidual such amendments to any pre-
viously furnished disclosure statement 
or governing instrument as may be 
necessary to adequately inform the 
benefited individual of such change. 
The trustee or issuer shall be treated 
as satisfying this subdivision (ii)(B) of 
this subparagraph only if material re-
quired to be furnished by this subdivi-
sion is received by the benefited indi-
vidual at least seven days preceding 
the earlier of the date of establishment 
or purchase of the account, annuity, or 
endowment contract or if the benefited 
individual is permitted to revoke the 
account, annuity, or endowment con-
tract on or before a date not less than 
seven days after the date on which 
such material is received, pursuant to 
a procedure for revocation otherwise 
satisfying the provisions of subdivision 
(ii)(A)(2) of this subparagraph. 

(C) If the governing instrument is 
amended after the account, annuity, or 
endowment contract is no longer sub-
ject to revocation pursuant to subdivi-
sion (ii)(A) or (B) of this subparagraph, 
the trustee or issuer shall not later 
than the 30th day after the later of the 
date on which the amendment is adopt-
ed or becomes effective, deliver or mail 
to the last known address of the bene-
fited individual a copy of such amend-
ment and, if such amendment affects a 
matter described in subdivisions (iii) 
through (viii) of this subparagraph, a 
disclosure statement with respect to 
such matter meeting the requirements 
of subdivision (iv) of this subparagraph. 

(D) For purposes of subdivision (ii) 
(A) and (B) of this subparagraph, if a 
disclosure statement, governing instru-
ment, or an amendment to either, is 
mailed to the benefited individual, it 
shall be deemed (in the absence of evi-
dence to the contrary) to be received 
by the benefited individual seven days 
after the date of mailing. 

(E) In the case of a trust described in 
section 408(c) (relating to certain re-
tirement savings arrangements for em-
ployees or members of associations of 
employees), the following special rules 
shall be applied: 

(1) For purposes of this subparagraph, 
references to the benefited individual’s 
account, annuity, or endowment con-

tract shall refer to the benefited indi-
vidual’s interest in such trust, and 

(2) The provisions of subdivision (ii) 
of this subparagraph shall be applied 
by substituting ‘‘the date on which the 
benefited individual’s interest in such 
trust commences’’ for ‘‘the earlier of 
the date of establishment or purchase’’ 
wherever it appear therein. 

Thus, for example, if an employer es-
tablishes a trust described in section 
408(c) for the benefit of employees, and 
the trustee furnishes an employee with 
a disclosure statement and a copy of 
the governing instrument (as required 
by this subparagraph) on the date such 
employee’s interest in the trust com-
mences, such employee must be given a 
right to revoke such interest within a 
period of at least seven days. If any 
contribution has been made within 
such period (whether by the employee 
or by the employer), the full amount of 
such contribution must be paid to such 
employee pursuant to subdivision 
(ii)(A)(2) of this subparagraph. 

(iii) The disclosure statement re-
quired by this subparagraph shall set 
forth in nontechnical language the fol-
lowing matters as such matters relate 
to the account, annuity, or endowment 
contract (as the case may be); 

(A) Concise explanations of— 
(1) The statutory requirements pre-

scribed in section 408(a) (relating to an 
individual retirement account) or sec-
tion 408(b) (relating to an individual re-
tirement annuity and an endowment 
contract), and any additional require-
ments (whether or not required by law) 
that pertain to the particular retire-
ment savings arrangement. 

(2) The income tax consequences of 
establishing an account, annuity, or 
endowment contract (as the case may 
be) which meets the requirements of 
section 408(a) relating to an individual 
retirement account) or section 408(b) 
(relating to an individual retirement 
annuity and an endowment contract), 
including the deductibility of contribu-
tions to, the tax treatment of distribu-
tions (other than premature distribu-
tions) from, the availability of income 
tax free rollovers to and from, and the 
tax status of such account, annuity, or 
endowment contract. 
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(3) The limitations and restrictions 
on the deduction for retirement sav-
ings under section 219, including the in-
eligibility of certain individuals who 
are active participants in a plan de-
scribed in section 219(b)(2)(A) or for 
whom amounts are contributed under a 
contract described in section 
219(b)(2)(B) to make deductible con-
tributions to an account or for an an-
nuity or endowment contract. 

(4) The circumstances under which 
the benefited individual may revoke 
the account, annuity, or endowment 
contract, and the procedure therefor 
(including the name, address, and tele-
phone number of the person designated 
to receive notice of such revocation). 
Such explanation shall be prominently 
displayed at the beginning of the dis-
closure statement. 

(B) Statements to the effect that— 
(1) If the benefited individual or his 

beneficiary engages in a prohibited 
transaction, described in section 4975(c) 
with respect to an individual retire-
ment account, the account will lose its 
exemption from tax by reason of sec-
tion 408(e)(2)(A), and the benefited indi-
vidual must include in gross income, 
for the taxable year during which the 
benefited individual or his beneficiary 
engages in the prohibited transaction 
the fair market value of the account. 

(2) If the owner of an individual re-
tirement annuity or endowment con-
tract described in section 408(b) bor-
rows any money under, or by use of, 
such annuity or endowment contract, 
then, under section 408(e)(3), such an-
nuity or endowment contract loses its 
section 408(b) classification, and the 
owner must include in gross income, 
for the taxable year during which the 
owner borrows any money under, or by 
use of, such annuity or endowment 
contract, the fair market value of the 
annuity or endowment contract. 

(3) If a benefited individual uses all 
or any portion of an individual retire-
ment account as security for a loan, 
then, under section 408(e)(4), the por-
tion so used is treated as distributed to 
such individual and the benefited indi-
vidual must include such distribution 
in gross income for the taxable year 
during which he so uses such account. 

(4) An additional tax of 10 percent is 
imposed by section 408(f) on distribu-

tions (including amounts deemed dis-
tributed as the result of a prohibited 
loan or use as security for a loan) made 
before the benefited individual has at-
tained age 591⁄2, unless such distribu-
tion is made on account of death or dis-
ability, or unless a rollover contribu-
tion is made with such distribution. 

(5) Sections 2039(e) (relating to ex-
emption from estate tax of annuities 
under certain trusts and plans) and 2517 
(relating to exemption from gift tax of 
specified transfers of certain annuities 
under qualified plans) apply (including 
the manner in which such sections 
apply) to the account, annuity, or en-
dowment contract. 

(6) Section 402(a)(2) and (e) (relating 
to tax on lump sum distributions) is 
not applicable to distributions from an 
account, annuity, or endowment con-
tract. 

(7) A minimum distribution is re-
quired under section 408(a) (6) or (7) and 
408(b) (3) or (4) (including a brief expla-
nation of the amount of minimum dis-
tribution) and that if the amount dis-
tributed from an account, annuity, or 
endowment contract during the taxable 
year of the payee is less than the min-
imum required during such year, an ex-
cise tax, which shall be paid by the 
payee, is imposed under section 4974, in 
an amount equal to 50 percent of the 
excess of the minimum required to be 
distributed over the amount actually 
distributed during the year. 

(8) An excise tax is imposed under 
section 4973 on excess contributions 
(including a brief explanation of an ex-
cess contribution). 

(9) The benefited individual must file 
Form 5329 (Return for Individual Re-
tirement Savings Arrangement) with 
the Internal Revenue for each taxable 
year during which the account, annu-
ity, or endowment contract is main-
tained. 

(10) The account or contract has or 
has not (as the case may be) been ap-
proved as to form for use as an ac-
count, annuity, or endowment contract 
by the Internal Revenue Service. For 
purposes of this subdivision, if a favor-
able opinion or determination letter 
with respect to the form of a prototype 
trust, custodial account, annuity, or 
endowment contract has been issued by 
the Internal Revenue Service, or the 
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instrument which establishes an indi-
vidual retirement trust account or an 
individual retirement custodial ac-
count utilizes the precise language of a 
form currently provided by the Inter-
nal Revenue Service (including any ad-
ditional language permitted by such 
form), such account or contract may be 
treated as approved as to form. 

(11) The Internal Revenue Service ap-
proval is a determination only as to 
the form of the account, annuity, or 
endowment contract, and does not rep-
resent a determination of the merits of 
such account, annuity, or endowment 
contract. 

(12) The proceeds from the account, 
annuity or endowment contract may be 
used by the benefited individual as a 
rollover contribution to another ac-
count or annuity or retirement bond in 
accordance with the provisions of sec-
tion 408(d)(3). 

(13) In the case of an endowment con-
tract described in section 408(b), no de-
duction is allowed under section 219 for 
that portion of the amounts paid under 
the contract for the taxable year prop-
erly allocable to the cost of life insur-
ance. 

(14) If applicable, in the event that 
the benefited individual revokes the 
account, annuity, or endowment con-
tract, pursuant to the procedure de-
scribed in the disclosure statement (see 
subdivision (A)(4) of this subdivision 
(iii)), the benefited individual is enti-
tled to a return of the entire amount of 
the consideration paid by him for the 
account, annuity, or endowment con-
tract without adjustment for such 
items as sales commissions, adminis-
trative expenses or fluctuation in mar-
ket value. 

(15) Further information can be ob-
tained from any district office of the 
Internal Revenue Service. 

To the extent that information on 
the matters described in subdivisions 
(iii) (A) and (B) of this subparagraph is 
provided in a publication of the Inter-
nal Revenue Service relating to indi-
vidual retirement savings arrange-
ments, such publication may be fur-
nished by the trustee or issuer in lieu 
of providing information relating to 
such matters in a disclosure statement. 

(C) The financial disclosure required 
by paragraph (d)(4) (v), (vi), and (vii) of 
this section. 

(iv) In the case of an amendment to 
the terms of an account, annuity, or 
endowment contract described in para-
graph (d)(4)(i) of this section, the dis-
closure statement required by this sub-
paragraph need not repeat material 
contained in the statement furnished 
pursuant to paragraph (d)(4)(iii) of this 
section, but it must set forth in non-
technical language those matters de-
scribed in paragraph (d)(4)(iii) of this 
section which are affected by such 
amendment. 

(v) With respect to an account, annu-
ity, or endowment contract described 
in paragraph (d)(4)(i) of this section 
(other than an account or annuity 
which is to receive only a rollover con-
tribution described in paragraph 
(d)(4)(vi) of this section and to which 
no deductible contributions will be 
made), the disclosure statement must 
set forth in cases where either an 
amount is guaranteed over period of 
time (such as in the case of a non-
participating endowment or annuity 
contract), or a projection of growth of 
the value of the account, annuity, or 
endowment contract can reasonably be 
made (such as in the case of a partici-
pating endowment or annuity contract 
(other than a variable annuity) or pass-
book savings account), the following: 

(A) To the extent that an amount is 
guaranteed, 

(1) The amount, determined without 
regard to any portion of a contribution 
which is not deductible, that would be 
guaranteed to be available to the bene-
fited individual if (i) level annual con-
tributions in the amount of $1,000 were 
to be made on the first day of each 
year, and (ii) the benefited individual 
were to withdraw in a single sum the 
entire amount of such account, annu-
ity, or endowment contract at the end 
of each of the first five years during 
which contributions are to be made, at 
the end of the year in which the bene-
fited individual attains the ages of 60, 
65, and 70, and at the end of any other 
year during which the increase of the 
guaranteed available amount is less 
than the increase of the guaranteed 
available amount during any preceding 
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year for any reason other than de-
crease of cessation of contributions, 
and 

(2) A statement that the amount de-
scribed in subdivision (v)(A)(1) of this 
subparagraph is guaranteed, and the 
period for which guaranteed; 

(B) To the extent a projection of 
growth of the value of the account, an-
nuity, or endowment contract can rea-
sonably be made but the amounts are 
not guaranteed. 

(1) The amount, determined without 
regard to any portion of a contribution 
which is not deductible, and upon the 
basis of an earnings rate no greater 
than, and terms no different from, 
those currently in effect, that would be 
available to the benefited individual if 
(i) level annual contributions in the 
amount of $1,000 were to be made on 
the first day of each year, and (ii) the 
benefited individual were to withdraw 
in a single sum the entire amount of 
such account, annuity, or endowment 
contract at the end of each of the first 
five years during which contributions 
are to be made, at the end of each of 
the years in which the benefited indi-
vidual attains the ages of 60, 65, and 70, 
and at the end of any other year during 
which the increase of the available 
amount is less than the increase of the 
available amount during any preceding 
year for any reason other than de-
crease or cessation of contributions, 
and 

(2) A statement that the amount de-
scribed in paragraph (d)(4)(v)(B)(1) of 
this section is a projection and is not 
guaranteed and a statement of the 
earnings rate and terms on the basis of 
which the projection is made; 

(C) The portion of each $1,000 con-
tribution attributable to the cost of 
life insurance, which would not be de-
ductible, for each year during which 
contributions are to be made; and 

(D) The sales commission (including 
any commission attributable to the 
sale of life insurance), if any, to be 
charged in each year, expressed as a 
percentage of gross annual contribu-
tions (including any portion attrib-
utable to the cost of life insurance) to 
be made for each year. 

(vi) With respect to an account or an-
nuity described in paragraph (d)(4)(i) of 
this section to which a rollover con-

tribution described in section 
402(a)(5)(A), 403(a)(4)(A), 408(d)(3)(A) or 
409(b)(3)(C) will be made, the disclosure 
statement must set forth, in cases 
where an amount is guaranteed over a 
period of time (such as in the case of a 
non-participating annuity contract, or 
a projection of growth of the value of 
the account or annuity can reasonably 
be made (such as in the case of a par-
ticipating annuity contract (other than 
a variable annuity) or a passbook sav-
ings account), the following: 

(A) To the extent guaranteed, 
(1) The amount that would be guar-

anteed to be available to the benefited 
individual if (i) Such a rollover con-
tribution in the amount of $1,000 were 
to be made on the first day of the year, 
(ii) No other contribution were to be 
made, and (iii) The benefited individual 
were to withdraw in a single sum the 
entire amount of such account or annu-
ity at the end of each of the first five 
years after the contribution is made, at 
the end of the year in which the bene-
fited individual attains the ages of 60, 
65, and 70, and at the end of any other 
year during which the increase of the 
guaranteed available amount is less 
than the increase of the guaranteed 
available amount during any preceding 
year, and 

(2) A statement that the amount de-
scribed in paragraph (d)(vi)(A)(1) of 
this section is guaranteed; 

(B) To the extent that a projection of 
growth of the value of the account or 
annuity can reasonably be made but 
the amounts are not guaranteed, 

(1) The amount, determined upon the 
basis of an earnings rate no greater 
than, and terms no different from, 
those currently in effect, that would be 
available to the benefited individual if 
(i) such a rollover contribution in the 
amount of $1,000 were to be made on 
the first day of the year, (ii) no other 
contribution were to be made, and (iii) 
the benefited individual were to with-
draw in a single sum the entire amount 
of such account or annuity at the end 
of each of the first five years after the 
contribution is made, at the end of 
each of the years in which the bene-
fited individual attains the ages 60, 65, 
70, and at the end of any other year 
during which the increase of the avail-
able amount is less than the increase of 
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the available amount during any pre-
ceding year, and 

(2) A statement that the amount de-
scribed in paragraph (d)(4)(vi)(B)(1) of 
this section is a projection and is not 
guaranteed and a statement of the 
earnings rate and terms on the basis of 
which the projection is made; and 

(C) The sales commission, if any, to 
be charged in each year, expressed as a 
percentage of the assumed $1,000 con-
tribution. 

(vii) With respect to an account, an-
nuity, or endowment contract de-
scribed in paragraph (d)(4)(i) of this 
section, in all cases not subject to 
paragraph (d)(4) (v) or (vi) of this sec-
tion (such as in the case of a mutual 
fund or variable annuity), the disclo-
sure statement must set forth informa-
tion described in subdivisions (A) 
through (C) of this subdivisions (vii) 
based (as applicable with respect to the 
type or types of contributions to be re-
ceived by the account, annuity, or en-
dowment contract) upon the assump-
tion of (1) level annual contributions of 
$1,000 on the first day of each year, (2) 
a rollover contribution of $1,000 on the 
first day of the year and no other con-
tributions, or (3) a rollover contribu-
tion of $1,000 on the first day of the 
year plus level annual contributions of 
$1,000 on the first day of each year. 

(A) A description (in nontechnical 
language) with respect to the benefited 
individual’s interest in the account, 
annuity, or endowment contract, of: 

(1) Each type of charge, and the 
amount thereof, which may be made 
against a contribution, 

(2) The method for computing and al-
locating annual earnings, and 

(3) Each charge (other than those de-
scribed in complying with paragraph 
(d)(4)(vii)(A)(1) of this section) which 
may be applied to such interest in de-
termining the net amount of money 
available to the benefited individual 
and the method of computing each 
such charge; 

(B) A statement that growth in value 
of the account, annuity, or endowment 
contract is neither guaranteed nor pro-
jected; and 

(C) The portion of each $1,000 con-
tribution attributable to the cost of 
life insurance, which would not be de-

ductible, for every year during which 
contributions are to be made. 

(viii) A disclosure statement, or an 
amendment thereto, furnished pursu-
ant to the provisions of this subpara-
graph may contain information in ad-
dition to that required by paragraph 
(d)(4)(iii) through (vii) of this section. 
However, such disclosure statement 
will not be considered to comply with 
the provisions of this subparagraph if 
the substance of such additional mate-
rial or the form in which it is presented 
causes such disclosure statement to be 
false or misleading with respect to the 
information required to be disclosed by 
this paragraph. 

(ix) The provisions of section 6693, re-
lating to failure to provide reports on 
individual retirement accounts or an-
nuities, shall apply to any trustee or 
issuer who fails to furnish, or cause to 
be furnished, a disclosure statement, a 
copy of the governing instrument, or 
an amendment to either, as required by 
this paragraph. 

(x) This section shall be effective for 
disclosure statements and copies of 
governing instruments mailed, or de-
livered without mailing, after Feb-
ruary 14, 1977. 

(xi) This section does not reflect the 
amendments made by section 1501 of 
the Tax Reform Act of 1976 (90 Stat. 
1734) relating to retirement savings for 
certain married individuals. 

[T.D. 7714, 45 FR 52795, Aug. 8, 1980; 45 FR 
56802, Aug. 26, 1980] 

§ 1.408–7 Reports on distributions from 
individual retirement plans. 

(a) Requirement of report. The trustee 
of an individual retirement account or 
the issuer of an individual retirement 
annuity who makes a distribution dur-
ing any calendar year to an individual 
from such account or under such annu-
ity shall make a report on Form W-2P 
(in the case of distributions that are 
not total distributions) or Form 1099R 
(in the case of total distributions), and 
their related transmittal forms, for 
such year. The return must show the 
name and address of the person to 
whom the distribution was made, the 
aggregate amount of such distribution, 
and such other information as is re-
quired by the forms. 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00595 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



584 

26 CFR Ch. I (4–1–15 Edition) § 1.408–8 

(b) Amount subject to this section. The 
amounts subject to reporting under 
paragraph (a) include all amounts dis-
tributed or made available to which 
section 408(d) applies. 

(c) Time and place for filing. The re-
port required under this section for any 
calendar year shall be filed after the 
close of that year and on or before Feb-
ruary 28 of the following year with the 
appropriate Internal Revenue Service 
Center. 

(d) Statement to recipients. (1) Each 
trustee or issuer required to file Form 
1099R or Form W-2P under this section 
shall furnish to the person whose iden-
tifying number is (or should be) shown 
on the forms a copy of the form. 

(2) Each statement required by this 
paragraph to be furnished to recipients 
shall be furnished to such person after 
November 30 of the year of the dis-
tribution and on or before January 31 
of the following year. However, for a 
distribution after December 31, 2008, 
the February 15 due date under section 
6045 applies to the statement if the 
statement is furnished in a consoli-
dated reporting statement under sec-
tion 6045. See §§ 1.6045–1(k)(3), 1.6045– 
2(d)(2), 1.6045–3(e)(2), 1.6045–4(m)(3), and 
1.6045–5(a)(3)(ii). 

(e) Effective date. This section is ef-
fective for calendar years beginning 
after December 31, 1977. 

[T.D. 7714, 45 FR 52798, Aug. 8, 1980, as amend-
ed by T.D. 9504, 75 FR 64084, Oct. 18, 2010] 

§ 1.408–8 Distribution requirements for 
individual retirement plans. 

The following questions and answers 
relate to the distribution rules for 
IRAs provided in sections 408(a)(6) and 
408(b)(3). 

Q–1. Is an IRA subject to the distribu-
tion rules provided in section 401(a)(9) 
for qualified plans? 

A–1. (a) Yes, an IRA is subject to the 
required minimum distribution rules 
provided in section 401(a)(9). In order to 
satisfy section 401(a)(9) for purposes of 
determining required minimum dis-
tributions for calendar years beginning 
on or after January 1, 2003, the rules of 
§§ 1.401(a)(9)–1 through 1.401(a)(9)–9 and 
1.401(a)(9)–6 for defined contribution 
plans must be applied, except as other-
wise provided in this section. For ex-
ample, whether the 5-year rule or the 

life expectancy rule applies to distribu-
tions after death occurring before the 
IRA owner’s required beginning date is 
determined in accordance with 
§ 1.401(a)(9)–3 and the rules of 
§ 1.401(a)(9)–4 apply for purposes of de-
termining an IRA owner’s designated 
beneficiary. Similarly, the amount of 
the minimum distribution required for 
each calendar year from an individual 
account is determined in accordance 
with § 1.401(a)(9)–5. For purposes of this 
section, the term IRA means an indi-
vidual retirement account or annuity 
described in section 408(a) or (b). The 
IRA owner is the individual for whom 
an IRA is originally established by con-
tributions for the benefit of that indi-
vidual and that individual’s bene-
ficiaries. 

(b) For purposes of applying the re-
quired minimum distribution rules in 
§§ 1.401(a)(9)–1 through 1.401(a)(9)–9 and 
1.401(a)(9)–6 for qualified plans, the IRA 
trustee, custodian, or issuer is treated 
as the plan administrator, and the IRA 
owner is substituted for the employee. 

(c) See A–14 and A–15 of § 1.408A–6 for 
rules under section 401(a)(9) that apply 
to a Roth IRA. 

Q–2. Are IRAs that receive employer 
contributions under a simplified em-
ployee pension (defined in section 
408(k)) or a SIMPLE IRA (defined in 
section 408(p)) treated as IRAs for pur-
poses of section 401(a)(9)? 

A–2. Yes, IRAs that receive employer 
contributions under a simplified em-
ployee pension (defined in section 
408(k)) or a SIMPLE plan (defined in 
section 408(p)) are treated as IRAs, 
rather than employer plans, for pur-
poses of section 401(a)(9) and are, there-
fore, subject to the distribution rules 
in this section. 

Q–3. In the case of distributions from 
an IRA, what does the term required be-
ginning date mean? 

A–3. In the case of distributions from 
an IRA, the term required beginning 
date means April 1 of the calendar year 
following the calendar year in which 
the individual attains age 701⁄2. 

Q–4. What portion of a distribution 
from an IRA is not eligible for rollover 
because the amount is a required min-
imum distribution? 
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A–4. The portion of a distribution 
that is a required minimum distribu-
tion from an IRA and thus not eligible 
for rollover is determined in the same 
manner as provided in A–7 of § 1.402(c)– 
2 for distributions from qualified plans. 
For example, if a minimum distribu-
tion is required under section 401(a)(9) 
for a calendar year, an amount distrib-
uted during a calendar year from an 
IRA is treated as a required minimum 
distribution under section 401(a)(9) to 
the extent that the total required min-
imum distribution for the year under 
section 401(a)(9) for that IRA has not 
been satisfied. This requirement may 
be satisfied by a distribution from the 
IRA or, as permitted under A–9 of this 
section, from another IRA. 

Q–5. May an individual’s surviving 
spouse elect to treat such spouse’s en-
tire interest as a beneficiary in an indi-
vidual’s IRA upon the death of the in-
dividual (or the remaining part of such 
interest if distribution to the spouse 
has commenced) as the spouse’s own 
account? 

A–5. (a) The surviving spouse of an 
individual may elect, in the manner de-
scribed in paragraph (b) of this A–5, to 
treat the spouse’s entire interest as a 
beneficiary in an individual’s IRA (or 
the remaining part of such interest if 
distribution thereof has commenced to 
the spouse) as the spouse’s own IRA. 
This election is permitted to be made 
at any time after the individual’s date 
of death. In order to make this elec-
tion, the spouse must be the sole bene-
ficiary of the IRA and have an unlim-
ited right to withdraw amounts from 
the IRA. If a trust is named as bene-
ficiary of the IRA, this requirement is 
not satisfied even if the spouse is the 
sole beneficiary of the trust. If the sur-
viving spouse makes the election, the 
required minimum distribution for the 
calendar year of the election and each 
subsequent calendar year is determined 
under section 401(a)(9)(A) with the 
spouse as IRA owner and not section 
401(a)(9)(B) with the surviving spouse 
as the deceased IRA owner’s bene-
ficiary. However, if the election is 
made in the calendar year containing 
the IRA owner’s death, the spouse is 
not required to take a required min-
imum distribution as the IRA owner 
for that calendar year. Instead, the 

spouse is required to take a required 
minimum distribution for that year, 
determined with respect to the de-
ceased IRA owner under the rules of A– 
4(a) of § 1.401(a)(9)–5, to the extent such 
a distribution was not made to the IRA 
owner before death. 

(b) The election described in para-
graph (a) of this A–5 is made by the 
surviving spouse redesignating the ac-
count as an account in the name of the 
surviving spouse as IRA owner rather 
than as beneficiary. Alternatively, a 
surviving spouse eligible to make the 
election is deemed to have made the 
election if, at any time, either of the 
following occurs— 

(1) Any amount in the IRA that 
would be required to be distributed to 
the surviving spouse as beneficiary 
under section 401(a)(9)(B) is not distrib-
uted within the time period required 
under section 401(a)(9)(B); or 

(2) Any additional amount is contrib-
uted to the IRA which is subject, or 
deemed to be subject, to the lifetime 
distribution requirements of section 
401(a)(9)(A). 

(c) The result of an election described 
in paragraph (b) of this A–5 is that the 
surviving spouse shall then be consid-
ered the IRA owner for whose benefit 
the trust is maintained for all purposes 
under the Internal Revenue Code (e.g., 
section 72(t)). 

Q–6. How is the benefit determined 
for purposes of calculating the required 
minimum distribution from an IRA? 

A–6. For purposes of determining the 
minimum distribution required to be 
made from an IRA in any calendar 
year, the account balance of the IRA as 
of December 31 of the calendar year im-
mediately preceding the calendar year 
for which distributions are required to 
be made is substituted in A–3 of 
§ 1.401(a)(9)–5 for the account balance of 
the employee. Except as provided in A– 
7 and A–8 of this section, no adjust-
ments are made for contributions or 
distributions after that date. 

Q–7. What rules apply in the case of a 
rollover to an IRA of an amount dis-
tributed by a qualified plan or another 
IRA? 

A–7. If the surviving spouse of an em-
ployee rolls over a distribution from a 
qualified plan, such surviving spouse 
may elect to treat the IRA as the 
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spouse’s own IRA in accordance with 
the provisions in A–5 of this section. In 
the event of any other rollover to an 
IRA of an amount distributed by a 
qualified plan or another IRA, the rules 
in § 1.401(a)(9)–7 will apply for purposes 
of determining the account balance for 
the receiving IRA and the required 
minimum distribution from the receiv-
ing IRA. However, because the value of 
the account balance is determined as of 
December 31 of the year preceding the 
year for which the required minimum 
distribution is being determined and 
not as of a valuation date in the pre-
ceding year, the account balance of the 
receiving IRA is only adjusted if the 
amount is not received in the calendar 
year in which the amount rolled over is 
distributed. In that case, for purposes 
of determining the required minimum 
distribution for the calendar year in 
which such amount is actually re-
ceived, the account balance of the re-
ceiving IRA as of December 31 of the 
preceding year must be adjusted by the 
amount received in accordance with A– 
2 of § 1.401(a)(9)–7. 

Q–8. What rules apply in the case of a 
transfer (including a recharacteriza-
tion) from one IRA to another? 

A–8. (a) General rule. In the case of a 
trustee-to-trustee transfer from one 
IRA to another IRA that is not a dis-
tribution and rollover, the transfer is 
not treated as a distribution by the 
transferor IRA for purposes of section 
401(a)(9). Accordingly, the minimum 
distribution requirement with respect 
to the transferor IRA must still be sat-
isfied. Except as provided in paragraph 
(b) of this A–8 for recharacterizations, 
after the transfer the employee’s ac-
count balance and the required min-
imum distribution under the transferee 
IRA are determined in the same man-
ner as an account balance and required 
minimum distribution are determined 
under an IRA receiving a rollover con-
tribution under A–7 of this section. 

(b) Recharacterizations. If an amount 
is contributed to a Roth IRA that is a 
conversion contribution or failed con-
version contribution and that amount 
(plus net income allocable to that 
amount) is transferred to another IRA 
(transferee IRA) in a subsequent year 
as a recharacterized contribution, the 
recharacterized contribution (plus allo-

cable net income) must be added to the 
December 31 account balance of the 
transferee IRA for the year in which 
the conversion or failed conversion oc-
curred. 

Q–9. Is the required minimum dis-
tribution from one IRA of an owner 
permitted to be distributed from an-
other IRA in order to satisfy section 
401(a)(9)? 

A–9. Yes, the required minimum dis-
tribution must be calculated sepa-
rately for each IRA. The separately 
calculated amounts may then be to-
taled and the total distribution taken 
from any one or more of the individ-
ual’s IRAs under the rules set forth in 
this A–9. Generally, only amounts in 
IRAs that an individual holds as the 
IRA owner may be aggregated. How-
ever, amounts in IRAs that an indi-
vidual holds as a beneficiary of the 
same decedent and which are being dis-
tributed under the life expectancy rule 
in section 401(a)(9)(B)(iii) or (iv) may be 
aggregated, but such amounts may not 
be aggregated with amounts held in 
IRAs that the individual holds as the 
IRA owner or as the beneficiary of an-
other decedent. Distributions from sec-
tion 403(b) contracts or accounts will 
not satisfy the distribution require-
ments from IRAs, nor will distribu-
tions from IRAs satisfy the distribu-
tion requirements from section 403(b) 
contracts or accounts. Distributions 
from Roth IRAs (defined in section 
408A) will not satisfy the distribution 
requirements applicable to IRAs or sec-
tion 403(b) accounts or contracts and 
distributions from IRAs or section 
403(b) contracts or accounts will not 
satisfy the distribution requirements 
from Roth IRAs. 

Q–10. Is any reporting required by the 
trustee, custodian, or issuer of an IRA 
with respect to the minimum amount 
that is required to be distributed from 
that IRA? 

A–10. Yes, the trustee, custodian, or 
issuer of an IRA is required to report 
information with respect to the min-
imum amount required to be distrib-
uted from the IRA for each calendar 
year to individuals or entities, at the 
time, and in the manner, prescribed by 
the Commissioner in revenue rulings, 
notices, and other guidance published 
in the Internal Revenue Bulletin (see 
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§ 601.601(d)(2)(ii)(b) of this chapter) as 
well as the applicable Federal tax 
forms and accompanying instructions. 

Q–11. Which amounts distributed 
from an IRA are taken into account in 
determining whether section 401(a)(9) is 
satisfied? 

A–11. (a) General rule. Except as pro-
vided in paragraph (b) of this A–11, all 
amounts distributed from an IRA are 
taken into account in determining 
whether section 401(a)(9) is satisfied, 
regardless of whether the amount is in-
cludible in income. 

(b) Amounts not taken into account. 
The following amounts are not taken 
into account in determining whether 
the required minimum amount with re-
spect to an IRA for a calendar year has 
been distributed— 

(1) Contributions returned pursuant 
to section 408(d)(4), together with the 
income allocable to these contribu-
tions; 

(2) Contributions returned pursuant 
to section 408(d)(5); 

(3) Corrective distributions of excess 
simplified employee pension contribu-
tions under section 408(k)(6)(C), to-
gether with the income allocable to 
these distributions; and 

(4) Similar items designated by the 
Commissioner in revenue rulings, no-
tices, and other guidance published in 
the Internal Revenue Bulletin. See 
§ 601.601(d)(2)(ii)(b) of this chapter. 

Q–12. How does the special rule in A– 
3(d) of § 1.401(a)(9)–5 for a qualifying 
longevity annuity contract (QLAC) 
apply to an IRA? 

A–12. (a) General rule. The special rule 
in A–3(d) of § 1.401(a)(9)–5 for a QLAC, 
defined in A–17 of § 1.401(a)(9)–6, applies 
to an IRA, subject to the exceptions set 
forth in this A–12. See A–14(d) of 
§ 1.408A–6 for special rules relating to 
Roth IRAs. 

(b) Limitations on premiums—(1) In 
general. In lieu of the limitations de-
scribed in A–17(b) of § 1.401(a)(9)–6, the 
premiums paid with respect to the con-
tract on a date are not permitted to ex-
ceed the lesser of the dollar limitation 
in paragraph (b)(2) of this A–12 or the 
percentage limitation in paragraph 
(b)(3) of this A–12. 

(2) Dollar limitation. The dollar limi-
tation is an amount equal to the excess 
of— 

(i) $125,000 (as adjusted under A– 
17(d)(2) of § 1.401(a)(9)–6), over 

(ii) The sum of— 
(A) The premiums paid before that 

date with respect to the contract, and 
(B) The premiums paid on or before 

that date with respect to any other 
contract that is intended to be a QLAC 
and that is purchased for the IRA 
owner under the IRA, or any other 
plan, annuity, or account described in 
section 401(a), 403(a), 403(b), or 408 or el-
igible governmental plan under section 
457(b). 

(3) Percentage limitation. The percent-
age limitation is an amount equal to 
the excess of— 

(i) 25 percent of the total account 
balances of the IRAs (other than Roth 
IRAs) that an individual holds as the 
IRA owner (including the value of any 
QLAC held under those IRAs) as of De-
cember 31 of the calendar year imme-
diately preceding the calendar year in 
which a premium is paid, over 

(ii) The sum of— 
(A) The premiums paid before that 

date with respect to the contract, and 
(B) The premiums paid on or before 

that date with respect to any other 
contract that is intended to be a QLAC 
and that is held or was purchased for 
the individual under those IRAs. 

(c) Reliance on representations. For 
purposes of the limitations described in 
paragraphs (b)(2) and (3) of this A–12, 
unless the trustee, custodian, or issuer 
of an IRA has actual knowledge to the 
contrary, the trustee, custodian, or 
issuer may rely on the IRA owner’s 
representation (made in writing or 
such other form as may be prescribed 
by the Commissioner) of— 

(1) The amount of the premiums de-
scribed in paragraphs (b)(2)(ii)(B) and 
(b)(3)(ii)(B) of this A–12 that are not 
paid under the IRA, and 

(2) The amount of the account bal-
ances described in paragraph (b)(3)(i) of 
this A–12 (other than the account bal-
ance under the IRA). 

(d) Permitted delay in setting bene-
ficiary designation. In case of a contract 
that is rolled over from a plan to an 
IRA before the required beginning date 
under the plan, the contract will not 
violate the rule in A–17(c)(2)(v) of 
§ 1.401(a)(9)–6 that a non-spouse bene-
ficiary must be irrevocably selected on 
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or before the later of the date of pur-
chase or the required beginning date 
under the IRA, provided that the con-
tract requires a beneficiary to be irrev-
ocably selected by the end of the year 
following the year of the rollover. 

(e) Roth IRAs. A contract that is pur-
chased under a Roth IRA is not treated 
as a contract that is intended to be a 
QLAC for purposes of applying the dol-
lar and percentage limitation rules in 
paragraphs (b)(2)(ii)(B) and (b)(3)(ii)(B) 
of this A–12. See A–14(d) of § 1.408A–6. If 
a QLAC is purchased or held under a 
plan, annuity, account, or traditional 
IRA, and that contract is later rolled 
over or converted to a Roth IRA, the 
contract is not treated as a contract 
that is intended to be a QLAC after the 
date of the rollover or conversion. 
Thus, premiums paid with respect to 
the contract will not be taken into ac-
count under paragraph (b)(2)(ii)(B) or 

paragraph (b)(3)(ii)(B) of this A–12 after 
the date of the rollover or conversion. 

(f) Effective/applicability date. This A– 
12 applies to contracts purchased on or 
after July 2, 2014. 

[T.D. 8987, 67 FR 19024, Apr. 17, 2002, as 
amended by T.D. 9130, 69 FR 33293, June 15, 
2004; T.D. 9673, 79 FR 37642, July 2, 2014] 

§ 1.408–11 Net income calculation for 
returned or recharacterized IRA 
contributions. 

(a) Net income calculation for returned 
IRA contributions—(1) General rule. For 
purposes of returned contributions 
under section 408(d)(4), the net income 
attributable to a contribution made to 
an IRA is determined by allocating to 
the contribution a pro rata portion of 
the earnings on the assets in the IRA 
during the period the IRA held the con-
tribution. This attributable net income 
is calculated by using the following 
formula: 

Net Income = Contribution
(Adjusted Closing Balance Adjusted Opening Balance)

Adjusted Opening Balance.
× −

(2) Special rule. If an IRA is estab-
lished with a contribution and no other 
contributions, distributions or trans-
fers are made to or from that IRA, then 
the subsequent distribution of the en-
tire account balance of the IRA pursu-
ant to section 408(d)(4) will satisfy the 
requirement of that Internal Revenue 
Code section that the return of a con-
tribution be accompanied by the 
amount of net income attributable to 
the contribution. 

(b) Definitions. For purposes of this 
section the following definitions apply: 

(1) Adjusted opening balance. The term 
adjusted opening balance means the fair 
market value of the IRA at the begin-
ning of the computation period plus 
the amount of any contributions or 
transfers (including the contribution 
that is distributed as a returned con-
tribution pursuant to section 408(d)(4) 
and recharacterizations of contribu-
tions pursuant to section 408A(d)(6)) 
made to the IRA during the computa-
tion period. 

(2) Adjusted closing balance. The term 
adjusted closing balance means the fair 

market value of the IRA at the end of 
the computation period plus the 
amount of any distributions or trans-
fers (including recharacterizations of 
contributions pursuant to section 
408A(d)(6)) made from the IRA during 
the computation period. 

(3) Computation period. The term com-
putation period means the period begin-
ning immediately prior to the time 
that the contribution being returned 
was made to the IRA and ending imme-
diately prior to the removal of the con-
tribution. If more than one contribu-
tion was made as a regular contribu-
tion and is being returned from the 
IRA, the computation period begins 
immediately prior to the time the first 
contribution being returned was con-
tributed. 

(4) Regular contribution. The term reg-
ular contribution means an IRA con-
tribution made by the IRA owner that 
is neither a trustee-to-trustee transfer 
from another IRA nor a rollover from 
another IRA or retirement plan. 

(c) Additional rules. (1) When an IRA 
asset is not normally valued on a daily 
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basis, the fair market value of the 
asset at the beginning of the computa-
tion period is deemed to be the most 
recent, regularly determined, fair mar-
ket value of the asset, determined as of 
a date that coincides with or precedes 
the first day of the computation pe-
riod. In addition, solely for purposes of 
this section, notwithstanding A–3 of 
§ 1.408A–5, recharacterized contribu-
tions are taken into account for the pe-
riod they are actually held in a par-
ticular IRA. 

(2) In the case of an IRA that has re-
ceived more than one regular contribu-
tion for a particular taxable year, the 
last regular contribution made to the 
IRA for the year is deemed to be the 
contribution that is distributed as a re-
turned contribution under section 
408(d)(4), up to the amount of the con-
tribution identified by the IRA owner 
as the amount distributed as a re-
turned contribution. 

(3) In the case of an individual who 
owns multiple IRAs, the net income 
calculation is performed only on the 
IRA containing the contribution being 
returned, and that IRA is the IRA that 
must distribute the contribution. 

(d) Examples. The following examples 
illustrate the net income calculation 
under section 408(d)(4) and this section: 

Example 1. (i) On May 1, 2004, when her IRA 
is worth $4,800, Taxpayer A makes a $1,600 
regular contribution to her IRA. Taxpayer A 
requests that $400 of the May 1, 2004, con-
tribution be returned to her pursuant to sec-
tion 408(d)(4). Pursuant to this request, on 
February 1, 2005, when the IRA is worth 
$7,600, the IRA trustee distributes to Tax-
payer A the $400 plus attributable net in-
come. During this time, no other contribu-
tions have been made to the IRA and no dis-
tributions have been made. 

(ii) The adjusted opening balance is $6,400 
[$4,800 + $1,600] and the adjusted closing bal-
ance is $7,600. Thus, the net income attrib-
utable to the $400 May 1, 2004, contribution is 
$75 [$400 × ($7,600¥$6,400) ÷ $6,400]. Therefore, 
the total to be distributed on February 1, 
2005, pursuant to § 408(d)(4) is $475. 

Example 2. (i) Beginning in January 2004, 
Taxpayer B contributes $300 on the 15th of 
each month to an IRA for 2004, resulting in 
an excess regular contribution of $600 for 
that year. Taxpayer B requests that the $600 
excess regular contribution be returned to 
her pursuant to section 408(d)(4). Pursuant to 
this request, on March 1, 2005, when the IRA 
is worth $16,000, the IRA trustee distributes 
to Taxpayer B the $600 plus attributable net 

income. The excess regular contributions to 
be returned are deemed to be the last two 
made in 2004: the $300 December 15 contribu-
tion and the $300 November 15 contribution. 
On November 15 the IRA was worth $11,000 
immediately prior to the contribution. No 
distributions or transfers have been made 
from the IRA and no contributions or trans-
fers, other than the monthly contributions 
(including $300 in January and February 
2005), have been made. 

(ii) As of the beginning of the computation 
period (November 15), the adjusted opening 
balance is $12,200 [$11,000 + $300 + $300 + $300 
+ $300] and the adjusted closing balance is 
$16,000. Thus, the net income attributable to 
the excess regular contributions is $187 [$600 
× ($16,000 ¥ $12,200) ÷ $12,200]. Therefore, the 
total to be distributed as returned contribu-
tions on March 1, 2005, to correct the excess 
regular contribution is $787 [$600 + $187]. 

[T.D. 9056, 68 FR 23588, May 5, 2003] 

§ 1.408(q)–1 Deemed IRAs in qualified 
employer plans. 

(a) In general. Under section 408(q), a 
qualified employer plan may permit 
employees to make voluntary em-
ployee contributions to a separate ac-
count or annuity established under the 
plan. If the requirements of section 
408(q) and this section are met, such 
account or annuity is treated in the 
same manner as an individual retire-
ment plan under section 408 or 408A 
(and contributions to such an account 
or annuity are treated as contributions 
to an individual retirement plan and 
not to the qualified employer plan). 
The account or annuity is referred to 
as a deemed IRA. 

(b) Types of IRAs. If the account or 
annuity meets the requirements appli-
cable to traditional IRAs under section 
408, the account or annuity is deemed 
to be a traditional IRA, and if the ac-
count or annuity meets the require-
ments applicable to Roth IRAs under 
section 408A, the account or annuity is 
deemed to be a Roth IRA. Simplified 
employee pensions (SEPs) under sec-
tion 408(k) and SIMPLE IRAs under 
section 408(p) may not be used as 
deemed IRAs. 

(c) Separate entities. Except as pro-
vided in paragraphs (d) and (g) of this 
section, the qualified employer plan 
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and the deemed IRA are treated as sep-
arate entities under the Internal Rev-
enue Code and are subject to the sepa-
rate rules applicable to qualified em-
ployer plans and IRAs, respectively. 
Issues regarding eligibility, participa-
tion, disclosure, nondiscrimination, 
contributions, distributions, invest-
ments, and plan administration are 
generally to be resolved under the sep-
arate rules (if any) applicable to each 
entity under the Internal Revenue 
Code. 

(d) Exceptions. The following excep-
tions to treatment of a deemed IRA 
and the qualified employer plan as sep-
arate entities apply: 

(1) The plan document of the quali-
fied employer plan must contain the 
deemed IRA provisions and a deemed 
IRA must be in effect at the time the 
deemed IRA contributions are accept-
ed. Notwithstanding the preceding sen-
tence, employers that provided deemed 
IRAs for plan years beginning before 
January 1, 2004, (but after December 31, 
2002) are not required to have such pro-
visions in their plan documents before 
the end of such plan years. 

(2) The requirements of section 
408(a)(5) regarding commingling of as-
sets do not apply to deemed IRAs. Ac-
cordingly, the assets of a deemed IRA 
may be commingled for investment 
purposes with those of the qualified 
employer plan. However, the restric-
tions on the commingling of plan and 
IRA assets with other assets apply to 
the assets of the qualified employer 
plan and the deemed IRA. 

(e) Application of distribution rules. (1) 
Rules applicable to distributions from 
qualified employer plans under the In-
ternal Revenue Code and regulations 
do not apply to distributions from 
deemed IRAs. Instead, the rules appli-
cable to distributions from IRAs apply 
to distributions from deemed IRAs. 
Also, any restrictions that a trustee, 
custodian, or insurance company is 
permitted to impose on distributions 
from traditional and Roth IRAs may be 
imposed on distributions from deemed 
IRAs (for example, early withdrawal 
penalties on annuities). 

(2) The required minimum distribu-
tion rules of section 401(a)(9) must be 
met separately with respect to the 
qualified employer plan and the 

deemed IRA. The determination of 
whether a qualified employer plan sat-
isfies the required minimum distribu-
tion rules of section 401(a)(9) is made 
without regard to whether a partici-
pant satisfies the required minimum 
distribution requirements with respect 
to the deemed IRA that is established 
under such plan. 

(f) Additional rules—(1) Trustee. The 
trustee or custodian of an individual 
retirement account must be a bank, as 
required by section 408(a)(2), or, if the 
trustee is not a bank, as defined in sec-
tion 408(n), the trustee must have re-
ceived approval from the Commissioner 
to serve as a nonbank trustee or 
nonbank custodian pursuant to § 1.408– 
2(e). For further guidance regarding 
governmental units serving as nonbank 
trustees of deemed IRAs established 
under section 408(q), see § 1.408–2T(e)(8). 

(2) Trusts. (i) General rule. Deemed 
IRAs that are individual retirement ac-
counts may be held in separate indi-
vidual trusts, a single trust separate 
from a trust maintained by the quali-
fied employer plan, or in a single trust 
that includes the qualified employer 
plan. A deemed IRA trust must be cre-
ated or organized in the United States 
for the exclusive benefit of the partici-
pants. If deemed IRAs are held in a sin-
gle trust that includes the qualified 
employer plan, the trustee must main-
tain a separate account for each 
deemed IRA. In addition, the written 
governing instrument creating the 
trust must satisfy the requirements of 
section 408(a) (1), (2), (3), (4), and (6). 

(ii) Application of section 408(a)(3). If 
deemed IRAs are held in a single trust 
that includes the qualified employer 
plan, section 408(a)(3) is treated as sat-
isfied if no part of the separate ac-
counts of any of the deemed IRAs is in-
vested in life insurance contracts, re-
gardless of whether the separate ac-
count for the qualified employer plan 
invests in life insurance contracts. 

(iii) Separate accounts for traditional 
and Roth deemed IRAs. The rules of sec-
tion 408A(b) and the regulations there-
under, requiring each Roth IRA to be 
clearly designated as a Roth IRA, will 
not fail to be satisfied solely because 
Roth deemed IRAs and traditional 
deemed IRAs are held in a single trust, 
provided that the trustee maintains 
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separate accounts for the Roth deemed 
IRAs and traditional deemed IRAs of 
each participant, and each of those ac-
counts is clearly designated as such. 

(3) Annuity contracts. Deemed IRAs 
that are individual retirement annu-
ities may be held under a single annu-
ity contract or under separate annuity 
contracts. However, the contract must 
be separate from any annuity contract 
or annuity contracts of the qualified 
employer plan. In addition, the con-
tract must satisfy the requirements of 
section 408(b) and there must be sepa-
rate accounting for the interest of each 
participant in those cases where the in-
dividual retirement annuities are held 
under a single annuity contract. 

(4) Deductibility. The deductibility of 
voluntary employee contributions to a 
traditional deemed IRA is determined 
in the same manner as if they were 
made to any other traditional IRA. 
Thus, for example, taxpayers with com-
pensation that exceeds the limits im-
posed by section 219(g) may not be able 
to make contributions to deemed IRAs, 
or the deductibility of such contribu-
tions may be limited in accordance 
with sections 408 and 219(g). However, 
section 219(f)(5), regarding the taxable 
year in which amounts paid by an em-
ployer to an individual retirement plan 
are includible in the employee’s in-
come, is not applicable to deemed 
IRAs. 

(5) Rollovers and transfers. The same 
rules apply to rollovers and transfers 
to and from deemed IRAs as apply to 
rollovers and transfers to and from 
other IRAs. Thus, for example, the plan 
may provide that an employee may re-
quest and receive a distribution of his 
or her deemed IRA account balance and 
may roll it over to an eligible retire-
ment plan in accordance with section 
408(d)(3), regardless of whether that 
employee may receive a distribution of 
any other plan benefits. 

(6) Nondiscrimination. The availability 
of a deemed IRA is not a benefit, right 
or feature of the qualified employer 
plan under § 1.401(a)(4)–4. 

(7) IRA assets and benefits not taken 
into account in determining benefits 
under or funding of qualified employer 
plan. Neither the assets held in the 
deemed IRA portion of the qualified 
employer plan, nor any benefits attrib-

utable thereto, shall be taken into ac-
count for purposes of: 

(i) Determining the benefits of em-
ployees and their beneficiaries under 
the plan (within the meaning of section 
401(a)(2)); or 

(ii) Determining the plan’s assets or 
liabilities for purposes of section 404 or 
412. 

(g) Disqualifying defects—(1) Single 
trust. If the qualified employer plan 
fails to satisfy the qualification re-
quirements applicable to it, either in 
form or operation, any deemed IRA 
that is an individual retirement ac-
count and that is included as part of 
the trust of that qualified employer 
plan does not satisfy section 408(q). Ac-
cordingly, any account maintained 
under such a plan as a deemed IRA 
ceases to be a deemed IRA at the time 
of the disqualifying event. In addition, 
the deemed IRA also ceases to satisfy 
the requirements of sections 408(a) and 
408A. Also, if any one of the deemed 
IRAs fails to satisfy the applicable re-
quirements of sections 408 or 408A, and 
the assets of that deemed IRA are in-
cluded as part of the trust of the quali-
fied employer plan, section 408(q) does 
not apply and the plan will fail to sat-
isfy the plan’s qualification require-
ments. 

(2) Separate trusts and annuities. If the 
qualified employer plan fails to satisfy 
its qualification requirements, either 
in form or operation, but the assets of 
a deemed IRA are held in a separate 
trust (or where a deemed IRA is an in-
dividual retirement annuity), then the 
deemed IRA does not automatically 
fail to satisfy the applicable require-
ments of section 408 or 408A. Instead, 
its status as an IRA will be determined 
by considering whether the account or 
the annuity satisfies the applicable re-
quirements of sections 408 and 408A (in-
cluding, in the case of individual re-
tirement accounts, the prohibition 
against the commingling of assets 
under section 408(a)(5)). Also, if a 
deemed IRA fails to satisfy the require-
ments of a qualified IRA and the assets 
of the deemed IRA are held in a sepa-
rate trust (or where the deemed IRA is 
an individual retirement annuity), the 
qualified employer plan will not fail 
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the qualification requirements applica-
ble to it under the Code solely because 
of the failure of the deemed IRA. 

(h) Definitions. The following defini-
tions apply for purposes of this section: 

(1) Qualified employer plan. A qualified 
employer plan is a plan described in sec-
tion 401(a), an annuity plan described 
in section 403(a), a section 403(b) plan, 
or a governmental plan under section 
457(b). 

(2) Voluntary employee contribution. A 
voluntary employee contribution is any 
contribution (other than a mandatory 
contribution within the meaning of 
section 411(c)(2)(C)) which is made by 
an individual as an employee under a 
qualified employer plan that allows 
employees to elect to make contribu-
tions to deemed IRAs and with respect 
to which the individual has designated 
the contribution as a contribution to 
which section 408(q) applies. 

(3) Employee. An employee includes 
any individual who is an employee 
under the rules applicable to the quali-
fied employer plan under which the 
deemed IRA is established. 

(i) Effective date. This section applies 
to accounts or annuities established 
under section 408(q) on or after August 
1, 2003. 

[T.D. 9142, 69 FR 43739, July 22, 2004] 

§ 1.408A–0 Roth IRAs; table of con-
tents. 

This table of contents lists the regu-
lations relating to Roth IRAs under 
section 408A of the Internal Revenue 
Code as follows: 

§ 1.408A–1 Roth IRAs in general. 
§ 1.408A–2 Establishing Roth IRAs. 
§ 1.408A–3 Contributions to Roth IRAs. 
§ 1.408A–4 Converting amounts to Roth 

IRAs. 
§ 1.408A–5 Recharacterized contributions. 
§ 1.408A–6 Distributions. 
§ 1.408A–7 Reporting. 
§ 1.408A–8 Definitions. 
§ 1.408A–9 Effective date. 

[T.D. 8816, 64 FR 5601, Feb. 4, 1999] 

§ 1.408A–1 Roth IRAs in general. 
This section sets forth the following 

questions and answers that discuss the 
background and general features of 
Roth IRAs: 

Q–1. What is a Roth IRA? 

A–1. (a) A Roth IRA is a new type of 
individual retirement plan that indi-
viduals can use, beginning in 1998. Roth 
IRAs are described in section 408A, 
which was added by the Taxpayer Re-
lief Act of 1997 (TRA 97), Public Law 
105–34 (111 Stat. 788). 

(b) Roth IRAs are treated like tradi-
tional IRAs except where the Internal 
Revenue Code specifies different treat-
ment. For example, aggregate con-
tributions (other than by a conversion 
or other rollover) to all an individual’s 
Roth IRAs are not permitted to exceed 
$2,000 for a taxable year. Further, in-
come earned on funds held in a Roth 
IRA is generally not taxable. Simi-
larly, the rules of section 408(e), such 
as the loss of exemption of the account 
where the owner engages in a prohib-
ited transaction, apply to Roth IRAs in 
the same manner as to traditional 
IRAs. 

Q–2. What are the significant dif-
ferences between traditional IRAs and 
Roth IRAs? 

A–2. There are several significant dif-
ferences between traditional IRAs and 
Roth IRAs under the Internal Revenue 
Code. For example, eligibility to con-
tribute to a Roth IRA is subject to spe-
cial modified AGI (adjusted gross in-
come) limits; contributions to a Roth 
IRA are never deductible; qualified dis-
tributions from a Roth IRA are not in-
cludible in gross income; the required 
minimum distribution rules under sec-
tion 408(a)(6) and (b)(3) (which gen-
erally incorporate the provisions of 
section 401(a)(9)) do not apply to a Roth 
IRA during the lifetime of the owner; 
and contributions to a Roth IRA can be 
made after the owner has attained age 
701⁄2. 

[T.D. 8816, 64 FR 5601, Feb. 4, 1999] 

§ 1.408A–2 Establishing Roth IRAs. 

This section sets forth the following 
questions and answers that provide 
rules applicable to establishing Roth 
IRAs: 

Q–1. Who can establish a Roth IRA? 
A–1. Except as provided in A–3 of this 

section, only an individual can estab-
lish a Roth IRA. In addition, in order 
to be eligible to contribute to a Roth 
IRA for a particular year, an individual 
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must satisfy certain compensation re-
quirements and adjusted gross income 
limits (see § 1.408A–3 A–3). 

Q–2. How is a Roth IRA established? 
A–2. A Roth IRA can be established 

with any bank, insurance company, or 
other person authorized in accordance 
with § 1.408–2(e) to serve as a trustee 
with respect to IRAs. The document es-
tablishing the Roth IRA must clearly 
designate the IRA as a Roth IRA, and 
this designation cannot be changed at 
a later date. Thus, an IRA that is des-
ignated as a Roth IRA cannot later be 
treated as a traditional IRA. However, 
see § 1.408A–4 A–1(b)(3) for certain rules 
for converting a traditional IRA to a 
Roth IRA with the same trustee by re-
designating the traditional IRA as a 
Roth IRA, and see § 1.408A–5 for rules 
for recharacterizing certain IRA con-
tributions. 

Q–3. Can an employer or an associa-
tion of employees establish a Roth IRA 
to hold contributions of employees or 
members? 

A–3. Yes. Pursuant to section 408(c), 
an employer or an association of em-
ployees can establish a trust to hold 
contributions of employees or members 
made under a Roth IRA. Each employ-
ee’s or member’s account in the trust 
is treated as a separate Roth IRA that 
is subject to the generally applicable 
Roth IRA rules. The employer or asso-
ciation of employees may do certain 
acts otherwise required by an indi-
vidual, for example, establishing and 
designating a trust as a Roth IRA. 

Q–4. What is the effect of a surviving 
spouse of a Roth IRA owner treating an 
IRA as his or her own? 

A–4. If the surviving spouse of a Roth 
IRA owner treats a Roth IRA as his or 
her own as of a date, the Roth IRA is 
treated from that date forward as 
though it were established for the ben-
efit of the surviving spouse and not the 
original Roth IRA owner. Thus, for ex-
ample, the surviving spouse is treated 
as the Roth IRA owner for purposes of 
applying the minimum distribution re-
quirements under section 408(a)(6) and 
(b)(3). Similarly, the surviving spouse 
is treated as the Roth IRA owner rath-
er than a beneficiary for purposes of 
determining the amount of any dis-
tribution from the Roth IRA that is in-
cludible in gross income and whether 

the distribution is subject to the 10- 
percent additional tax under section 
72(t). 

[T.D. 8816, 64 FR 5601, Feb. 4, 1999] 

§ 1.408A–3 Contributions to Roth IRAs. 

This section sets forth the following 
questions and answers that provide 
rules regarding contributions to Roth 
IRAs: 

Q–1. What types of contributions are 
permitted to be made to a Roth IRA? 

A–1. There are two types of contribu-
tions that are permitted to be made to 
a Roth IRA: regular contributions and 
qualified rollover contributions (in-
cluding conversion contributions). The 
term regular contributions means con-
tributions other than qualified rollover 
contributions. 

Q–2. When are contributions per-
mitted to be made to a Roth IRA? 

A–2. (a) The provisions of section 
408A are effective for taxable years be-
ginning on or after January 1, 1998. 
Thus, the first taxable year for which 
contributions are permitted to be made 
to a Roth IRA by an individual is the 
individual’s taxable year beginning in 
1998. 

(b) Regular contributions for a par-
ticular taxable year must generally be 
contributed by the due date (not in-
cluding extensions) for filing a Federal 
income tax return for that taxable 
year. (See § 1.408A–5 regarding re-
characterization of certain contribu-
tions.) 

Q–3. What is the maximum aggregate 
amount of regular contributions an in-
dividual is eligible to contribute to a 
Roth IRA for a taxable year? 

A–3. (a) The maximum aggregate 
amount that an individual is eligible to 
contribute to all his or her Roth IRAs 
as a regular contribution for a taxable 
year is the same as the maximum for 
traditional IRAs: $2,000 or, if less, that 
individual’s compensation for the year. 

(b) For Roth IRAs, the maximum 
amount described in paragraph (a) of 
this A–3 is phased out between certain 
levels of modified AGI. For an indi-
vidual who is not married, the dollar 
amount is phased out ratably between 
modified AGI of $95,000 and $110,000; for 
a married individual filing a joint re-
turn, between modified AGI of $150,000 
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and $160,000; and for a married indi-
vidual filing separately, between modi-
fied AGI of $0 and $10,000. For this pur-
pose, a married individual who has 
lived apart from his or her spouse for 
the entire taxable year and who files 
separately is treated as not married. 
Under section 408A(c)(3)(A), in applying 
the phase-out, the maximum amount is 
rounded up to the next higher multiple 
of $10 and is not reduced below $200 
until completely phased out. 

(c) If an individual makes regular 
contributions to both traditional IRAs 
and Roth IRAs for a taxable year, the 
maximum limit for the Roth IRA is the 
lesser of— 

(1) The amount described in para-
graph (a) of this A–3 reduced by the 
amount contributed to traditional 
IRAs for the taxable year; and 

(2) The amount described in para-
graph (b) of this A–3. Employer con-
tributions, including elective deferrals, 
made under a SEP or SIMPLE IRA 
Plan on behalf of an individual (includ-
ing a self-employed individual) do not 
reduce the amount of the individual’s 
maximum regular contribution. 

(d) The rules in this A–3 are illus-
trated by the following examples: 

Example 1. In 1998, unmarried, calendar- 
year taxpayer B, age 60, has modified AGI of 
$40,000 and compensation of $5,000. For 1998, 
B can contribute a maximum of $2,000 to a 
traditional IRA, a Roth IRA or a combina-
tion of traditional and Roth IRAs. 

Example 2. The facts are the same as in Ex-
ample 1. However, assume that B violates the 
maximum regular contribution limit by con-
tributing $2,000 to a traditional IRA and 
$2,000 to a Roth IRA for 1998. The $2,000 to B’s 
Roth IRA would be an excess contribution to 
B’s Roth IRA for 1998 because an individual’s 
contributions are applied first to a tradi-
tional IRA, then to a Roth IRA. 

Example 3. The facts are the same as in Ex-
ample 1, except that B’s compensation is $900. 
The maximum amount B can contribute to 
either a traditional IRA or a Roth (or a com-
bination of the two) for 1998 is $900. 

Example 4. In 1998, unmarried, calendar- 
year taxpayer C, age 60, has modified AGI of 
$100,000 and compensation of $5,000. For 1998, 
C contributes $800 to a traditional IRA and 
$1,200 to a Roth IRA. Because C’s $1,200 Roth 
IRA contribution does not exceed the 
phased-out maximum Roth IRA contribution 
of $1,340 and because C’s total IRA contribu-
tions do not exceed $2,000, C’s Roth IRA con-
tribution does not exceed the maximum per-
missible contribution. 

Q–4. How is compensation defined for 
purposes of the Roth IRA contribution 
limit? 

A–4. For purposes of the contribution 
limit described in A–3 of this section, 
an individual’s compensation is the 
same as that used to determine the 
maximum contribution an individual 
can make to a traditional IRA. This 
amount is defined in section 219(f)(1) to 
include wages, commissions, profes-
sional fees, tips, and other amounts re-
ceived for personal services, as well as 
taxable alimony and separate mainte-
nance payments received under a de-
cree of divorce or separate mainte-
nance. Compensation also includes 
earned income as defined in section 
401(c)(2), but does not include any 
amount received as a pension or annu-
ity or as deferred compensation. In ad-
dition, under section 219(c), a married 
individual filing a joint return is per-
mitted to make an IRA contribution by 
treating his or her spouse’s higher 
compensation as his or her own, but 
only to the extent that the spouse’s 
compensation is not being used for pur-
poses of the spouse making a contribu-
tion to a Roth IRA or a deductible con-
tribution to a traditional IRA. 

Q–5. What is the significance of modi-
fied AGI and how is it determined? 

A–5. Modified AGI is used for pur-
poses of the phase-out rules described 
in A–3 of this section and for purposes 
of the $100,000 modified AGI limitation 
described in § 1.408A–4 A–2(a) (relating 
to eligibility for conversion). As de-
fined in section 408A(c)(3)(C)(i), modi-
fied AGI is the same as adjusted gross 
income under section 219(g)(3)(A) (used 
to determine the amount of deductible 
contributions that can be made to a 
traditional IRA by an individual who is 
an active participant in an employer- 
sponsored retirement plan), except that 
any conversion is disregarded in deter-
mining modified AGI. For example, the 
deduction for contributions to an IRA 
is not taken into account for purposes 
of determining adjusted gross income 
under section 219 and thus does not 
apply in determining modified AGI for 
Roth IRA purposes. 

Q–6. Is a required minimum distribu-
tion from an IRA for a year included in 
income for purposes of determining 
modified AGI? 
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A–6. (a) Yes. For taxable years begin-
ning before January 1, 2005, any re-
quired minimum distribution from an 
IRA under section 408(a)(6) and (b)(3) 
(which generally incorporate the provi-
sions of section 401(a)(9)) is included in 
income for purposes of determining 
modified AGI. 

(b) For taxable years beginning after 
December 31, 2004, and solely for pur-
poses of the $100,000 limitation applica-
ble to conversions, modified AGI does 
not include any required minimum dis-
tributions from an IRA under section 
408(a)(6) and (b)(3). 

Q–7. Does an excise tax apply if an in-
dividual exceeds the aggregate regular 
contribution limits for Roth IRAs? 

A–7. Yes. Section 4973 imposes an an-
nual 6-percent excise tax on aggregate 
amounts contributed to Roth IRAs 
that exceed the maximum contribution 
limits described in A–3 of this section. 
Any contribution that is distributed, 
together with net income, from a Roth 
IRA on or before the tax return due 
date (plus extensions) for the taxable 
year of the contribution is treated as 
not contributed. Net income described 
in the previous sentence is includible 
in gross income for the taxable year in 
which the contribution is made. Aggre-
gate excess contributions that are not 
distributed from a Roth IRA on or be-
fore the tax return due date (with ex-
tensions) for the taxable year of the 
contributions are reduced as a deemed 
Roth IRA contribution for each subse-
quent taxable year to the extent that 
the Roth IRA owner does not actually 
make regular IRA contributions for 
such years. Section 4973 applies sepa-
rately to an individual’s Roth IRAs and 
other types of IRAs. 

[T.D. 8816, 64 FR 5601, Feb. 4, 1999] 

§ 1.408A–4 Converting amounts to Roth 
IRAs. 

This section sets forth the following 
questions and answers that provide 
rules applicable to Roth IRA conver-
sions: 

Q–1. Can an individual convert an 
amount in his or her traditional IRA to 
a Roth IRA? 

A–1. (a) Yes. An amount in a tradi-
tional IRA may be converted to an 
amount in a Roth IRA if two require-
ments are satisfied. First, the IRA 

owner must satisfy the modified AGI 
limitation described in A–2(a) of this 
section and, if married, the joint filing 
requirement described in A–2(b) of this 
section. Second, the amount contrib-
uted to the Roth IRA must satisfy the 
definition of a qualified rollover con-
tribution in section 408A(e) (i.e., it 
must satisfy the requirements for a 
rollover contribution as defined in sec-
tion 408(d)(3), except that the one-roll-
over-per-year limitation in section 
408(d)(3)(B) does not apply). 

(b) An amount can be converted by 
any of three methods— 

(1) An amount distributed from a tra-
ditional IRA is contributed (rolled 
over) to a Roth IRA within the 60-day 
period described in section 
408(d)(3)(A)(i); 

(2) An amount in a traditional IRA is 
transferred in a trustee-to-trustee 
transfer from the trustee of the tradi-
tional IRA to the trustee of the Roth 
IRA; or 

(3) An amount in a traditional IRA is 
transferred to a Roth IRA maintained 
by the same trustee. For purposes of 
sections 408 and 408A, redesignating a 
traditional IRA as a Roth IRA is treat-
ed as a transfer of the entire account 
balance from a traditional IRA to a 
Roth IRA. 

(c) Any converted amount is treated 
as a distribution from the traditional 
IRA and a qualified rollover contribu-
tion to the Roth IRA for purposes of 
section 408 and section 408A, even if the 
conversion is accomplished by means 
of a trustee-to-trustee transfer or a 
transfer between IRAs of the same 
trustee. 

(d) A transaction that is treated as a 
failed conversion under § 1.408A–5 A– 
9(a)(1) is not a conversion. 

Q–2. What are the modified AGI limi-
tation and joint filing requirements for 
conversions? 

A–2. (a) An individual with modified 
AGI in excess of $100,000 for a taxable 
year is not permitted to convert an 
amount to a Roth IRA during that tax-
able year. This $100,000 limitation ap-
plies to the taxable year that the funds 
are paid from the traditional IRA, 
rather than the year they are contrib-
uted to the Roth IRA. 

(b) If the individual is married, he or 
she is permitted to convert an amount 
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to a Roth IRA during a taxable year 
only if the individual and the individ-
ual’s spouse file a joint return for the 
taxable year that the funds are paid 
from the traditional IRA. In this case, 
the modified AGI subject to the $100,000 
limit is the modified AGI derived from 
the joint return using the couple’s 
combined income. The only exception 
to this joint filing requirement is for 
an individual who has lived apart from 
his or her spouse for the entire taxable 
year. If the married individual has 
lived apart from his or her spouse for 
the entire taxable year, then such indi-
vidual can treat himself or herself as 
not married for purposes of this para-
graph, file a separate return and be 
subject to the $100,000 limit on his or 
her separate modified AGI. In all other 
cases, a married individual filing a sep-
arate return is not permitted to con-
vert an amount to a Roth IRA, regard-
less of the individual’s modified AGI. 

Q–3. Is a remedy available to an indi-
vidual who makes a failed conversion? 

A–3. (a) Yes. See § 1.408A–5 for rules 
permitting a failed conversion amount 
to be recharacterized as a contribution 
to a traditional IRA. If the require-
ments in § 1.408A–5 are satisfied, the 
failed conversion amount will be treat-
ed as having been contributed to the 
traditional IRA and not to the Roth 
IRA. 

(b) If the contribution is not re-
characterized in accordance with 
§ 1.408A–5, the contribution will be 
treated as a regular contribution to the 
Roth IRA and, thus, an excess con-
tribution subject to the excise tax 
under section 4973 to the extent that it 
exceeds the individual’s regular con-
tribution limit. This is the result re-
gardless of which of the three methods 
described in A–1(b) of this section ap-
plies to this transaction. Additionally, 
the distribution from the traditional 
IRA will not be eligible for the 4-year 
spread and will be subject to the addi-
tional tax under section 72(t) (unless an 
exception under that section applies). 

Q–4. Do any special rules apply to a 
conversion of an amount in an individ-
ual’s SEP IRA or SIMPLE IRA to a 
Roth IRA? 

A–4. (a) An amount in an individual’s 
SEP IRA can be converted to a Roth 

IRA on the same terms as an amount 
in any other traditional IRA. 

(b) An amount in an individual’s 
SIMPLE IRA can be converted to a 
Roth IRA on the same terms as a con-
version from a traditional IRA, except 
that an amount distributed from a 
SIMPLE IRA during the 2-year period 
described in section 72(t)(6), which be-
gins on the date that the individual 
first participated in any SIMPLE IRA 
Plan maintained by the individual’s 
employer, cannot be converted to a 
Roth IRA. Pursuant to section 
408(d)(3)(G), a distribution of an 
amount from an individual’s SIMPLE 
IRA during this 2-year period is not eli-
gible to be rolled over into an IRA that 
is not a SIMPLE IRA and thus cannot 
be a qualified rollover contribution. 
This 2-year period of section 
408(d)(3)(G) applies separately to the 
contributions of each of an individual’s 
employers maintaining a SIMPLE IRA 
Plan. 

(c) Once an amount in a SEP IRA or 
SIMPLE IRA has been converted to a 
Roth IRA, it is treated as a contribu-
tion to a Roth IRA for all purposes. Fu-
ture contributions under the SEP or 
under the SIMPLE IRA Plan may not 
be made to the Roth IRA. 

Q–5. Can amounts in other kinds of 
retirement plans be converted to a 
Roth IRA? 

A–5. No. Only amounts in another 
IRA can be converted to a Roth IRA. 
For example, amounts in a qualified 
plan or annuity plan described in sec-
tion 401(a) or 403(a) cannot be con-
verted directly to a Roth IRA. Also, 
amounts held in an annuity contract or 
account described in section 403(b) can-
not be converted directly to a Roth 
IRA. 

Q–6. Can an individual who has at-
tained at least age 701⁄2 by the end of a 
calendar year convert an amount dis-
tributed from a traditional IRA during 
that year to a Roth IRA before receiv-
ing his or her required minimum dis-
tribution with respect to the tradi-
tional IRA for the year of the conver-
sion? 

A–6. (a) No. In order to be eligible for 
a conversion, an amount first must be 
eligible to be rolled over. Section 
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408(d)(3) prohibits the rollover of a re-
quired minimum distribution. If a min-
imum distribution is required for a 
year with respect to an IRA, the first 
dollars distributed during that year are 
treated as consisting of the required 
minimum distribution until an amount 
equal to the required minimum dis-
tribution for that year has been dis-
tributed. 

(b) As provided in A–1(c) of this sec-
tion, any amount converted is treated 
as a distribution from a traditional 
IRA and a rollover contribution to a 
Roth IRA and not as a trustee-to-trust-
ee transfer for purposes of section 408 
and section 408A. Thus, in a year for 
which a minimum distribution is re-
quired (including the calendar year in 
which the individual attains age 701⁄2), 
an individual may not convert the as-
sets of an IRA (or any portion of those 
assets) to a Roth IRA to the extent 
that the required minimum distribu-
tion for the traditional IRA for the 
year has not been distributed. 

(c) If a required minimum distribu-
tion is contributed to a Roth IRA, it is 
treated as having been distributed, sub-
ject to the normal rules under section 
408(d)(1) and (2), and then contributed 
as a regular contribution to a Roth 
IRA. The amount of the required min-
imum distribution is not a conversion 
contribution. 

Q–7. What are the tax consequences 
when an amount is converted to a Roth 
IRA? 

A–7. (a) Any amount that is con-
verted to a Roth IRA is includible in 
gross income as a distribution accord-
ing to the rules of section 408(d)(1) and 
(2) for the taxable year in which the 
amount is distributed or transferred 
from the traditional IRA. Thus, any 
portion of the distribution or transfer 
that is treated as a return of basis 
under section 408(d)(1) and (2) is not in-
cludible in gross income as a result of 
the conversion. 

(b) The 10-percent additional tax 
under section 72(t) generally does not 
apply to the taxable conversion 
amount. But see § 1.408A–6 A–5 for cir-
cumstances under which the taxable 
conversion amount would be subject to 
the additional tax under section 72(t). 

(c) Pursuant to section 408A(e), a 
conversion is not treated as a rollover 

for purposes of the one-rollover-per- 
year rule of section 408(d)(3)(B). 

Q–8. Is there an exception to the in-
come-inclusion rule described in A–7 of 
this section for 1998 conversions? 

A–8. Yes. In the case of a distribution 
(including a trustee-to-trustee trans-
fer) from a traditional IRA on or before 
December 31, 1998, that is converted to 
a Roth IRA, instead of having the en-
tire taxable conversion amount includ-
ible in income in 1998, an individual in-
cludes in gross income for 1998 only one 
quarter of that amount and one quar-
ter of that amount for each of the next 
3 years. This 4-year spread also applies 
if the conversion amount was distrib-
uted in 1998 and contributed to the 
Roth IRA within the 60-day period de-
scribed in section 408(d)(3)(A)(i), but 
after December 31, 1998. However, see 
§ 1.408A–6 A–6 for special rules requiring 
acceleration of inclusion if an amount 
subject to the 4-year spread is distrib-
uted from the Roth IRA before 2001. 

Q–9. Is the taxable conversion 
amount included in income for all pur-
poses? 

A–9. Except as provided below, any 
taxable conversion amount includible 
in gross income for a year as a result of 
the conversion (regardless of whether 
the individual is using a 4-year spread) 
is included in income for all purposes. 
Thus, for example, it is counted for 
purposes of determining the taxable 
portion of social security payments 
under section 86 and for purposes of de-
termining the phase-out of the $25,000 
exemption under section 469(i) relating 
to the disallowance of passive activity 
losses from rental real estate activi-
ties. However, as provided in § 1.408A–3 
A–5, the taxable conversion amount 
(and any resulting change in other ele-
ments of adjusted gross income) is dis-
regarded for purposes of determining 
modified AGI for section 408A. 

Q–10. Can an individual who makes a 
1998 conversion elect not to have the 4- 
year spread apply and instead have the 
full taxable conversion amount includ-
ible in gross income for 1998? 

A–10. Yes. Instead of having the tax-
able conversion amount for a 1998 con-
version included over 4 years as pro-
vided under A–8 of this section, an indi-
vidual can elect to include the full tax-
able conversion amount in income for 
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1998. The election is made on Form 8606 
and cannot be made or changed after 
the due date (including extensions) for 
filing the 1998 Federal income tax re-
turn. 

Q–11. What happens when an indi-
vidual who is using the 4-year spread 
dies, files separately, or divorces before 
the full taxable conversion amount has 
been included in gross income? 

A–11. (a) If an individual who is using 
the 4-year spread described in A–8 of 
this section dies before the full taxable 
conversion amount has been included 
in gross income, then the remainder 
must be included in the individual’s 
gross income for the taxable year that 
includes the date of death. 

(b) However, if the sole beneficiary of 
all the decedent’s Roth IRAs is the de-
cedent’s spouse, then the spouse can 
elect to continue the 4-year spread. 
Thus, the spouse can elect to include in 
gross income the same amount that 
the decedent would have included in 
each of the remaining years of the 4- 
year period. Where the spouse makes 
such an election, the amount includible 
under the 4-year spread for the taxable 
year that includes the date of the dece-
dent’s death remains includible in the 
decedent’s gross income and is reported 
on the decedent’s final Federal income 
tax return. The election is made on ei-
ther Form 8606 or Form 1040, in accord-
ance with the instructions to the appli-
cable form, for the taxable year that 
includes the decedent’s date of death 
and cannot be changed after the due 
date (including extensions) for filing 
the Federal income tax return for the 
spouse’s taxable year that includes the 
decedent’s date of death. 

(c) If a Roth IRA owner who is using 
the 4-year spread and who was married 
in 1998 subsequently files separately or 
divorces before the full taxable conver-
sion amount has been included in gross 
income, the remainder of the taxable 
conversion amount must be included in 
the Roth IRA owner’s gross income 
over the remaining years in the 4-year 
period (unless accelerated because of 
distribution or death). 

Q–12. Can an individual convert a tra-
ditional IRA to a Roth IRA if he or she 
is receiving substantially equal peri-
odic payments within the meaning of 

section 72(t)(2)(A)(iv) from that tradi-
tional IRA? 

A–12. Yes. Not only is the conversion 
amount itself not subject to the early 
distribution tax under section 72(t), but 
the conversion amount is also not 
treated as a distribution for purposes 
of determining whether a modification 
within the meaning of section 
72(t)(4)(A) has occurred. Distributions 
from the Roth IRA that are part of the 
original series of substantially equal 
periodic payments will be nonqualified 
distributions from the Roth IRA until 
they meet the requirements for being a 
qualified distribution, described in 
§ 1.408A–6 A–1(b). The additional 10-per-
cent tax under section 72(t) will not 
apply to the extent that these non-
qualified distributions are part of a se-
ries of substantially equal periodic 
payments. Nevertheless, to the extent 
that such distributions are allocable to 
a 1998 conversion contribution with re-
spect to which the 4-year spread for the 
resultant income inclusion applies (see 
A–8 of this section) and are received 
during 1998, 1999, or 2000, the special ac-
celeration rules of § 1.408A–6 A–6 apply. 
However, if the original series of sub-
stantially equal periodic payments 
does not continue to be distributed in 
substantially equal periodic payments 
from the Roth IRA after the conver-
sion, the series of payments will have 
been modified and, if this modification 
occurs within 5 years of the first pay-
ment or prior to the individual becom-
ing disabled or attaining age 591⁄2, the 
taxpayer will be subject to the recap-
ture tax of section 72(t)(4)(A). 

Q–13. Can a 1997 distribution from a 
traditional IRA be converted to a Roth 
IRA in 1998? 

A–13. No. An amount distributed 
from a traditional IRA in 1997 that is 
contributed to a Roth IRA in 1998 
would not be a conversion contribu-
tion. See A–3 of this section regarding 
the remedy for a failed conversion. 

Q–14. What is the amount that is 
treated as a distribution, for purposes 
of determining income inclusion, when 
a conversion involves an annuity con-
tract? 

A–14. (a) In general—(1) Distribution of 
Fair Market Value Upon Conversion. 
Notwithstanding § 1.408–4(e), when part 
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or all of a traditional IRA that is an in-
dividual retirement annuity described 
in section 408(b) is converted to a Roth 
IRA, for purposes of determining the 
amount includible in gross income as a 
distribution under § 1.408A–4, A–7, the 
amount that is treated as distributed is 
the fair market value of the annuity 
contract on the date the annuity con-
tract is converted. Similarly, when a 
traditional IRA that is an individual 
retirement account described in sec-
tion 408(a) holds an annuity contract as 
an account asset and the traditional 
IRA is converted to a Roth IRA, for 
purposes of determining the amount in-
cludible in gross income as a distribu-
tion under § 1.408A–4, A–7, the amount 
that is treated as distributed with re-
spect to the annuity contract is the 
fair market value of the annuity con-
tract on the date that the annuity con-
tract is distributed or treated as dis-
tributed from the traditional IRA. The 
rules in this A–14 also apply to conver-
sions from SIMPLE IRAs. 

(2) Annuity contract surrendered. Para-
graph (a)(1) of this paragraph A–14 does 
not apply to a conversion of a tradi-
tional IRA to the extent the conversion 
is accomplished by the complete sur-
render of an annuity contract for its 
cash value and the reinvestment of the 
cash proceeds in a Roth IRA, but only 
if the surrender extinguishes all bene-
fits and other characteristics of the 
contract. In such a case, the cash from 
the surrendered contract is the amount 
reinvested in the Roth IRA. 

(3) Definitions. The definitions set 
forth in § 1.408A–8 apply for purposes of 
this paragraph A–14. 

(b) Determination of fair market value— 
(1) Overview—(i) Use of alternative meth-
ods. This paragraph (b) sets forth meth-
ods which may be used to determine 
the fair market value of an individual 
retirement annuity for purposes of 
paragraph (a)(1) of this paragraph A–14. 
However, if, because of the unusual na-
ture of the contract, the value deter-
mined under one of these methods does 
not reflect the full value of the con-
tract, that method may not be used. 

(ii) Additional guidance. Additional 
guidance regarding the fair market 
value of an individual retirement annu-
ity, including formulas to be used for 
determining fair market value, may be 

issued by the Commissioner in revenue 
rulings, notices, or other guidance pub-
lished in the Internal Revenue Bulletin 
(see § 601.601(d)(2)(ii)(b)). 

(2) Gift tax method—(i) Cost of contract 
or comparable contract. If with respect 
to an annuity, there is a comparable 
contract issued by the company which 
sold the annuity, the fair market value 
of the annuity may be established by 
the price of the comparable contract. If 
the conversion occurs soon after the 
annuity was sold, the comparable con-
tract may be the annuity itself, and 
thus, the fair market value of the an-
nuity may be established through the 
sale of the particular contract by the 
company (that is, the actual premiums 
paid for such contract). 

(ii) Use of reserves where no comparable 
contract available. If with respect to an 
annuity, there is no comparable con-
tract available in order to make the 
comparison described in paragraph 
(b)(2)(i) of this paragraph A–14, the fair 
market value may be established 
through an approximation that is 
based on the interpolated terminal re-
serve at the date of the conversion, 
plus the proportionate part of the gross 
premium last paid before the date of 
the conversion which covers the period 
extending beyond that date. 

(3) Accumulation method. As an alter-
native to the gift tax method described 
in paragraph (b)(2) of this paragraph A– 
14, this paragraph (b)(3) provides a 
method that may be used for an annu-
ity contract which has not been 
annuitized. The fair market value of 
such an annuity contract is permitted 
to be determined using the method-
ology provided in § 1.401(a)(9)–6, A–12, 
with the following modifications: 

(i) All front-end loads and other non- 
recurring charges assessed in the 
twelve months immediately preceding 
the conversion must be added to the 
account value. 

(ii) Future distributions are not to be 
assumed in the determination of the 
actuarial present value of additional 
benefits. 

(iii) The exclusions provided under 
§ 1.401(a)(9)–6, A–12(c)(1) and (c)(2), are 
not to be taken into account. 

(c) Effective/applicability date. The 
provisions of this paragraph A–14 are 
applicable to any conversion in which 
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an annuity contract is distributed or 
treated as distributed from a tradi-
tional IRA on or after August 19, 2005. 
However, for annuity contracts distrib-
uted or treated as distributed from a 
traditional IRA on or before December 
31, 2008, taxpayers may instead apply 
the valuation methods in § 1.408A–4T 
(as it appeared in the April 1, 2008, edi-
tion of 26 CFR part 1) and Revenue Pro-
cedure 2006–13 (2006–1 CB 315) (See 
§ 601.601(d)(2)(ii)(b)). 

[T.D. 8816, 64 FR 5603, Feb. 4, 1999, as amend-
ed by T.D. 9220, 70 FR 48871, Aug. 22, 2005; 
T.D. 9418, 73 FR 43862, July 29, 2008] 

§ 1.408A–5 Recharacterized contribu-
tions. 

This section sets forth the following 
questions and answers that provide 
rules regarding recharacterizing IRA 
contributions: 

Q–1. Can an IRA owner recharacterize 
certain contributions (i.e., treat a con-
tribution made to one type of IRA as 
made to a different type of IRA) for a 
taxable year? 

A–1. (a) Yes. In accordance with sec-
tion 408A(d)(6), except as otherwise pro-
vided in this section, if an individual 
makes a contribution to an IRA (the 
FIRST IRA) for a taxable year and 
then transfers the contribution (or a 
portion of the contribution) in a trust-
ee-to-trustee transfer from the trustee 
of the FIRST IRA to the trustee of an-
other IRA (the SECOND IRA), the indi-
vidual can elect to treat the contribu-
tion as having been made to the SEC-
OND IRA, instead of to the FIRST IRA, 
for Federal tax purposes. A transfer be-
tween the FIRST IRA and the SECOND 
IRA will not fail to be a trustee-to- 
trustee transfer merely because both 
IRAs are maintained by the same 
trustee. For purposes of section 
408A(d)(6), redesignating the FIRST 
IRA as the SECOND IRA will be treat-
ed as a transfer of the entire account 
balance from the FIRST IRA to the 
SECOND IRA. 

(b) This recharacterization election 
can be made only if the trustee-to- 

trustee transfer from the FIRST IRA 
to the SECOND IRA is made on or be-
fore the due date (including extensions) 
for filing the individual’s Federal in-
come tax return for the taxable year 
for which the contribution was made to 
the FIRST IRA. For purposes of this 
section, a conversion that is accom-
plished through a rollover of a distribu-
tion from a traditional IRA in a tax-
able year that, 60 days after the dis-
tribution (as described in section 
408(d)(3)(A)(i)), is contributed to a Roth 
IRA in the next taxable year is treated 
as a contribution for the earlier tax-
able year. 

Q–2. What is the proper treatment of 
the net income attributable to the 
amount of a contribution that is being 
recharacterized? 

A–2. (a) The net income attributable 
to the amount of a contribution that is 
being recharacterized must be trans-
ferred to the SECOND IRA along with 
the contribution. 

(b) If the amount of the contribution 
being recharacterized was contributed 
to a separate IRA and no distributions 
or additional contributions have been 
made from or to that IRA at any time, 
then the contribution is recharacter-
ized by the trustee of the FIRST IRA 
transferring the entire account balance 
of the FIRST IRA to the trustee of the 
SECOND IRA. In this case, the net in-
come (or loss) attributable to the con-
tribution being recharacterized is the 
difference between the amount of the 
original contribution and the amount 
transferred. 

(c)(1) If paragraph (b) of this A–2 does 
not apply, then, for purposes of deter-
mining net income attributable to IRA 
contributions, the net income attrib-
utable to the amount of a contribution 
is determined by allocating to the con-
tribution a pro rata portion of the earn-
ings on the assets in the IRA during 
the period the IRA held the contribu-
tion. This attributable net income is 
calculated by using the following for-
mula: 

Net Income = Contribution
(Adjusted Closing Balance Adjusted Opening Balance)

Adjusted Opening Balance.
× −
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(2) For purposes of this paragraph (c), 
the following definitions apply: 

(i) The term adjusted opening balance 
means the fair market value of the IRA 
at the beginning of the computation 
period plus the amount of any con-
tributions or transfers (including the 
contribution that is being recharacter-
ized pursuant to section 408A(d)(6) and 
any other recharacterizations) made to 
the IRA during the computation pe-
riod. 

(ii) The term adjusted closing balance 
means the fair market value of the IRA 
at the end of the computation period 
plus the amount of any distributions or 
transfers (including contributions re-
turned pursuant to section 408(d)(4) and 
recharacterizations of contributions 
pursuant to section 408A(d)(6)) made 
from the IRA during the computation 
period. 

(iii) The term computation period 
means the period beginning imme-
diately prior to the time the particular 
contribution being recharacterized is 
made to the IRA and ending imme-
diately prior to the recharacterizing 
transfer of the contribution. If a series 
of regular contributions was made to 
the IRA, and consecutive contributions 
in that series are being recharacter-
ized, the computation period begins 
immediately prior to the time the first 
of the regular contributions being re-
characterized was made. 

(3) When an IRA asset is not nor-
mally valued on a daily basis, the fair 
market value of the asset at the begin-
ning of the computation period is 
deemed to be the most recent, regu-
larly determined, fair market value of 
the asset, determined as of a date that 
coincides with or precedes the first day 
of the computation period. In addition, 
solely for purposes of this paragraph 
(c), notwithstanding A–3 of this sec-
tion, recharacterized contributions are 
taken into account for the period they 
are actually held in a particular IRA. 

(4) In the case of an individual with 
multiple IRAs, the net income calcula-
tion is performed only on the IRA con-
taining the particular contribution to 
be recharacterized, and that IRA is the 
IRA from which the recharacterizing 
transfer must be made. 

(5) In the case of multiple contribu-
tions made to an IRA for a particular 

year that are eligible for recharacter-
ization, the IRA owner can choose (by 
date and by dollar amount, not by spe-
cific assets acquired with those dollars) 
which contribution, or portion thereof, 
is to be recharacterized. 

(6) The following examples illustrate 
the net income calculation under sec-
tion 408A(d)(6) and this paragraph: 

Example 1. (i) On March 1, 2004, when her 
Roth IRA is worth $80,000, Taxpayer A makes 
a $160,000 conversion contribution to the 
Roth IRA. Subsequently, Taxpayer A dis-
covers that she was ineligible to make a 
Roth conversion contribution in 2004 and so 
she requests that the $160,000 be recharacter-
ized to a traditional IRA pursuant to section 
408A(d)(6). Pursuant to this request, on 
March 1, 2005, when the IRA is worth $225,000, 
the Roth IRA trustee transfers to a tradi-
tional IRA the $160,000 plus allocable net in-
come. No other contributions have been 
made to the Roth IRA and no distributions 
have been made. 

(ii) The adjusted opening balance is $240,000 
[$80,000 + $160,000] and the adjusted closing 
balance is $225,000. Thus the net income allo-
cable to the $160,000 is ¥ $10,000 [$160,000 × 
($225,000 ¥ $240,000) ÷ $240,000]. Therefore, in 
order to recharacterize the March 1, 2004, 
$160,000 conversion contribution on March 1, 
2005, the Roth IRA trustee must transfer 
from Taxpayer A’s Roth IRA to her tradi-
tional IRA $150,000 [$160,000 ¥ $10,000]. 

Example 2. (i) On April 1, 2004, when her tra-
ditional IRA is worth $100,000, Taxpayer B 
converts the entire amount, consisting of 100 
shares of stock in ABC Corp. and 100 shares 
of stock in XYZ Corp., by transferring the 
shares to a Roth IRA. At the time of the con-
version, the 100 shares of stock in ABC Corp. 
are worth $50,000 and the 100 shares of stock 
in XYZ Corp. are also worth $50,000. Tax-
payer B decides that she would like to re-
characterize the ABC Corp. shares back to a 
traditional IRA. However, B may choose 
only by dollar amount the contribution or 
portion thereof that is to be recharacterized. 
On the date of transfer, November 1, 2004, the 
100 shares of stock in ABC Corp. are worth 
$40,000 and the 100 shares of stock in XYZ 
Corp. are worth $70,000. No other contribu-
tions have been made to the Roth IRA and 
no distributions have been made. 

(ii) If B requests that $50,000 (which was 
the value of the ABC Corp. shares at the 
time of conversion) be recharacterized, the 
net income allocable to the $50,000 is $5,000 
[$50,000 × ($110,000 ¥ $100,000) ÷ $100,000]. 
Therefore, in order to recharacterize $50,000 
of the April 1, 2004, conversion contribution 
on November 1, 2004, the Roth IRA trustee 
must transfer from Taxpayer B’s Roth IRA 
to a traditional IRA assets with a value of 
$55,000 [$50,000 + $5,000]. 
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(iii) If, on the other hand, B requests that 
$40,000 (which was the value of the ABC Corp. 
shares on November 1) be recharacterized, 
the net income allocable to the $40,000 is 
$4,000 [$40,000 × ($110,000 ¥ $100,000) ÷ $100,000]. 
Therefore, in order to recharacterize $40,000 
of the April 1, 2004, conversion contribution 
on November 1, 2004, the Roth IRA trustee 
must transfer from Taxpayer B’s Roth IRA 
to a traditional IRA assets with a value of 
$44,000 [$40,000 + $4,000]. 

(iv) Regardless of the amount of the con-
tribution recharacterized, the determination 
of that amount (or of the net income allo-
cable thereto) is not affected by whether the 
recharacterization is accomplished by the 
transfer of shares of ABC Corp. or of shares 
of XYZ Corp. 

(7) This paragraph (c) applies for pur-
poses of determining net income at-
tributable to IRA contributions, made 
on or after January 1, 2004. For pur-
poses of determining net income at-
tributable to IRA contributions made 
before January 1, 2004, see paragraph (c) 
of this A–2 of § 1.408A–5 (as it appeared 
in the April 1, 2003, edition of 26 CFR 
part 1). 

Q–3. What is the effect of re-
characterizing a contribution made to 
the FIRST IRA as a contribution made 
to the SECOND IRA? 

A–3. The contribution that is being 
recharacterized as a contribution to 
the SECOND IRA is treated as having 
been originally contributed to the SEC-
OND IRA on the same date and (in the 
case of a regular contribution) for the 
same taxable year that the contribu-
tion was made to the FIRST IRA. 
Thus, for example, no deduction would 
be allowed for a contribution to the 
FIRST IRA, and any net income trans-
ferred with the recharacterized con-
tribution is treated as earned in the 
SECOND IRA, and not the FIRST IRA. 

Q–4. Can an amount contributed to 
an IRA in a tax-free transfer be re-
characterized under A–1 of this sec-
tion? 

A–4. No. If an amount is contributed 
to the FIRST IRA in a tax-free trans-
fer, the amount cannot be recharacter-
ized as a contribution to the SECOND 
IRA under A–1 of this section. However, 
if an amount is erroneously rolled over 
or transferred from a traditional IRA 
to a SIMPLE IRA, the contribution can 
subsequently be recharacterized as a 
contribution to another traditional 
IRA. 

Q–5. Can an amount contributed by 
an employer under a SIMPLE IRA Plan 
or a SEP be recharacterized under A–1 
of this section? 

A–5. No. Employer contributions (in-
cluding elective deferrals) under a SIM-
PLE IRA Plan or a SEP cannot be re-
characterized as contributions to an-
other IRA under A–1 of this section. 
However, an amount converted from a 
SEP IRA or SIMPLE IRA to a Roth 
IRA may be recharacterized under A–1 
of this section as a contribution to a 
SEP IRA or SIMPLE IRA, including 
the original SEP IRA or SIMPLE IRA. 

Q–6. How does a taxpayer make the 
election to recharacterize a contribu-
tion to an IRA for a taxable year? 

A–6. (a) An individual makes the 
election described in this section by 
notifying, on or before the date of the 
transfer, both the trustee of the FIRST 
IRA and the trustee of the SECOND 
IRA, that the individual has elected to 
treat the contribution as having been 
made to the SECOND IRA, instead of 
the FIRST IRA, for Federal tax pur-
poses. The notification of the election 
must include the following informa-
tion: the type and amount of the con-
tribution to the FIRST IRA that is to 
be recharacterized; the date on which 
the contribution was made to the 
FIRST IRA and the year for which it 
was made; a direction to the trustee of 
the FIRST IRA to transfer, in a trust-
ee-to-trustee transfer, the amount of 
the contribution and net income allo-
cable to the contribution to the trustee 
of the SECOND IRA; and the name of 
the trustee of the FIRST IRA and the 
trustee of the SECOND IRA and any 
additional information needed to make 
the transfer. 

(b) The election and the trustee-to- 
trustee transfer must occur on or be-
fore the due date (including extensions) 
for filing the individual’s Federal in-
come tax return for the taxable year 
for which the recharacterized contribu-
tion was made to the FIRST IRA, and 
the election cannot be revoked after 
the transfer. An individual who makes 
this election must report the re-
characterization, and must treat the 
contribution as having been made to 
the SECOND IRA, instead of the 
FIRST IRA, on the individual’s Federal 
income tax return for the taxable year 
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described in the preceding sentence in 
accordance with the applicable Federal 
tax forms and instructions. 

(c) The election to recharacterize a 
contribution described in this A–6 may 
be made on behalf of a deceased IRA 
owner by his or her executor, adminis-
trator, or other person responsible for 
filing the final Federal income tax re-
turn of the decedent under section 
6012(b)(1). 

Q–7. If an amount is initially contrib-
uted to an IRA for a taxable year, then 
is moved (with net income attributable 
to the contribution) in a tax-free trans-
fer to another IRA (the FIRST IRA for 
purposes of A–1 of this section), can the 
tax-free transfer be disregarded, so 
that the initial contribution that is 
transferred from the FIRST IRA to the 
SECOND IRA is treated as a re-
characterization of that initial con-
tribution? 

A–7. Yes. In applying section 
408A(d)(6), tax-free transfers between 
IRAs are disregarded. Thus, if a con-
tribution to an IRA for a year is fol-
lowed by one or more tax-free transfers 
between IRAs prior to the recharacter-
ization, then for purposes of section 
408A(d)(6), the contribution is treated 
as if it remained in the initial IRA. 
Consequently, an individual may elect 
to recharacterize an initial contribu-
tion made to the initial IRA that was 
involved in a series of tax-free trans-
fers by making a trustee-to-trustee 
transfer from the last IRA in the series 
to the SECOND IRA. In this case the 
contribution to the SECOND IRA is 
treated as made on the same date (and 
for the same taxable year) as the date 
the contribution being recharacterized 
was made to the initial IRA. 

Q–8. If a contribution is recharacter-
ized, is the recharacterization treated 
as a rollover for purposes of the one- 
rollover-per-year limitation of section 
408(d)(3)(B)? 

A–8. No, recharacterizing a contribu-
tion under A–1 of this section is never 
treated as a rollover for purposes of the 
one-rollover-per-year limitation of sec-
tion 408(d)(3)(B), even if the contribu-
tion would have been treated as a roll-
over contribution by the SECOND IRA 
if it had been made directly to the 
SECOND IRA, rather than as a result 

of a recharacterization of a contribu-
tion to the FIRST IRA. 

Q–9. If an IRA owner converts an 
amount from a traditional IRA to a 
Roth IRA and then transfers that 
amount back to a traditional IRA in a 
recharacterization, may the IRA owner 
subsequently reconvert that amount 
from the traditional IRA to a Roth 
IRA? 

A–9. (a)(1) Except as otherwise pro-
vided in paragraph (b) of this A–9, an 
IRA owner who converts an amount 
from a traditional IRA to a Roth IRA 
during any taxable year and then 
transfers that amount back to a tradi-
tional IRA by means of a recharacter-
ization may not reconvert that amount 
from the traditional IRA to a Roth IRA 
before the beginning of the taxable 
year following the taxable year in 
which the amount was converted to a 
Roth IRA or, if later, the end of the 30- 
day period beginning on the day on 
which the IRA owner transfers the 
amount from the Roth IRA back to a 
traditional IRA by means of a re-
characterization (regardless of whether 
the recharacterization occurs during 
the taxable year in which the amount 
was converted to a Roth IRA or the fol-
lowing taxable year). Thus, any at-
tempted reconversion of an amount 
prior to the time permitted under this 
paragraph (a)(1) is a failed conversion 
of that amount. However, see § 1.408A–4 
A–3 for a remedy available to an indi-
vidual who makes a failed conversion. 

(2) For purposes of paragraph (a)(1) of 
this A–9, a failed conversion of an 
amount resulting from a failure to sat-
isfy the requirements of § 1.408A–4 A– 
1(a) is treated as a conversion in deter-
mining whether an IRA owner has pre-
viously converted that amount. 

(b)(1) An IRA owner who converts an 
amount from a traditional IRA to a 
Roth IRA during taxable year 1998 and 
then transfers that amount back to a 
traditional IRA by means of a re-
characterization may reconvert that 
amount once (but no more than once) 
on or after November 1, 1998 and on or 
before December 31, 1998; the IRA 
owner may also reconvert that amount 
once (but no more than once) during 
1999. The rule set forth in the preceding 
sentence applies without regard to 
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whether the IRA owner’s initial con-
version or recharacterization of the 
amount occurred before, on, or after 
November 1, 1998. An IRA owner who 
converts an amount from a traditional 
IRA to a Roth IRA during taxable year 
1999 that has not been converted pre-
viously and then transfers that amount 
back to a traditional IRA by means of 
a recharacterization may reconvert 
that amount once (but no more than 
once) on or before December 31, 1999. 
For purposes of this paragraph (b)(1), a 
failed conversion of an amount result-
ing from a failure to satisfy the re-
quirements of § 1.408A–4 A–1(a) is not 
treated as a conversion in determining 
whether an IRA owner has previously 
converted that amount. 

(2) A reconversion by an IRA owner 
during 1998 or 1999 for which the IRA 
owner is not eligible under paragraph 
(b)(1) of this A–9 will be deemed an ex-
cess reconversion (rather than a failed 
conversion) and will not change the 
IRA owner’s taxable conversion 
amount. Instead, the excess reconver-
sion and the last preceding re-
characterization will not be taken into 
account for purposes of determining 
the IRA owner’s taxable conversion 
amount, and the IRA owner’s taxable 
conversion amount will be based on the 
last reconversion that was not an ex-
cess reconversion (unless, after the ex-
cess reconversion, the amount is trans-
ferred back to a traditional IRA by 
means of a recharacterization). An ex-
cess reconversion will otherwise be 
treated as a valid reconversion. 

(3) For purposes of this paragraph (b), 
any reconversion that an IRA owner 
made before November 1, 1998 will not 
be treated as an excess reconversion 
and will not be taken into account in 
determining whether any later recon-
version is an excess reconversion. 

(c) In determining the portion of any 
amount held in a Roth IRA or a tradi-
tional IRA that an IRA owner may not 
reconvert under this A–9, any amount 
previously converted (or reconverted) 
is adjusted for subsequent net income 
thereon. 

Q–10. Are there examples to illustrate 
the rules in this section? 

A–10. The rules in this section are il-
lustrated by the following examples: 

Example 1. In 1998, Individual C converts 
the entire amount in his traditional IRA to 
a Roth IRA. Individual C thereafter deter-
mines that his modified AGI for 1998 exceed-
ed $100,000 so that he was ineligible to have 
made a conversion in that year. Accordingly, 
prior to the due date (plus extensions) for fil-
ing the individual’s Federal income tax re-
turn for 1998, he decides to recharacterize the 
conversion contribution. He instructs the 
trustee of the Roth IRA (FIRST IRA) to 
transfer in a trustee-to-trustee transfer the 
amount of the contribution, plus net income, 
to the trustee of a new traditional IRA (SEC-
OND IRA). The individual notifies the trust-
ee of the FIRST IRA and the trustee of the 
SECOND IRA that he is recharacterizing his 
IRA contribution (and provides the other in-
formation described in A–6 of this section). 
On the individual’s Federal income tax re-
turn for 1998, he treats the original amount 
of the conversion as having been contributed 
to the SECOND IRA and not the Roth IRA. 
As a result, for Federal tax purposes, the 
contribution is treated as having been made 
to the SECOND IRA and not to the Roth 
IRA. The result would be the same if the 
conversion amount had been transferred in a 
tax-free transfer to another Roth IRA prior 
to the recharacterization. 

Example 2. In 1998, an individual makes a 
$2,000 regular contribution for 1998 to his tra-
ditional IRA (FIRST IRA). Prior to the due 
date (plus extensions) for filing the individ-
ual’s Federal income tax return for 1998, he 
decides that he would prefer to contribute to 
a Roth IRA instead. The individual instructs 
the trustee of the FIRST IRA to transfer in 
a trustee-to-trustee transfer the amount of 
the contribution, plus attributable net in-
come, to the trustee of a Roth IRA (SECOND 
IRA). The individual notifies the trustee of 
the FIRST IRA and the trustee of the SEC-
OND IRA that he is recharacterizing his 
$2,000 contribution for 1998 (and provides the 
other information described in A–6 of this 
section). On the individual’s Federal income 
tax return for 1998, he treats the $2,000 as 
having been contributed to the Roth IRA for 
1998 and not to the traditional IRA. As a re-
sult, for Federal tax purposes, the contribu-
tion is treated as having been made to the 
Roth IRA for 1998 and not to the traditional 
IRA. The result would be the same if the 
conversion amount had been transferred in a 
tax-free transfer to another traditional IRA 
prior to the recharacterization. 

Example 3. The facts are the same as in Ex-
ample 2, except that the $2,000 regular con-
tribution is initially made to a Roth IRA and 
the recharacterizing transfer is made to a 
traditional IRA. On the individual’s Federal 
income tax return for 1998, he treats the 
$2,000 as having been contributed to the tra-
ditional IRA for 1998 and not the Roth IRA. 
As a result, for Federal tax purposes, the 
contribution is treated as having been made 
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to the traditional IRA for 1998 and not the 
Roth IRA. The result would be the same if 
the contribution had been transferred in a 
tax-free transfer to another Roth IRA prior 
to the recharacterization, except that the 
only Roth IRA trustee the individual must 
notify is the one actually making the re-
characterization transfer. 

Example 4. In 1998, an individual receives a 
distribution from traditional IRA 1 and con-
tributes the entire amount to traditional 
IRA 2 in a rollover contribution described in 
section 408(d)(3). In this case, the individual 
cannot elect to recharacterize the contribu-
tion by transferring the contribution 
amount, plus net income, to a Roth IRA, be-
cause an amount contributed to an IRA in a 
tax-free transfer cannot be recharacterized. 
However, the individual may convert (other 
than by recharacterization) the amount in 
traditional IRA 2 to a Roth IRA at any time, 
provided the requirements of § 1.408A–4 A–1 
are satisfied. 

[T.D. 8816, 64 FR 5605, Feb. 4, 1999, as amend-
ed by T.D. 9056, 68 FR 23589, May 5, 2003] 

§ 1.408A–6 Distributions. 
This section sets forth the following 

questions and answers that provide 
rules regarding distributions from 
Roth IRAs: 

Q–1. How are distributions from Roth 
IRAs taxed? 

A–1. (a) The taxability of a distribu-
tion from a Roth IRA generally de-
pends on whether or not the distribu-
tion is a qualified distribution. This A– 
1 provides rules for qualified distribu-
tions and certain other nontaxable dis-
tributions. A–4 of this section provides 
rules for the taxability of distributions 
that are not qualified distributions. 

(b) A distribution from a Roth IRA is 
not includible in the owner’s gross in-
come if it is a qualified distribution or 
to the extent that it is a return of the 
owner’s contributions to the Roth IRA 
(determined in accordance with A–8 of 
this section). A qualified distribution is 
one that is both— 

(1) Made after a 5-taxable-year period 
(defined in A–2 of this section); and 

(2) Made on or after the date on 
which the owner attains age 591⁄2, made 
to a beneficiary or the estate of the 
owner on or after the date of the own-
er’s death, attributable to the owner’s 
being disabled within the meaning of 
section 72(m)(7), or to which section 
72(t)(2)(F) applies (exception for first- 
time home purchase). 

(c) An amount distributed from a 
Roth IRA will not be included in gross 
income to the extent it is rolled over to 
another Roth IRA on a tax-free basis 
under the rules of sections 408(d)(3) and 
408A(e). 

(d) Contributions that are returned 
to the Roth IRA owner in accordance 
with section 408(d)(4) (corrective dis-
tributions) are not includible in gross 
income, but any net income required to 
be distributed under section 408(d)(4) 
together with the contributions is in-
cludible in gross income for the taxable 
year in which the contributions were 
made. 

Q–2. When does the 5-taxable-year pe-
riod described in A–1 of this section (re-
lating to qualified distributions) begin 
and end? 

A–2. The 5-taxable-year period de-
scribed in A–1 of this section begins on 
the first day of the individual’s taxable 
year for which the first regular con-
tribution is made to any Roth IRA of 
the individual or, if earlier, the first 
day of the individual’s taxable year in 
which the first conversion contribution 
is made to any Roth IRA of the indi-
vidual. The 5-taxable-year period ends 
on the last day of the individual’s fifth 
consecutive taxable year beginning 
with the taxable year described in the 
preceding sentence. For example, if an 
individual whose taxable year is the 
calendar year makes a first-time reg-
ular Roth IRA contribution any time 
between January 1, 1998, and April 15, 
1999, for 1998, the 5-taxable-year period 
begins on January 1, 1998. Thus, each 
Roth IRA owner has only one 5-tax-
able-year period described in A–1 of 
this section for all the Roth IRAs of 
which he or she is the owner. Further, 
because of the requirement of the 5- 
taxable-year period, no qualified dis-
tributions can occur before taxable 
years beginning in 2003. For purposes of 
this A–2, the amount of any contribu-
tion distributed as a corrective dis-
tribution under A–1(d) of this section is 
treated as if it was never contributed. 

Q–3. If a distribution is made to an 
individual who is the sole beneficiary 
of his or her deceased spouse’s Roth 
IRA and the individual is treating the 
Roth IRA as his or her own, can the 
distribution be a qualified distribution 
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based on being made to a beneficiary 
on or after the owner’s death? 

A–3. No. If a distribution is made to 
an individual who is the sole bene-
ficiary of his or her deceased spouse’s 
Roth IRA and the individual is treating 
the Roth IRA as his or her own, then, 
in accordance with § 1.408A–2 A–4, the 
distribution is treated as coming from 
the individual’s own Roth IRA and not 
the deceased spouse’s Roth IRA. There-
fore, for purposes of determining 
whether the distribution is a qualified 
distribution, it is not treated as made 
to a beneficiary on or after the owner’s 
death. 

Q–4. How is a distribution from a 
Roth IRA taxed if it is not a qualified 
distribution? 

A–4. A distribution that is not a 
qualified distribution, and is neither 
contributed to another Roth IRA in a 
qualified rollover contribution nor con-
stitutes a corrective distribution, is in-
cludible in the owner’s gross income to 
the extent that the amount of the dis-
tribution, when added to the amount of 
all prior distributions from the owner’s 
Roth IRAs (whether or not they were 
qualified distributions) and reduced by 
the amount of those prior distributions 
previously includible in gross income, 
exceeds the owner’s contributions to 
all his or her Roth IRAs. For purposes 
of this A–4, any amount distributed as 
a corrective distribution is treated as if 
it was never contributed. 

Q–5. Will the additional tax under 
72(t) apply to the amount of a distribu-
tion that is not a qualified distribu-
tion? 

A–5. (a) The 10-percent additional tax 
under section 72(t) will apply (unless 
the distribution is excepted under sec-
tion 72(t)) to any distribution from a 
Roth IRA includible in gross income. 

(b) The 10-percent additional tax 
under section 72(t) also applies to a 
nonqualified distribution, even if it is 
not then includible in gross income, to 
the extent it is allocable to a conver-
sion contribution, if the distribution is 
made within the 5-taxable-year period 
beginning with the first day of the in-
dividual’s taxable year in which the 
conversion contribution was made. The 
5-taxable-year period ends on the last 
day of the individual’s fifth consecu-
tive taxable year beginning with the 

taxable year described in the preceding 
sentence. For purposes of applying the 
tax, only the amount of the conversion 
contribution includible in gross income 
as a result of the conversion is taken 
into account. The exceptions under sec-
tion 72(t) also apply to such a distribu-
tion. 

(c) The 5-taxable-year period de-
scribed in this A–5 for purposes of de-
termining whether section 72(t) applies 
to a distribution allocable to a conver-
sion contribution is separately deter-
mined for each conversion contribu-
tion, and need not be the same as the 5- 
taxable-year period used for purposes 
of determining whether a distribution 
is a qualified distribution under A–1(b) 
of this section. For example, if a cal-
endar-year taxpayer who received a 
distribution from a traditional IRA on 
December 31, 1998, makes a conversion 
contribution by contributing the dis-
tributed amount to a Roth IRA on Feb-
ruary 25, 1999 in a qualifying rollover 
contribution and makes a regular con-
tribution for 1998 on the same date, the 
5-taxable-year period for purposes of 
this A–5 begins on January 1, 1999, 
while the 5-taxable-year period for pur-
poses of A–1(b) of this section begins on 
January 1, 1998. 

Q–6. Is there a special rule for taxing 
distributions allocable to a 1998 conver-
sion? 

A–6. Yes. In the case of a distribution 
from a Roth IRA in 1998, 1999 or 2000 of 
amounts allocable to a 1998 conversion 
with respect to which the 4-year spread 
for the resultant income inclusion ap-
plies (see § 1.408A–4 A–8), any income 
deferred as a result of the election to 
years after the year of the distribution 
is accelerated so that it is includible in 
gross income in the year of the dis-
tribution up to the amount of the dis-
tribution allocable to the 1998 conver-
sion (determined under A–8 of this sec-
tion). This amount is in addition to the 
amount otherwise includible in the 
owner’s gross income for that taxable 
year as a result of the conversion. How-
ever, this rule will not require the in-
clusion of any amount to the extent it 
exceeds the total amount of income re-
quired to be included over the 4-year 
period. The acceleration of income in-
clusion described in this A–6 applies in 
the case of a surviving spouse who 
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elects to continue the 4-year spread in 
accordance with § 1.408A–4 A–11(b). 

Q–7. Is the 5-taxable-year period de-
scribed in A–1 of this section redeter-
mined when a Roth IRA owner dies? 

A–7. (a) No. The beginning of the 5- 
taxable-year period described in A–1 of 
this section is not redetermined when 
the Roth IRA owner dies. Thus, in de-
termining the 5-taxable-year period, 
the period the Roth IRA is held in the 
name of a beneficiary, or in the name 
of a surviving spouse who treats the de-
cedent’s Roth IRA as his or her own, 
includes the period it was held by the 
decedent. 

(b) The 5-taxable-year period for a 
Roth IRA held by an individual as a 
beneficiary of a deceased Roth IRA 
owner is determined independently of 
the 5-taxable-year period for the bene-
ficiary’s own Roth IRA. However, if a 
surviving spouse treats the Roth IRA 
as his or her own, the 5-taxable-year 
period with respect to any of the sur-
viving spouse’s Roth IRAs (including 
the one that the surviving spouse 
treats as his or her own) ends at the 
earlier of the end of either the 5-tax-
able-year period for the decedent or the 
5-taxable-year period applicable to the 
spouse’s own Roth IRAs. 

Q–8. How is it determined whether an 
amount distributed from a Roth IRA is 
allocated to regular contributions, con-
version contributions, or earnings? 

A–8. (a) Any amount distributed from 
an individual’s Roth IRA is treated as 
made in the following order (deter-
mined as of the end of a taxable year 
and exhausting each category before 
moving to the following category)— 

(1) From regular contributions; 
(2) From conversion contributions, 

on a first-in-first-out basis; and 
(3) From earnings. 
(b) To the extent a distribution is 

treated as made from a particular con-
version contribution, it is treated as 
made first from the portion, if any, 
that was includible in gross income as 
a result of the conversion. 

Q–9. Are there special rules for deter-
mining the source of distributions 
under A–8 of this section? 

A–9. Yes. For purposes of deter-
mining the source of distributions, the 
following rules apply: 

(a) All distributions from all an indi-
vidual’s Roth IRAs made during a tax-
able year are aggregated. 

(b) All regular contributions made 
for the same taxable year to all the in-
dividual’s Roth IRAs are aggregated 
and added to the undistributed total 
regular contributions for prior taxable 
years. Regular contributions for a tax-
able year include contributions made 
in the following taxable year that are 
identified as made for the taxable year 
in accordance with § 1.408A–3 A–2. For 
example, a regular contribution made 
in 1999 for 1998 is aggregated with the 
contributions made in 1998 for 1998. 

(c) All conversion contributions re-
ceived during the same taxable year by 
all the individual’s Roth IRAs are ag-
gregated. Notwithstanding the pre-
ceding sentence, all conversion con-
tributions made by an individual dur-
ing 1999 that were distributed from a 
traditional IRA in 1998 and with re-
spect to which the 4-year spread ap-
plies are treated for purposes of A–8(b) 
of this section as contributed to the in-
dividual’s Roth IRAs prior to any other 
conversion contributions made by the 
individual during 1999. 

(d) A distribution from an individ-
ual’s Roth IRA that is rolled over to 
another Roth IRA of the individual in 
accordance with section 408A(e) is dis-
regarded for purposes of determining 
the amount of both contributions and 
distributions. 

(e) Any amount distributed as a cor-
rective distribution (including net in-
come), as described in A–1(d) of this 
section, is disregarded in determining 
the amount of contributions, earnings, 
and distributions. 

(f) If an individual recharacterizes a 
contribution made to a traditional IRA 
(FIRST IRA) by transferring the con-
tribution to a Roth IRA (SECOND IRA) 
in accordance with § 1.408A–5, then, 
pursuant to § 1.408A–5 A–3, the con-
tribution to the Roth IRA is taken into 
account for the same taxable year for 
which it would have been taken into 
account if the contribution had origi-
nally been made to the Roth IRA and 
had never been contributed to the tra-
ditional IRA. Thus, the contribution to 
the Roth IRA is treated as contributed 
to the Roth IRA on the same date and 
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for the same taxable year that the con-
tribution was made to the traditional 
IRA. 

(g) If an individual recharacterizes a 
regular or conversion contribution 
made to a Roth IRA (FIRST IRA) by 
transferring the contribution to a tra-
ditional IRA (SECOND IRA) in accord-
ance with § 1.408A–5, then pursuant to 
§ 1.408A–5 A–3, the contribution to the 
Roth IRA and the recharacterizing 
transfer are disregarded in determining 
the amount of both contributions and 
distributions for the taxable year with 
respect to which the original contribu-
tion was made to the Roth IRA. 

(h) Pursuant to § 1.408A–5 A–3, the ef-
fect of income or loss (determined in 
accordance with § 1.408A–5 A–2) occur-
ring after the contribution to the 
FIRST IRA is disregarded in deter-
mining the amounts described in para-
graphs (f) and (g) of this A–9. Thus, for 
purposes of paragraphs (f) and (g), the 
amount of the contribution is deter-
mined based on the original contribu-
tion. 

Q–10. Are there examples to illustrate 
the ordering rules described in A–8 and 
A–9 of this section? 

A–10. Yes. The following examples il-
lustrate these ordering rules: 

Example 1. In 1998, individual B converts 
$80,000 in his traditional IRA to a Roth IRA. 
B has a basis of $20,000 in the conversion 
amount and so must include the remaining 
$60,000 in gross income. He decides to spread 
the $60,000 income by including $15,000 in 
each of the 4 years 1998–2001, under the rules 
of § 1.408A–4 A–8. B also makes a regular con-
tribution of $2,000 in 1998. If a distribution of 
$2,000 is made to B anytime in 1998, it will be 
treated as made entirely from the regular 
contributions, so there will be no Federal in-
come tax consequences as a result of the dis-
tribution. 

Example 2. The facts are the same as in Ex-
ample 1, except that the distribution made in 
1998 is $5,000. The distribution is treated as 
made from $2,000 of regular contributions 
and $3,000 of conversion contributions that 
were includible in gross income. As a result, 
B must include $18,000 in gross income for 
1998: $3,000 as a result of the acceleration of 
amounts that otherwise would have been in-
cluded in later years under the 4-year-spread 
rule and $15,000 includible under the regular 
4-year-spread rule. In addition, because the 
$3,000 is allocable to a conversion made with-
in the previous 5 taxable years, the 10-per-
cent additional tax under section 72(t) would 
apply to this $3,000 distribution for 1998, un-

less an exception applies. Under the 4-year- 
spread rule, B would now include in gross in-
come $15,000 for 1999 and 2000, but only $12,000 
for 2001, because of the accelerated inclusion 
of the $3,000 distribution. 

Example 3. The facts are the same as in Ex-
ample 1, except that B makes an additional 
$2,000 regular contribution in 1999 and he 
does not take a distribution in 1998. In 1999, 
the entire balance in the account, $90,000 
($84,000 of contributions and $6,000 of earn-
ings), is distributed to B. The distribution is 
treated as made from $4,000 of regular con-
tributions, $60,000 of conversion contribu-
tions that were includible in gross income, 
$20,000 of conversion contributions that were 
not includible in gross income, and $6,000 of 
earnings. Because a distribution has been 
made within the 4-year-spread period, B 
must accelerate the income inclusion under 
the 4-year-spread rule and must include in 
gross income the $45,000 remaining under the 
4-year-spread rule in addition to the $6,000 of 
earnings. Because $60,000 of the distribution 
is allocable to a conversion made within the 
previous 5 taxable years, it is subject to the 
10-percent additional tax under section 72(t) 
as if it were includible in gross income for 
1999, unless an exception applies. The $6,000 
allocable to earnings would be subject to the 
tax under section 72(t), unless an exception 
applies. Under the 4-year-spread rule, no 
amount would be includible in gross income 
for 2000 or 2001 because the entire amount of 
the conversion that was includible in gross 
income has already been included. 

Example 4. The facts are the same as in Ex-
ample 1, except that B also makes a $2,000 
regular contribution in each year 1999 
through 2002 and he does not take a distribu-
tion in 1998. A distribution of $85,000 is made 
to B in 2002. The distribution is treated as 
made from the $10,000 of regular contribu-
tions (the total regular contributions made 
in the years 1998–2002), $60,000 of conversion 
contributions that were includible in gross 
income, and $15,000 of conversion contribu-
tions that were not includible in gross in-
come. As a result, no amount of the distribu-
tion is includible in gross income; however, 
because the distribution is allocable to a 
conversion made within the previous 5 years, 
the $60,000 is subject to the 10-percent addi-
tional tax under section 72(t) as if it were in-
cludible in gross income for 2002, unless an 
exception applies. 

Example 5. The facts are the same as in Ex-
ample 4, except no distribution occurs in 2002. 
In 2003, the entire balance in the account, 
$170,000 ($90,000 of contributions and $80,000 of 
earnings), is distributed to B. The distribu-
tion is treated as made from $10,000 of reg-
ular contributions, $60,000 of conversion con-
tributions that were includible in gross in-
come, $20,000 of conversion contributions 
that were not includible in gross income, and 
$80,000 of earnings. As a result, for 2003, B 
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must include in gross income the $80,000 allo-
cable to earnings, unless the distribution is a 
qualified distribution; and if it is not a quali-
fied distribution, the $80,000 would be subject 
to the 10-percent additional tax under sec-
tion 72(t), unless an exception applies. 

Example 6. Individual C converts $20,000 to 
a Roth IRA in 1998 and $15,000 (in which 
amount C had a basis of $2,000) to another 
Roth IRA in 1999. No other contributions are 
made. In 2003, a $30,000 distribution, that is 
not a qualified distribution, is made to C. 
The distribution is treated as made from 
$20,000 of the 1998 conversion contribution 
and $10,000 of the 1999 conversion contribu-
tion that was includible in gross income. As 
a result, for 2003, no amount is includible in 
gross income; however, because $10,000 is al-
locable to a conversion contribution made 
within the previous 5 taxable years, that 
amount is subject to the 10-percent addi-
tional tax under section 72(t) as if the 
amount were includible in gross income for 
2003, unless an exception applies. The result 
would be the same whichever of C’s Roth 
IRAs made the distribution. 

Example 7. The facts are the same as in Ex-
ample 6, except that the distribution is a 
qualified distribution. The result is the same 
as in Example 6, except that no amount 
would be subject to the 10-percent additional 
tax under section 72(t), because, to be a 
qualified distribution, the distribution must 
be made on or after the date on which the 
owner attains age 591⁄2, made to a beneficiary 
or the estate of the owner on or after the 
date of the owner’s death, attributable to the 
owner’s being disabled within the meaning of 
section 72(m)(7), or to which section 
72(t)(2)(F) applies (exception for a first-time 
home purchase). Under section 72(t)(2), each 
of these conditions is also an exception to 
the tax under section 72(t). 

Example 8. Individual D makes a $2,000 reg-
ular contribution to a traditional IRA on 
January 1, 1999, for 1998. On April 15, 1999, 
when the $2,000 has increased to $2,500, D re-
characterizes the contribution by transfer-
ring the $2,500 to a Roth IRA (pursuant to 
§ 1.408A–5 A–1). In this case, D’s regular con-
tribution to the Roth IRA for 1998 is $2,000. 
The $500 of earnings is not treated as a con-
tribution to the Roth IRA. The results would 
be the same if the $2,000 had decreased to 
$1,500 prior to the recharacterization. 

Example 9. In December 1998, individual E 
receives a distribution from his traditional 
IRA of $300,000 and in January 1999 he con-
tributes the $300,000 to a Roth IRA as a con-
version contribution. In April 1999, when the 
$300,000 has increased to $350,000, E re-
characterizes the conversion contribution by 
transferring the $350,000 to a traditional IRA. 
In this case, E’s conversion contribution for 
1998 is $0, because the $300,000 conversion 
contribution and the earnings of $50,000 are 
disregarded. The results would be the same if 

the $300,000 had decreased to $250,000 prior to 
the recharacterization. Further, since the 
conversion is disregarded, the $300,000 is not 
includible in gross income in 1998. 

Q–11. If the owner of a Roth IRA dies 
prior to the end of the 5-taxable-year 
period described in A–1 of this section 
(relating to qualified distributions) or 
prior to the end of the 5-taxable-year 
period described in A–5 of this section 
(relating to conversions), how are dif-
ferent types of contributions in the 
Roth IRA allocated to multiple bene-
ficiaries? 

A–11. Each type of contribution is al-
located to each beneficiary on a pro- 
rata basis. Thus, for example, if a Roth 
IRA owner dies in 1999, when the Roth 
IRA contains a regular contribution of 
$2,000, a conversion contribution of 
$6,000 and earnings of $1,000, and the 
owner leaves his Roth IRA equally to 
four children, each child will receive 
one quarter of each type of contribu-
tion. Pursuant to the ordering rules in 
A–8 of this section, an immediate dis-
tribution of $2,000 to one of the chil-
dren will be deemed to consist of $500 of 
regular contributions and $1,500 of con-
version contributions. A beneficiary’s 
inherited Roth IRA may not be aggre-
gated with any other Roth IRA main-
tained by such beneficiary (except for 
other Roth IRAs the beneficiary inher-
ited from the same decedent), unless 
the beneficiary, as the spouse of the de-
cedent and sole beneficiary of the Roth 
IRA, elects to treat the Roth IRA as 
his or her own (see A–7 and A–14 of this 
section). 

Q–12. How do the withholding rules 
under section 3405 apply to Roth IRAs? 

A–12. Distributions from a Roth IRA 
are distributions from an individual re-
tirement plan for purposes of section 
3405 and thus are designated distribu-
tions unless one of the exceptions in 
section 3405(e)(1) applies. Pursuant to 
section 3405(a) and (b), nonperiodic dis-
tributions from a Roth IRA are subject 
to 10-percent withholding by the payor 
and periodic payments are subject to 
withholding as if the payments were 
wages. However, an individual can 
elect to have no amount withheld in 
accordance with section 3405(a)(2) and 
(b)(2). 

Q–13. Do the withholding rules under 
section 3405 apply to conversions? 
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A–13. Yes. A conversion by any meth-
od described in § 1.408A–4 A–1 is consid-
ered a designated distribution subject 
to section 3405. However, a conversion 
occurring in 1998 by means of a trustee- 
to-trustee transfer of an amount from 
a traditional IRA to a Roth IRA estab-
lished with the same or a different 
trustee is not required to be treated as 
a designated distribution for purposes 
of section 3405. Consequently, no with-
holding is required with respect to such 
a conversion (without regard to wheth-
er or not the individual elected to have 
no withholding). 

Q–14. What minimum distribution 
rules apply to a Roth IRA? 

A–14. (a) No minimum distributions 
are required to be made from a Roth 
IRA under section 408(a)(6) and (b)(3) 
(which generally incorporate the provi-
sions of section 401(a)(9)) while the 
owner is alive. The post-death min-
imum distribution rules under section 
401(a)(9)(B) that apply to traditional 
IRAs, with the exception of the at- 
least-as-rapidly rule described in sec-
tion 401(a)(9)(B)(i), also apply to Roth 
IRAs. 

(b) The minimum distribution rules 
apply to the Roth IRA as though the 
Roth IRA owner died before his or her 
required beginning date. Thus, gen-
erally, the entire interest in the Roth 
IRA must be distributed by the end of 
the fifth calendar year after the year of 
the owner’s death unless the interest is 
payable to a designated beneficiary 
over a period not greater than that 
beneficiary’s life expectancy and dis-
tribution commences before the end of 
the calendar year following the year of 
death. If the sole beneficiary is the de-
cedent’s spouse, such spouse may delay 
distributions until the decedent would 
have attained age 701⁄2 or may treat the 
Roth IRA as his or her own. 

(c) Distributions to a beneficiary 
that are not qualified distributions will 
be includible in the beneficiary’s gross 
income according to the rules in A–4 of 
this section. 

(d) The special rules in A–3 of 
§ 1.401(a)(9)–5 and A–12 of § 1.408–8 for a 
qualifying longevity annuity contract 
(QLAC), defined in A–17 of § 1.401(a)(9)– 
6, do not apply to a Roth IRA. 

Q–15. Does section 401(a)(9) apply sep-
arately to Roth IRAs and individual re-
tirement plans that are not Roth IRAs? 

A–15. Yes. An individual required to 
receive minimum distributions from 
his or her own traditional or SIMPLE 
IRA cannot choose to take the amount 
of the minimum distributions from any 
Roth IRA. Similarly, an individual re-
quired to receive minimum distribu-
tions from a Roth IRA cannot choose 
to take the amount of the minimum 
distributions from a traditional or 
SIMPLE IRA. In addition, an indi-
vidual required to receive minimum 
distributions as a beneficiary under a 
Roth IRA can only satisfy the min-
imum distributions for one Roth IRA 
by distributing from another Roth IRA 
if the Roth IRAs were inherited from 
the same decedent. 

Q–16. How is the basis of property dis-
tributed from a Roth IRA determined 
for purposes of a subsequent disposi-
tion? 

A–16. The basis of property distrib-
uted from a Roth IRA is its fair market 
value (FMV) on the date of distribu-
tion, whether or not the distribution is 
a qualified distribution. Thus, for ex-
ample, if a distribution consists of a 
share of stock in XYZ Corp. with an 
FMV of $40.00 on the date of distribu-
tion, for purposes of determining gain 
or loss on the subsequent sale of the 
share of XYZ Corp. stock, it has a basis 
of $40.00. 

Q–17. What is the effect of distrib-
uting an amount from a Roth IRA and 
contributing it to another type of re-
tirement plan other than a Roth IRA? 

A–17. Any amount distributed from a 
Roth IRA and contributed to another 
type of retirement plan (other than a 
Roth IRA) is treated as a distribution 
from the Roth IRA that is neither a 
rollover contribution for purposes of 
section 408(d)(3) nor a qualified rollover 
contribution within the meaning of 
section 408A(e) to the other type of re-
tirement plan. This treatment also ap-
plies to any amount transferred from a 
Roth IRA to any other type of retire-
ment plan unless the transfer is a re-
characterization described in § 1.408A–5. 

Q–18. Can an amount be transferred 
directly from an education IRA to a 
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Roth IRA (or distributed from an edu-
cation IRA and rolled over to a Roth 
IRA)? 

A–18. No amount may be transferred 
directly from an education IRA to a 
Roth IRA. A transfer of funds (or dis-
tribution and rollover) from an edu-
cation IRA to a Roth IRA constitutes a 
distribution from the education IRA 
and a regular contribution to the Roth 
IRA (rather than a qualified rollover 
contribution to the Roth IRA). 

Q–19. What are the Federal income 
tax consequences of a Roth IRA owner 
transferring his or her Roth IRA to an-
other individual by gift? 

A–19. A Roth IRA owner’s transfer of 
his or her Roth IRA to another indi-
vidual by gift constitutes an assign-
ment of the owner’s rights under the 
Roth IRA. At the time of the gift, the 
assets of the Roth IRA are deemed to 
be distributed to the owner and, ac-
cordingly, are treated as no longer held 
in a Roth IRA. In the case of any such 
gift of a Roth IRA made prior to Octo-
ber 1, 1998, if the entire interest in the 
Roth IRA is reconveyed to the Roth 
IRA owner prior to January 1, 1999, the 
Internal Revenue Service will treat the 
gift and reconveyance as never having 
occurred for estate tax, gift tax, and 
generation-skipping tax purposes and 
for purposes of this A–19. 

[T.D. 8816, 64 FR 5607, Feb. 4, 1999, as amend-
ed by T.D. 9673, 79 FR 37643, July 2, 2014] 

§ 1.408A–7 Reporting. 
This section sets forth the following 

questions and answers that relate to 
the reporting requirements applicable 
to Roth IRAs: 

Q–1. What reporting requirements 
apply to Roth IRAs? 

A–1. Generally, the reporting require-
ments applicable to IRAs other than 
Roth IRAs also apply to Roth IRAs, ex-
cept that, pursuant to section 
408A(d)(3)(D), the trustee of a Roth IRA 
must include on Forms 1099–R and 5498 
additional information as described in 
the instructions thereto. Any conver-
sion of amounts from an IRA other 
than a Roth IRA to a Roth IRA is 
treated as a distribution for which a 
Form 1099–R must be filed by the trust-
ee maintaining the non-Roth IRA. In 
addition, the owner of such IRAs must 
report the conversion by completing 

Form 8606. In the case of a recharacter-
ization described in § 1.408A–5 A–1, IRA 
owners must report such transactions 
in the manner prescribed in the in-
structions to the applicable Federal 
tax forms. 

Q–2. Can a trustee rely on reasonable 
representations of a Roth IRA contrib-
utor or distributee for purposes of ful-
filling reporting obligations? 

A–2. A trustee maintaining a Roth 
IRA is permitted to rely on reasonable 
representations of a Roth IRA contrib-
utor or distributee for purposes of ful-
filling reporting obligations. 

[T.D. 8816, 64 FR 5610, Feb. 4, 1999] 

§ 1.408A–8 Definitions. 
This section sets forth the following 

question and answer that provides defi-
nitions of terms used in the provisions 
of §§ 1.408A–1 through 1.408A–7 and this 
section: 

Q–1. Are there any special definitions 
that govern in applying the provisions 
of §§ 1.408A–1 through 1.408A–7 and this 
section? 

A–1. Yes, the following definitions 
govern in applying the provisions of 
§§ 1.408A–1 through 1.408A–7 and this 
section. Unless the context indicates 
otherwise, the use of a particular term 
excludes the use of the other terms. 

(a) Different types of IRAs—(1) IRA. 
Sections 408(a) and (b), respectively, 
describe an individual retirement ac-
count and an individual retirement an-
nuity. The term IRA means an IRA de-
scribed in either section 408(a) or (b), 
including each IRA described in para-
graphs (a)(2) through (5) of this A–1. 
However, the term IRA does not in-
clude an education IRA described in 
section 530. 

(2) Traditional IRA. The term tradi-
tional IRA means an individual retire-
ment account or individual retirement 
annuity described in section 408(a) or 
(b), respectively. This term includes a 
SEP IRA but does not include a SIM-
PLE IRA or a Roth IRA. 

(3) SEP IRA. Section 408(k) describes 
a simplified employee pension (SEP) as 
an employer-sponsored plan under 
which an employer can make contribu-
tions to IRAs established for its em-
ployees. The term SEP IRA means an 
IRA that receives contributions made 
under a SEP. The term SEP includes a 
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salary reduction SEP (SARSEP) de-
scribed in section 408(k)(6). 

(4) SIMPLE IRA. Section 408(p) de-
scribes a SIMPLE IRA Plan as an em-
ployer-sponsored plan under which an 
employer can make contributions to 
SIMPLE IRAs established for its em-
ployees. The term SIMPLE IRA means 
an IRA to which the only contributions 
that can be made are contributions 
under a SIMPLE IRA Plan or rollovers 
or transfers from another SIMPLE 
IRA. 

(5) Roth IRA. The term Roth IRA 
means an IRA that meets the require-
ments of section 408A. 

(b) Other defined terms or phrases—(1) 
4-year spread. The term 4-year spread is 
described in § 1.408A–4 A–8. 

(2) Conversion. The term conversion 
means a transaction satisfying the re-
quirements of § 1.408A–4 A–1. 

(3) Conversion amount or conversion 
contribution. The term conversion 
amount or conversion contribution is 
the amount of a distribution and con-
tribution with respect to which a con-
version described in § 1.408A–4 A–1 is 
made. 

(4) Failed conversion. The term failed 
conversion means a transaction in 
which an individual contributes to a 
Roth IRA an amount transferred or dis-
tributed from a traditional IRA or 
Simple IRA (including a transfer by re-
designation) in a transaction that does 
not constitute a conversion under 
§ 1.408A–4 A–1. 

(5) Modified AGI. The term modified 
AGI is defined in § 1.408A–3 A–5. 

(6) Recharacterization. The term re-
characterization means a transaction 
described in § 1.408A–5 A–1. 

(7) Recharacterized amount or re-
characterized contribution.The term re-
characterized amount or recharacter-
ized contribution means an amount or 
contribution treated as contributed to 
an IRA other than the one to which it 
was originally contributed pursuant to 
a recharacterization described in 
§ 1.408A–5 A–1. 

(8) Taxable conversion amount. The 
term taxable conversion amount means 
the portion of a conversion amount in-
cludible in income on account of a con-
version, determined under the rules of 
section 408(d)(1) and (2). 

(9) Tax-free transfer. The term tax- 
free transfer means a tax-free rollover 
described in section 402(c), 402(e)(6), 
403(a)(4), 403(a)(5), 403(b)(8), 403(b)(10) or 
408(d)(3), or a tax-free trustee-to-trust-
ee transfer. 

(10) Treat an IRA as his or her own. 
The phrase treat an IRA as his or her 
own means to treat an IRA for which a 
surviving spouse is the sole beneficiary 
as his or her own IRA after the death of 
the IRA owner in accordance with the 
terms of the IRA instrument or in the 
manner provided in the regulations 
under section 408(a)(6) or (b)(3). 

(11) Trustee. The term trustee in-
cludes a custodian or issuer (in the 
case of an annuity) of an IRA (except 
where the context clearly indicates 
otherwise). 

[T.D. 8816, 64 FR 5610, Feb. 4, 1999] 

§ 1.408A–9 Effective date. 
This section contains the following 

question and answer providing the ef-
fective date of §§ 1.408A–1 through 
1.408A–8: 

Q–1. To what taxable years do 
§§ 1.408A–1 through 1.408A–8 apply? 

A–1 Sections 1.408A–1 through 1.408A– 
8 apply to taxable years beginning on 
or after January 1, 1998. 

[T.D. 8816, 64 FR 5611, Feb. 4, 1999] 

§ 1.408A–10 Coordination between des-
ignated Roth accounts and Roth 
IRAs. 

Q–1. Can an eligible rollover distribu-
tion, within the meaning of section 
402(c)(4), from a designated Roth ac-
count, as defined in A–1 of § 1.402A–1, be 
rolled over to a Roth IRA? 

A–1. Yes. An eligible rollover dis-
tribution, within the meaning of sec-
tion 402(c)(4), from a designated Roth 
account may be rolled over to a Roth 
IRA. For purposes of this section, a 
designated Roth account means a des-
ignated Roth account as defined in A– 
1 of § 1.402A–1. 

Q–2. Can an eligible rollover distribu-
tion from a designated Roth account be 
rolled over to a Roth IRA even if the 
distributee is not otherwise eligible to 
make regular or conversion contribu-
tions to a Roth IRA? 

A–2. Yes. An individual may establish 
a Roth IRA and roll over an eligible 
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rollover distribution from a designated 
Roth account to that Roth IRA even if 
such individual is not eligible to make 
regular contributions or conversion 
contributions (as described in section 
408A(c)(2) and (d)(3), respectively) be-
cause of the modified adjusted gross in-
come limits in section 408A(b)(3). 

Q–3. For purposes of the ordering 
rules on distributions from Roth IRAs, 
what portion of a distribution from a 
rollover contribution from a des-
ignated Roth account is treated as con-
tributions? 

A–3. (a) Under section 408A(d)(4), dis-
tributions from Roth IRAs are deemed 
to consist first of regular contribu-
tions, then of conversion contributions, 
and finally, of earnings. For purposes 
of section 408A(d)(4), the amount of a 
rollover contribution that is treated as 
a regular contribution is the portion of 
the distribution that is treated as in-
vestment in the contract under A–6 of 
§ 1.402A–1, and the remainder of the 
rollover contribution is treated as 
earnings. Thus, the entire amount of 
any qualified distribution from a des-
ignated Roth account that is rolled 
over into a Roth IRA is treated as a 
regular contribution to the Roth IRA. 
Accordingly, a subsequent distribution 
from the Roth IRA in the amount of 
that rollover contribution is not in-
cludible in gross income under the 
rules of A–8 of § 1.408A–6. 

(b) If the entire account balance of a 
designated Roth account is distributed 
to an employee and only a portion of 
the distribution is rolled over to a 
Roth IRA within the 60-day period de-
scribed in section 402(c)(3), and at the 
time of the distribution, the invest-
ment in the contract exceeds the bal-
ance in the designated Roth account, 
the portion of investment in the con-
tract that exceeds the amount used to 
determine the taxable amount of the 
distribution is treated as a regular con-
tribution for purposes of section 
408A(d)(4). 

Q–4. In the case of a rollover from a 
designated Roth account to a Roth 
IRA, when does the 5-taxable-year pe-
riod (described in section 408A(d)(2)(B) 
and A–1 of § 1.408A–6) for determining 
qualified distributions from a Roth 
IRA begin? 

A–4. (a) The 5-taxable-year period for 
determining a qualified distribution 
from a Roth IRA (described in section 
408A(d)(2)(B) and A–1 of § 1.408A–6) be-
gins with the earlier of the taxable 
year described in A–2 of § 1.408A–6 or 
the taxable year in which a rollover 
contribution from a designated Roth 
account is made to a Roth IRA. The 5- 
taxable-year period described in this A– 
4 and the 5-taxable-year period of par-
ticipation described in A–4 of § 1.402A–1 
are determined independently. 

(b) The following examples illustrate 
the application of this A–4: 

Example 1. Employee D began making des-
ignated Roth contributions under his em-
ployer’s 401(k) plan in 2006. Employee D, who 
is over age 591⁄2, takes a distribution from D’s 
designated Roth account in 2008, prior to the 
end of the 5-taxable-year period of participa-
tion used to determine qualified distribu-
tions from a designated Roth account. The 
distribution is an eligible rollover distribu-
tion and D rolls it over in accordance with 
sections 402(c) and 402A(c)(3) to D’s Roth 
IRA, which was established in 2003. Any sub-
sequent distribution from the Roth IRA of 
the amount rolled in, plus earnings thereon, 
would not be includible in gross income (be-
cause it would be a qualified distribution 
within the meaning of section 408A(d)(2)). 

Example 2. The facts are the same as in Ex-
ample 1, except that the Roth IRA is D’s first 
Roth IRA and is established with the roll-
over in 2008, which is the only contribution 
made to the Roth IRA. If a distribution is 
made from the Roth IRA prior to the end of 
the 5-taxable-year period used to determine 
qualified distributions from a Roth IRA 
(which begins in 2008, the year of the rollover 
which established the Roth IRA) the dis-
tribution would not be a qualified distribu-
tion within the meaning of section 
408A(d)(2), and any amount of the distribu-
tion that exceeded the portion of the rollover 
contribution that consisted of investment in 
the contract is includible in D’s gross in-
come. 

Example 3. The facts are the same as in Ex-
ample 2, except that the distribution from 
the designated Roth account and the rollover 
to the Roth IRA occur in 2011 (after the end 
of the 5-taxable-year period of participation 
used to determine qualified distributions 
from a designated Roth account). If a dis-
tribution is made from the Roth IRA prior to 
the expiration of the 5-taxable-year period 
used to determine qualified distributions 
from a Roth IRA, the distribution would not 
be a qualified distribution within the mean-
ing of section 408A(d)(2), and any amount of 
the distribution that exceeded the amount 
rolled in is includible in D’s gross income. 
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Q–5. Can amounts distributed from a 
Roth IRA be rolled over to a designated 
Roth account as defined in A–1 of 
§ 1.402A–1? 

A–5. No. Amounts distributed from a 
Roth IRA may be rolled over or trans-
ferred only to another Roth IRA and 
are not permitted to be rolled over to a 
designated Roth account under a sec-
tion 401(a) or section 403(b) plan. The 
same rule applies even if all the 
amounts in the Roth IRA are attrib-
utable to a rollover distribution from a 
designated Roth account in a plan. 

Q–6. When is this § 1.408A–10 applica-
ble? 

A–6. The rules of this § 1.408A–10 
apply for taxable years beginning on or 
after January 1, 2006. 

[T.D. 9324, 72 FR 21115, Apr. 30, 2007] 

§ 1.409–1 Retirement bonds. 
(a) In general. Section 409 authorizes 

the issuance of bonds under the Second 
Liberty Bond Act the purchase price of 
which would be deductible under sec-
tion 219. Section 409 also prescribes the 
tax treatment of such bonds. See para-
graph (b) of this section. 

(b) Income tax treatment of bonds—(1) 
General rule. Except as provided in 
paragraph (b)(2) of this section, the en-
tire proceeds upon redemption of a re-
tirement bond described in section 
409(a) shall be included in the gross in-
come of the taxpayer entitled to such 
proceeds. If a bond has not been ten-
dered for redemption by the registered 
owner before the close of the taxable 
year in which he attains age 701⁄2, he 
must include in his gross income for 
such taxable year the amount of the 
proceeds he would have received if the 
bond had been redeemed at age 701⁄2. 
The provisions of sections 72 and 1232 
do not apply to a retirement bond. 

(2) Exceptions. (i) If a retirement bond 
is redeemed within 12 months after the 
issue date, the proceeds are excluded 
from gross income if no deduction is al-
lowed under section 219 on account of 
the purchase of such bond. For defini-
tion of issue date, see 31 CFR 346.1(c). 

(ii) If a retirement bond is redeemed 
after the close of the taxable year in 
which the registered owner attains age 
701⁄2 the proceeds from the redemption 
of the bond are excludable from the 
gross income of the registered owner or 

his beneficiary to the extent that such 
proceeds were includible in the gross 
income of the registered owner for such 
taxable year. 

(iii) If a retirement bond is surren-
dered for reissuance in the same or 
lesser face amount, the difference be-
tween current redemption value of the 
bond surrendered for reissuance and 
the current surrender value of the bond 
reissued is includible in the gross in-
come of the registered owner. 

(3) Basis. The basis of a retirement 
bond is zero. 

(c) Rollover. The first sentence of 
paragraph (b)(1) of this section shall 
not apply in any case in which a retire-
ment bond is redeemed by the reg-
istered owner before the close of the 
taxable year in which he attains the 
age of 701⁄2 if he transfers the entire 
amount of the proceeds of such redemp-
tion to— 

(1) An individual retirement account 
described in section 408(a) or an indi-
vidual retirement annuity described in 
section 408(b) (other than an endow-
ment contract described in § 1.408–3(e)), 
or 

(2) An employees’ trust which is de-
scribed in section 401(a) which is ex-
empt from tax under section 501(a), or 
an annuity plan described in section 
403(a), for the benefit of the registered 
owner, on or before the 60th day after 
the day on which he received the pro-
ceeds of such redemption. This sub-
paragraph shall not apply in the case of 
a transfer to a trust or plan described 
in (c)(2) of this section unless no part 
of the purchase price of the retirement 
bond redeemed is attributable to any 
source other than a rollover contribu-
tion from such an employees’ trust or 
annuity plan (other than an annuity 
plan or employees’ trust forming part 
of a plan under which the individual 
was an employee within the meaning of 
section 401(c)(1) at the time contribu-
tions were made on his behalf under 
the plan). 

(d) Additional tax—(1) Early redemp-
tion. Except as provided in paragraph 
(d)(2) of this section, under section 
409(c) if a retirement bond is redeemed 
by the registered owner before he at-
tains age 591⁄2, his tax under chapter 1 
of the Code is increased by an amount 
equal to 10 percent of the proceeds of 
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the redemption includible in his gross 
income for the taxable year. Except in 
the case of the credits allowable under 
sections 31, 39, or 42, no credit can be 
used to offset the tax described in the 
preceding sentence. 

(2) Limitations. Paragraph (d)(1) of 
this section shall not apply if— 

(i) During the taxable year of the reg-
istered owner in which a retirement 
bond is redeemed, the registered owner 
becomes disabled within the meaning 
of section 72(m)(7), or 

(ii) A retirement bond is tendered for 
redemption in accordance with para-
graph (b)(2)(i) of this section. 

[T.D. 7714, 45 FR 52799, Aug. 8, 1980] 

§ 1.409A–0 Table of contents. 
This section lists captions contained 

in §§ 1.409A–1, 1.409A–2, 1.409A–3, 1.409A– 
4, 1.409A–5 and 1.409A–6. 

§ 1.409A–1 Definitions and covered plans. 

(a) Nonqualified deferred compensation 
plan. 

(1) In general. 
(2) Qualified employer plans. 
(3) Certain foreign plans. 
(i) Participation addressed by treaty. 
(ii) Participation by nonresident aliens, 

certain resident aliens, and bona fide resi-
dents of possessions. 

(iii) Participation by U.S. citizens and law-
ful permanent residents. 

(iv) Plans subject to a totalization agree-
ment and similar plans. 

(v) Broad-based foreign retirement plan. 
(4) Section 457 plans. 
(5) Certain welfare benefits. 
(b) Deferral of compensation 
(1) In general. 
(2) Earnings. 
(3) Compensation payable pursuant to the 

service recipient’s customary payment tim-
ing arrangement. 

(4) Short-term deferrals. 
(i) In general. 
(ii) Certain delayed payments. 
(iii) Examples. 
(5) Stock options, stock appreciation 

rights, and other equity-based compensation. 
(i) Stock rights. 
(A) Nonstatutory stock options not pro-

viding for the deferral of compensation. 
(B) Stock appreciation rights not providing 

for the deferral of compensation. 
(C) Stock rights that may provide for the 

deferral of compensation. 
(D) Feature for the deferral of compensa-

tion. 
(E) Rights to dividends. 
(ii) Statutory stock options. 

(iii) Service recipient stock. 
(A) In general. 
(B) American depositary receipts. 
(C) Mutual company units. 
(D) Other entities. 
(E) Eligible issuer of service recipient 

stock. 
(1) In general. 
(2) Investment vehicles. 
(3) Corporate structures established or 

transactions undertaken for purposes of 
avoiding coverage under section 409A. 

(4) Substitutions and assumptions by rea-
son of a corporate transaction. 

(iv) Determination of the fair market 
value of service recipient stock. 

(A) Stock readily tradable on an estab-
lished securities market. 

(B) Stock not readily tradable on an estab-
lished securities market. 

(1) In general. 
(2) Presumption of reasonableness. 
(3) Use of alternative methods. 
(v) Modifications, extensions, substi-

tutions, and assumptions of stock rights. 
(A) Treatment of modified and extended 

stock rights. 
(B) Modification in general. 
(C) Extensions. 
(1) In general. 
(2) Certain extensions before April 10, 2007. 
(3) Examples. 
(D) Substitutions and assumptions of stock 

rights by reason of a corporate transaction. 
(E) Acceleration of date when exercisable. 
(F) Discretionary added benefits. 
(G) Change in underlying stock increasing 

value. 
(H) Change in the number of shares pur-

chasable. 
(I) Rescission of changes. 
(J) Successive modifications and exten-

sions. 
(K) Modifications and extensions in effect 

on October 23, 2004. 
(vi) Meaning and use of certain terms. 
(A) Option. 
(B) Date of grant of option. 
(C) Stock. 
(D) Exercise price. 
(E) Exercise. 
(F) Transfer. 
(G) Readily tradable. 
(H) Application to stock appreciation 

rights. 
(6) Restricted property, section 402(b) 

trusts, and section 403(c) annuities. 
(i) In general. 
(ii) Promises to transfer property. 
(7) Arrangements between partnerships and 

partners. [Reserved] 
(8) Certain foreign plans. 
(i) Plans with respect to compensation cov-

ered by treaty or other international agree-
ment. 

(ii) Plans with respect to certain other 
compensation. 
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(iii) Tax equalization agreements. 
(iv) Certain limited deferrals of a non-

resident alien. 
(v) Additional foreign plans. 
(vi) Earnings. 
(9) Separation pay plans. 
(i) In general. 
(ii) Collectively bargained separation pay 

plans. 
(iii) Separation pay due to involuntary sep-

aration from service or participation in a 
window program. 

(iv) Foreign separation pay plans. 
(v) Reimbursements and certain other sep-

aration payments. 
(A) In general. 
(B) Medical benefits. 
(C) In-kind benefits and direct service re-

cipient payments. 
(D) Limited payments. 
(E) Limited period of time. 
(vi) Window programs—definition. 
(10) Certain indemnification and liability 

insurance plans. 
(11) Legal settlements. 
(12) Certain educational benefits. 
(c) Plan. 
(1) In general. 
(2) Plan aggregation rules. 
(i) In general. 
(ii) Dual status. 
(3) Establishment of plan. 
(i) In general. 
(ii) Initial deferral election provisions. 
(iii) Subsequent deferral election provi-

sions. 
(iv) Payment accelerations. 
(v) Six-month delay for specified employ-

ees. 
(vi) Plan amendments. 
(vii) Transition rule for written plan re-

quirement. 
(viii) Plan aggregation rules. 
(d) Substantial risk of forfeiture. 
(1) In general. 
(2) Stock rights. 
(3) Enforcement of forfeiture condition. 
(i) In general. 
(ii) Examples. 
(e) Performance-based compensation. 
(1) In general. 
(2) Payments based upon subjective per-

formance criteria. 
(3) Equity-based compensation. 
(f) Service provider. 
(1) In general. 
(2) Independent contractors. 
(i) In general. 
(ii) Related person. 
(iii) Significant services. 
(iv) Management services. 
(v) Services provided to related persons. 
(g) Service recipient. 
(h) Separation from service. 
(1) Employees. 
(i) In general. 
(ii) Termination of employment. 

(2) Independent contractors. 
(i) In general. 
(ii) Special rule. 
(3) Definition of service recipient and em-

ployer. 
(4) Asset purchase transactions. 
(5) Dual status. 
(6) Collectively bargained plans covering 

multiple employers. 
(i) Specified employee. 
(1) In general. 
(2) Definition of compensation. 
(3) Specified employee identification date. 
(4) Specified employee effective date. 
(5) Alternative methods of satisfying the 

six-month delay rule. 
(6) Corporate transactions. 
(i) Mergers and acquisitions of public serv-

ice recipients. 
(ii) Mergers and acquisitions of nonpublic 

service recipients. 
(iii) Spinoffs. 
(iv) Public offerings and other corporate 

transactions. 
(v) Alternative methods of compliance. 
(7) Nonresident alien employees. 
(8) Elections affecting the identification of 

specified employees. 
(j) Nonresident alien. 
(k) Established securities market. 
(l) Stock right. 
(m) Separation pay plan. 
(n) Involuntary separation from service. 
(1) In general. 
(2) Separations from service for good rea-

son. 
(i) In general. 
(ii) Safe harbor. 
(3) Special rule for certain collectively bar-

gained plans. 
(o) Earnings. 
(p) In-kind benefits. 
(q) Application of definitions and rules. 

§ 1.409A–2 Deferral elections. 

(a) Initial elections as to the time and 
form of payment. 

(1) In general. 
(2) Service recipient elections. 
(3) General rule. 
(4) Initial deferral election with respect to 

short-term deferrals. 
(5) Initial deferral election with respect to 

certain forfeitable rights. 
(6) Initial deferral election with respect to 

fiscal year compensation. 
(7) First year of eligibility. 
(i) In general. 
(ii) Eligibility to participate. 
(iii) Application to excess benefit plans. 
(8) Initial deferral election with respect to 

performance-based compensation. 
(9) Nonqualified deferred compensation 

plans linked to qualified employer plans or 
certain other arrangements. 

(10) Changes in elections under a cafeteria 
plan. 
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(11) Initial deferral election with respect to 
certain separation pay. 

(12) Initial deferral election with respect to 
certain commissions. 

(i) Sales commission compensation. 
(ii) Investment commission compensation. 
(iii) Commission compensation and related 

persons. 
(13) Initial deferral election with respect to 

compensation paid for final payroll period. 
(i) In general. 
(ii) Transition rule. 
(14) Elections to annualize recurring part- 

year compensation. 
(15) USERRA rights. 
(b) Subsequent changes in time and form of 

payment. 
(1) In general. 
(2) Definition of payments for purposes of 

subsequent changes in the time and form of 
payment. 

(i) In general. 
(ii) Life annuities. 
(A) In general. 
(B) Certain features disregarded. 
(C) Subsidized joint and survivor annuities. 
(D) Actuarial assumptions and methods. 
(iii) Installment payments. 
(iv) Transition rule. 
(3) Beneficiaries. 
(4) Domestic relations orders. 
(5) Coordination with prohibition against 

acceleration of payments. 
(6) Application to multiple payment 

events. 
(7) Delay of payments under certain cir-

cumstances. 
(i) Payments subject to section 162(m). 
(ii) Payments that would violate Federal 

securities laws or other applicable law. 
(iii) Other events and conditions. 
(8) USERRA rights. 
(9) Examples. 
(c) Special rules for certain resident aliens. 

§ 1.409A–3 Permissible payments 

(a) In general. 
(b) Designation of payment upon a permis-

sible payment event. 
(c) Designation of alternative specified 

dates or payment schedules based upon date 
of permissible event. 

(d) When a payment is treated as made 
upon the designated payment date. 

(e) Designation of time and form of pay-
ment with respect to earnings. 

(f) Substitutions. 
(g) Disputed payments and refusals to pay. 
(h) Special rule for certain resident aliens. 
(i) Definitions and special rules. 
(1) Specified time or fixed schedule. 
(i) In general. 
(ii) Payment schedules with formula and 

fixed limitations. 
(A) Individual limitations. 

(B) Limitations on aggregate payments to 
all participants in substantially identical 
plans. 

(iii) Payment schedules determined by 
timing of payments received by the service 
recipient. 

(iv) Reimbursement or in-kind benefit 
plans. 

(A) General rule. 
(B) Medical reimbursement arrangements. 
(v) Tax gross-up payments. 
(vi) Examples. 
(2) Separation from service—required delay 

in payment to a specified employee pursuant 
to a separation from service. 

(i) In general. 
(ii) Application of payment rules to de-

layed payments. 
(3) Unforeseeable emergency. 
(i) Definition. 
(ii) Amount of payment permitted upon an 

unforeseeable emergency. 
(iii) Payments due to an unforeseeable 

emergency. 
(4) Disability. 
(i) In general. 
(ii) Limited plan definition of disability. 
(iii) Determination of disability. 
(5) Change in the ownership or effective 

control of a corporation, or a change in the 
ownership of a substantial portion of the as-
sets of a corporation. 

(i) In general. 
(ii) Identification of relevant corporation. 
(A) In general. 
(B) Majority shareholder. 
(C) Example. 
(iii) Attribution of stock ownership. 
(iv) Special rules for certain delayed pay-

ments pursuant to a change in control event. 
(A) Certain transaction-based compensa-

tion. 
(B) Certain nonvested compensation. 
(v) Change in the ownership of a corpora-

tion. 
(A) In general. 
(B) Persons acting as a group. 
(vi) Change in the effective control of a 

corporation. 
(A) In general. 
(B) Multiple change in control events. 
(C) Acquisition of additional control. 
(D) Persons acting as a group. 
(vii) Change in the ownership of a substan-

tial portion of a corporation’s assets. 
(A) In general. 
(B) Transfers to a related person. 
(C) Persons acting as a group. 
(6) Certain back-to-back arrangements. 
(i) In general. 
(ii) Example. 
(j) Prohibition on acceleration of pay-

ments. 
(1) In general. 
(2) Application to multiple payment 

events. 
(3) Beneficiaries. 
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(4) Exceptions. 
(i) In general. 
(ii) Domestic relations order. 
(iii) Conflicts of interest. 
(A) Compliance with ethics agreements 

with the Federal government. 
(B) Compliance with ethics laws or con-

flicts of interest laws. 
(iv) Section 457 plans. 
(v) Limited cashouts. 
(vi) Payment of employment taxes. 
(vii) Payment upon income inclusion under 

section 409A. 
(viii) Cancellation of deferrals following an 

unforeseeable emergency or hardship dis-
tribution. 

(ix) Plan terminations and liquidations. 
(x) Certain distributions to avoid a non-

allocation year under section 409(p). 
(xi) Payment of state, local, or foreign 

taxes. 
(xii) Cancellation of deferral elections due 

to disability. 
(xiii) Certain offsets. 
(xiv) Bona fide disputes as to a right to a 

payment. 
(5) Nonqualified deferred compensation 

plans linked to qualified employer plans or 
certain other arrangements. 

(6) Changes in elections under a cafeteria 
plan. 

§ 1.409A–4 Calculation of income inclusion. 
[Reserved] 

§ 1.409A–5 Funding. [Reserved] 

§ 1.409A–6 Application of section 409A and 
effective dates. 

(a) Statutory application and effective 
dates 

(1) Application to amounts deferred. 
(i) In general. 
(ii) Collectively bargained plans. 
(2) Identification of date of deferral for 

statutory effective date purposes. 
(3) Calculation of amount of compensation 

deferred for statutory effective date pur-
poses. 

(i) Nonaccount balance plans. 
(ii) Account balance plans. 
(iii) Equity-based compensation plans. 
(iv) Earnings. 
(v) Definition of plan. 
(4) Material modifications. 
(i) In general. 
(ii) Adoptions of new plans. 
(iii) Suspension or termination of a plan. 
(iv) Changes to investment measures—ac-

count balance plans. 
(v) Stock rights. 
(vi) Rescission of modifications. 
(vii) Definition of plan. 
(b) Regulatory applicability date. 

[T.D. 9321, 72 FR 19276, Apr. 17, 2007] 

§ 1.409A–1 Definitions and covered 
plans. 

(a) Nonqualified deferred compensation 
plan—(1) In general. Except as other-
wise provided in this paragraph (a), the 
term nonqualified deferred compensation 
plan means any plan (within the mean-
ing of paragraph (c) of this section) 
that provides for the deferral of com-
pensation (within the meaning of para-
graph (b) of this section). Whether a 
plan provides for the deferral of com-
pensation generally is determined at 
the time the service provider obtains a 
legally binding right to the compensa-
tion under the plan, and is not affected 
by any retroactive change to the plan 
to characterize the right as one that 
does not provide for the deferral of 
compensation. For example, amounts 
deferred under a nonqualified deferred 
compensation plan do not become an 
excluded death benefit if the plan is 
amended so that the amounts are pay-
able only upon the death of the service 
provider. If a principal purpose of a 
plan is to achieve a result with respect 
to a deferral of compensation that is 
inconsistent with the purposes of sec-
tion 409A, the Commissioner may treat 
the plan as a nonqualified deferred 
compensation plan for purposes of sec-
tion 409A and the regulations there-
under. 

(2) Qualified employer plans. The term 
nonqualified deferred compensation plan 
does not include a qualified employer 
plan. The term qualified employer plan 
means any of the following plans: 

(i) Any plan described in section 
401(a) and a trust exempt from tax 
under section 501(a) or that is described 
in section 402(d). 

(ii) Any annuity plan described in 
section 403(a). 

(iii) Any annuity contract described 
in section 403(b). 

(iv) Any simplified employee pension 
(within the meaning of section 408(k)). 

(v) Any simple retirement account 
(within the meaning of section 408(p)). 

(vi) Any plan under which an active 
participant makes deductible contribu-
tions to a trust described in section 
501(c)(18). 

(vii) Any eligible deferred compensa-
tion plan (within the meaning of sec-
tion 457(b)). 
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(viii) Any plan described in section 
415(m). 

(ix) Any plan described in § 1022(i)(2) 
of the Employee Retirement Income 
Security Act of 1974, Public Law 93–406 
(88 Stat. 829, 942) (Sept. 2, 1974) 
(ERISA). 

(3) Certain foreign plans—(i) Participa-
tion addressed by treaty. With respect to 
an individual for a taxable year, the 
term nonqualified deferred compensation 
plan does not include any scheme, 
trust, arrangement, or plan maintained 
with respect to such individual, to the 
extent contributions made by or on be-
half of such individual to such scheme, 
trust, arrangement, or plan, or credited 
allocations, accrued benefits, earnings, 
or other amounts constituting income, 
of such individual under such scheme, 
trust, arrangement, or plan, are ex-
cludable by such individual for Federal 
income tax purposes pursuant to any 
bilateral income tax convention, or 
other bilateral or multilateral agree-
ment, to which the United States is a 
party. 

(ii) Participation by nonresident aliens, 
certain resident aliens, and bona fide resi-
dents of possessions. With respect to an 
alien individual for a taxable year dur-
ing which such individual is a non-
resident alien, a resident alien classi-
fied as a resident alien solely under 
section 7701(b)(1)(A)(ii) (and not section 
7701(b)(1)(A)(i)), or a bona fide resident 
of a possession (within the meaning of 
section 937(a)), the term nonqualified 
deferred compensation plan does not in-
clude any broad-based foreign retire-
ment plan (within the meaning of para-
graph (a)(3)(v) of this section). 

(iii) Participation by U.S. citizens and 
lawful permanent residents. With respect 
to an individual for a given taxable 
year during which such individual is a 
U.S. citizen or a resident alien classi-
fied as a resident alien under section 
7701(b)(1)(A)(i), other than an indi-
vidual who is also a bona fide resident 
of a possession (within the meaning of 
section 937(a)), the term nonqualified 
deferred compensation plan does not in-
clude a broad-based foreign retirement 
plan (within the meaning of paragraph 
(a)(3)(v) of this section), but only with 
respect to a plan, or a portion of a plan 
where such portion may be distin-
guished, providing for nonelective de-

ferrals of modified foreign earned in-
come, and earnings with respect to 
such nonelective deferrals, and only to 
the extent that the amounts deferred 
under all such plans of the service re-
cipient, or all portions of such plans, in 
which the service provider participates 
in such taxable year, do not exceed the 
applicable limits under section 415(b) 
(applied to nonaccount balance plans 
as defined in paragraph (c)(2)(i)(C) of 
this section) and section 415(c) (applied 
to account balance plans as defined in 
paragraph (c)(2)(i)(A) of this section) 
that would be applicable if such plans 
were plans subject to section 415 and 
the modified foreign earned income of 
such individual were treated as com-
pensation for purposes of applying sec-
tion 415(b) and (c). For purposes of this 
paragraph (a)(3)(iii), the term modified 
foreign earned income means foreign 
earned income as defined in section 
911(b)(1) without regard to section 
911(b)(1)(B)(iv) and without regard to 
the requirement that the income be at-
tributable to services performed during 
the period described in section 
911(d)(1)(A) or (B). The provisions of 
this paragraph (a)(3)(iii) do not apply 
to any individual with respect to any 
taxable year in which the individual is 
simultaneously eligible to participate 
in a broad-based foreign retirement 
plan and a qualified employer plan de-
scribed in paragraph (a)(2) of this sec-
tion. For purposes of this paragraph 
(a)(3)(iii), an individual is eligible to 
participate in a qualified employer 
plan if under the terms of the plan and 
without further amendment or action 
by the plan sponsor, the individual is 
eligible to make or receive contribu-
tions or accrue benefits under the plan 
(regardless of whether the individual 
has elected to participate in the plan). 

(iv) Plans subject to a totalization 
agreement and similar plans. The term 
nonqualified deferred compensation plan 
does not include any social security 
system of a jurisdiction to the extent 
that benefits provided under or con-
tributions made to the system are sub-
ject to an agreement entered into pur-
suant to section 233 of the Social Secu-
rity Act (42 U.S.C. 433) with any foreign 
jurisdiction. In addition, the term non-
qualified deferred compensation plan does 
not include a social security system of 
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a foreign jurisdiction to the extent 
that benefits are provided under or 
contributions are made to a govern-
ment-mandated plan as part of that 
foreign jurisdiction’s social security 
system. 

(v) Broad-based foreign retirement plan. 
The term broad-based foreign retirement 
plan means a scheme, trust, arrange-
ment, or plan (regardless of whether 
sponsored by a U.S. person) that is 
written and that, in the case of an em-
ployer-maintained plan, satisfies the 
following conditions: 

(A) The plan is nondiscriminatory in-
sofar as the employees who, under the 
terms of the plan (alone or in combina-
tion with other comparable plans) and 
without further amendment or action 
by the employer, are eligible to make 
or receive contributions or accrue ben-
efits under the plan other than earn-
ings (regardless of whether the em-
ployee has elected to participate in the 
plan), are a wide range of employees, 
substantially all of whom are non-
resident aliens, resident aliens classi-
fied as resident aliens solely under sec-
tion 7701(b)(1)(A)(ii) (and not section 
7701(b)(1)(A)(i)), or bona fide residents 
of a possession (within the meaning of 
section 937(a)), including rank and file 
employees. 

(B) The plan (alone or in combination 
with other comparable plans) actually 
provides significant benefits for a sub-
stantial majority of such covered em-
ployees. 

(C) The benefits actually provided 
under the plan to such covered employ-
ees are nondiscriminatory. 

(D) The plan contains provisions or is 
the subject of tax law provisions or 
other legal restrictions that generally 
discourage employees from using plan 
benefits for purposes other than retire-
ment or restrict access to plan benefits 
before separation from service, includ-
ing (but not limited to), restricting in- 
service distributions except in events 
similar to an unforeseeable emergency 
(as defined in § 1.409A–3(i)(3)(i)) or hard-
ship (as defined for purposes of section 
401(k)(2)(B)(i)(IV)), or for educational 
purposes or the purchase of a primary 
residence. 

(4) Section 457 plans. A nonqualified 
deferred compensation plan under sec-
tion 457(f) may constitute a non-

qualified deferred compensation plan 
for purposes of this paragraph (a). The 
rules of section 409A apply to non-
qualified deferred compensation plans 
separately and in addition to any re-
quirements applicable to such plans 
under section 457(f). In addition, non-
elective deferred compensation of non- 
employees described in section 
457(e)(12) and a grandfathered plan or 
arrangement described in § 1.457–2(k)(4) 
may constitute a nonqualified deferred 
compensation plan for purposes of this 
paragraph (a). The term nonqualified 
deferred compensation plan does not in-
clude a length of service award to a 
bona fide volunteer under section 
457(e)(11)(A)(ii). For purposes of the ap-
plication of section 409A to a plan to 
which section 457 applies, a payment 
under the plan generally means the 
provision of cash or property to the 
service provider, provided that for pur-
poses of the application of the short- 
term deferral rule set forth in para-
graph (b)(4) of this section, the inclu-
sion in income of an amount under sec-
tion 457(f) is treated as a payment of 
the amount. 

(5) Certain welfare benefits. The term 
nonqualified deferred compensation plan 
does not include a plan, or a portion of 
a plan, to the extent that the plan pro-
vides bona fide vacation leave, sick 
leave, compensatory time, disability 
pay, or death benefits. For these pur-
poses, the terms ‘‘disability pay’’ and 
‘‘death benefits’’ have the same mean-
ings as provided in § 31.3121(v)(2)– 
1(b)(4)(iv)(C) of this chapter, provided 
that for purposes of this paragraph, 
such disability pay and death benefits 
may be provided through insurance and 
the lifetime benefits payable under the 
plan are not treated as including the 
value of any taxable term life insur-
ance coverage or taxable disability in-
surance coverage provided under the 
plan. The term nonqualified deferred 
compensation plan also does not include 
any Archer Medical Savings Account 
as described in section 220, any Health 
Savings Account as described in sec-
tion 223, or any other medical reim-
bursement arrangement, including a 
health reimbursement arrangement, 
that satisfies the requirements of sec-
tion 105 and section 106 such that the 
benefits or reimbursements provided 
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under such arrangement are not in-
cludible in income. 

(b) Deferral of compensation—(1) In 
general. Except as otherwise provided 
in paragraphs (b)(3) through (b)(12) of 
this section, a plan provides for the de-
ferral of compensation if, under the 
terms of the plan and the relevant 
facts and circumstances, the service 
provider has a legally binding right 
during a taxable year to compensation 
that, pursuant to the terms of the plan, 
is or may be payable to (or on behalf 
of) the service provider in a later tax-
able year. Such compensation is de-
ferred compensation for purposes of 
section 409A, this section and §§ 1.409A– 
2 through 1.409A–6. A legally binding 
right to an amount that will be ex-
cluded from income when and if re-
ceived does not constitute a deferral of 
compensation, unless the service pro-
vider has received the right in ex-
change for, or has the right to ex-
change the right for, an amount that 
will be includible in income (other 
than due to participation in a cafeteria 
plan described in section 125). A service 
provider does not have a legally bind-
ing right to compensation to the ex-
tent that compensation may be re-
duced unilaterally or eliminated by the 
service recipient or other person after 
the services creating the right to the 
compensation have been performed. 
However, if the facts and cir-
cumstances indicate that the discre-
tion to reduce or eliminate the com-
pensation is available or exercisable 
only upon a condition, or the discre-
tion to reduce or eliminate the com-
pensation lacks substantive signifi-
cance, a service provider will be consid-
ered to have a legally binding right to 
the compensation. Whether the discre-
tion to reduce or eliminate the com-
pensation lacks substantive signifi-
cance depends on all the relevant facts 
and circumstances. However, where the 
service provider to whom the com-
pensation may be paid has effective 
control of the person retaining the dis-
cretion to reduce or eliminate the com-
pensation, or has effective control over 
any portion of the compensation of the 
person retaining the discretion to re-
duce or eliminate the compensation, or 
is a member of the family (as defined 
in section 267(c)(4) applied as if the 

family of an individual includes the 
spouse of any member of the family) of 
the person retaining the discretion to 
reduce or eliminate the compensation, 
the discretion to reduce or eliminate 
the compensation will not be treated as 
having substantive significance. For 
this purpose, compensation is not con-
sidered subject to unilateral reduction 
or elimination merely because it may 
be reduced or eliminated by operation 
of the objective terms of the plan, such 
as the application of a nondis-
cretionary, objective provision cre-
ating a substantial risk of forfeiture. 
Similarly, a service provider does not 
fail to have a legally binding right to 
compensation merely because the 
amount of compensation is determined 
under a formula that provides for bene-
fits to be offset by benefits provided 
under another plan (including a plan 
that is qualified under section 401(a)), 
or because benefits are reduced due to 
actual or notional investment losses, 
or, in a final average pay plan, subse-
quent decreases in compensation. 

(2) Earnings. References to the defer-
ral of compensation or deferred com-
pensation include references to earn-
ings. When the right to earnings is 
specified under the terms of the plan, 
the legally binding right to earnings 
arises at the time of the deferral of the 
compensation to which the earnings re-
late. A plan may provide that the time 
and form of payment of earnings is 
treated separately from the time and 
form of payment of the underlying 
compensation, so that, provided that 
the rules of section 409A are otherwise 
met, a plan may provide that earnings 
will be paid at a separate time or in a 
separate form from the payment of the 
underlying compensation. For the ap-
plication of the deferral election rules 
to current payments of earnings and 
dividend equivalents, see § 1.409A–3(e). 

(3) Compensation payable pursuant to 
the service recipient’s customary payment 
timing arrangement. A deferral of com-
pensation does not occur solely because 
compensation is paid after the last day 
of the service provider’s taxable year 
pursuant to the timing arrangement 
under which the service recipient nor-
mally compensates service providers 
for services performed during a payroll 
period described in section 3401(b), or 
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with respect to a non-employee service 
provider, a period not longer than the 
payroll period described in section 
3401(b) or if no such payroll period ex-
ists, a period not longer than the ear-
lier of the normal timing arrangement 
under which the service provider nor-
mally compensates non-employee serv-
ice providers or 30 days after the end of 
the service provider’s taxable year. 

(4) Short-term deferrals—(i) In general. 
A deferral of compensation does not 
occur under a plan with respect to any 
payment (as defined in § 1.409A–2(b)(2)) 
that is not a deferred payment, pro-
vided that the service provider actually 
or constructively receives such pay-
ment on or before the last day of the 
applicable 21⁄2 month period. The fol-
lowing rules apply for purposes of this 
paragraph (b)(4)(i): 

(A) The applicable 21⁄2 month period 
is the period ending on the later of the 
15th day of the third month following 
the end of the service provider’s first 
taxable year in which the right to the 
payment is no longer subject to a sub-
stantial risk of forfeiture or the 15th 
day of the third month following the 
end of the service recipient’s first tax-
able year in which the right to the pay-
ment is no longer subject to a substan-
tial risk of forfeiture. 

(B) A payment is treated as actually 
or constructively received if the pay-
ment is includible in income, including 
if the payment is includible in income 
under section 83, the economic benefit 
doctrine, section 402(b), or section 
457(f). 

(C) A right to a payment that is 
never subject to a substantial risk of 
forfeiture is considered to be no longer 
subject to a substantial risk of for-
feiture on the first date the service 
provider has a legally binding right to 
the payment. 

(D) A payment is a deferred payment 
if it is made pursuant to a provision of 
a plan that provides for the payment to 
be made or completed on or after any 
date, or upon or after the occurrence of 
any event, that will or may occur later 
than the end of the applicable 21⁄2 
month period, such as a separation 
from service, death, disability, change 
in control event, specified time or 
schedule of payment, or unforeseeable 
emergency, regardless of whether an 

amount is actually paid as a result of 
the occurrence of such a payment date 
or event during the applicable 21⁄2 
month period. If a plan provides that 
the service provider or service recipi-
ent may make an election under the 
plan (including an election under 
§ 1.409A–2(a)(4)) of a different payment 
date, schedule, or event, such right is 
disregarded for this purpose. In such 
cases, whether a plan provides for a de-
ferred payment is determined based on 
the payment date, schedule, or event 
that would apply if no such election 
were made, except that if the plan 
would not provide for a deferred pay-
ment absent such an election, and the 
service provider or service recipient 
makes such an election, whether the 
plan provides for a deferred payment is 
determined based upon the payment 
date, schedule, or event that the serv-
ice provider or service recipient in fact 
elected. 

(E) A stock right provides for a de-
ferred payment if such right includes 
any provision pursuant to which the 
holder of the stock right will or may 
have the right to exercise the stock 
right after the applicable 21⁄2 month pe-
riod. 

(F) This paragraph (b)(4)(i) is applied 
separately to each payment (as defined 
in § 1.409A–2(b)(2)) required to be made 
under a plan. 

(G) If a plan provides for a deferred 
payment with respect to part of a pay-
ment (for example a life annuity or a 
series of installment amounts treated 
as a single payment), the plan provides 
for a deferred payment with respect to 
the entire payment. 

(ii) Certain delayed payments. A pay-
ment that otherwise qualifies as a 
short-term deferral under paragraph 
(b)(4)(i) of this section but is made 
after the applicable 21⁄2 month period 
may continue to qualify as a short- 
term deferral if the taxpayer estab-
lishes that it was administratively im-
practicable to make the payment by 
the end of the applicable 21⁄2 month pe-
riod and, as of the date upon which the 
legally binding right to the compensa-
tion arose, such impracticability was 
unforeseeable, or the taxpayer estab-
lishes that making the payment by the 
end of the applicable 21⁄2 month period 
would have jeopardized the ability of 
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the service recipient to continue as a 
going concern, and provided further 
that the payment is made as soon as 
administratively practicable or as soon 
as the payment would no longer have 
such effect. For purposes of this para-
graph (b)(4)(ii), an action or failure to 
act of the service provider or a person 
under the service provider’s control, 
such as a failure to provide necessary 
information or documentation, is not 
an unforeseeable event. In addition, a 
payment that otherwise qualifies as a 
short-term deferral under paragraph 
(b)(4)(i) of this section but is made 
after the applicable 21⁄2 month period 
may continue to qualify as a short- 
term deferral if the taxpayer estab-
lishes that the service recipient reason-
ably anticipated that the service re-
cipient’s deduction with respect to 
such payment otherwise would not be 
permitted by application of section 
162(m), and, as of the date the legally 
binding right to the payment arose, a 
reasonable person would not have an-
ticipated the application of section 
162(m) at the time of the payment, and 
provided further that the payment is 
made as soon as reasonably practicable 
following the first date on which the 
service recipient anticipates or reason-
ably should anticipate that, if the pay-
ment were made on such date, the serv-
ice recipient’s deduction with respect 
to such payment would no longer be re-
stricted due to the application of sec-
tion 162(m). For additional rules appli-
cable to certain transaction-based 
compensation, see § 1.409A–3(i)(5)(iv)(A). 

(iii) Examples. The following exam-
ples illustrate the provisions of this 
paragraph (b)(4). In these examples, ex-
cept as otherwise noted, each employee 
and each employer has a calendar year 
taxable year and each employee is an 
individual who is employed by the 
specified employer. 

Example 1. On November 1, 2008, Employer 
Z awards a bonus to Employee A such that 
Employee A has a legally binding right to 
the payment as of November 1, 2008, that is 
not subject to a substantial risk of for-
feiture. The bonus plan does not provide for 
a payment date or a deferred payment. The 
bonus plan will not be considered to have 
provided for a deferral of compensation if the 
bonus is paid or made available to Employee 
A on or before March 15, 2009. 

Example 2. Employer Y has a taxable year 
ending August 31. On November 1, 2008, Em-
ployer Y awards a bonus to Employee B so 
that Employee B has a legally binding right 
to the payment as of November 1, 2008, that 
is not subject to a substantial risk of for-
feiture. The bonus plan does not provide for 
a payment date or a deferred payment. The 
bonus plan will not be considered to have 
provided for a deferral of compensation if the 
bonus is paid or made available to Employee 
B on or before November 15, 2009. 

Example 3. On November 1, 2008, Employer 
X awards a bonus to Employee C such that 
Employee C has a legally binding right to 
the payment as of November 1, 2008. Under 
the bonus plan, Employee C will forfeit the 
bonus unless Employee C continues per-
forming services through December 31, 2010. 
The right to the payment is subject to a sub-
stantial risk of forfeiture through December 
31, 2010. Employee C has the right to make a 
written election not later than December 31, 
2009, to receive the bonus on or after Decem-
ber 31, 2015, but Employee C does not make 
such election. The bonus plan does not pro-
vide for a default payment date or a deferred 
payment in the absence of an election by 
Employee C. The bonus plan will not be con-
sidered to have provided for a deferral of 
compensation if the bonus is paid or made 
available to Employee C on or before March 
15, 2011. 

Example 4. On November 1, 2008, Employer 
W awards a bonus to Employee D such that 
Employee D has a legally binding right to 
the payment as of November 1, 2008. Under 
the bonus plan, the bonus will be determined 
based on services performed during the pe-
riod from January 1, 2009 through December 
31, 2010. The bonus is scheduled to be paid as 
a lump sum payment on February 15, 2011. 
Under the bonus plan, Employee D will for-
feit the bonus unless Employee D continues 
performing services through the scheduled 
payment date (February 15, 2011). Provided 
that at all times before the scheduled pay-
ment date Employee D is required to con-
tinue to perform services to retain the right 
to the bonus, and the bonus is paid on or be-
fore March 15, 2012, the bonus plan will not 
be considered to have provided for a deferral 
of compensation. 

Example 5. On November 1, 2008, Employer 
V awards a bonus to Employee E such that 
Employee E has a legally binding right to 
the payment as of November 1, 2008. Under 
the bonus plan, Employee E will forfeit the 
bonus unless Employee E continues per-
forming services through December 31, 2010. 
Under the bonus plan, the bonus is scheduled 
to be paid as a lump sum payment on July 1, 
2011. By specifying a payment date after the 
applicable 21⁄2 month period, the bonus plan 
provides for a deferred payment. The bonus 
plan provides for a deferral of compensation, 
and will not qualify as a short-term deferral 
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regardless of whether the bonus is paid or 
made available on or before March 15, 2011 
(and generally any payment before June 1, 
2011 would constitute an impermissible ac-
celeration of a payment). 

Example 6. On November 1, 2008, Employer 
U awards a bonus to Employee F such that 
Employee F has a legally binding right to 
the payment as of November 1, 2008, that is 
not subject to a substantial risk of for-
feiture. The bonus plan provides for a lump 
sum payment upon Employee F’s separation 
from service. Because the separation from 
service is an event that may occur after the 
applicable 21⁄2 month period, the bonus plan 
provides for a deferred payment and there-
fore provides for a deferral of compensation. 
Accordingly, the bonus plan will not qualify 
as a short-term deferral regardless of wheth-
er Employee F separates from service and 
the bonus is paid or made available on or be-
fore March 15, 2009. 

Example 7. On November 1, 2008, Employer 
T grants Employee G a legally binding right 
to the payment of a life annuity with the 
first annuity payment on November 1, 2013, 
provided that Employee G continues per-
forming services for Employer T continu-
ously through November 1, 2013. Because the 
life annuity is treated as a single payment, 
and because all payments of the life annuity 
may not occur during the applicable 21⁄2 
month period, the plan provides for a de-
ferred payment and none of the amounts 
payable under the annuity will qualify as a 
short-term deferral, so that section 409A ap-
plies to all amounts that are payable under 
the plan. 

Example 8. On November 1, 2008, Employer 
S grants Employee H a stock right providing 
for an exercise price less than the fair mar-
ket value of the underlying stock on Novem-
ber 1, 2008. The stock right is subject to a 
substantial risk of forfeiture requiring serv-
ices through November 1, 2010. The stock 
right becomes exercisable when the substan-
tial risk of forfeiture lapses and expires on 
November 1, 2013. Employee H continues pro-
viding services through November 1, 2010, at 
which time the substantial risk of forfeiture 
lapses. The stock right provides for a de-
ferred payment and will not qualify as a 
short-term deferral regardless of whether 
Employee H exercises the stock right on or 
before March 15, 2011. 

(5) Stock options, stock appreciation 
rights, and other equity-based compensa-
tion—(i) Stock rights—(A) Nonstatutory 
stock options not providing for the defer-
ral of compensation. An option to pur-
chase service recipient stock does not 
provide for a deferral of compensation 
if— 

(1) The exercise price may never be 
less than the fair market value of the 

underlying stock (disregarding lapse 
restrictions as defined in § 1.83–3(i)) on 
the date the option is granted and the 
number of shares subject to the option 
is fixed on the original date of grant of 
the option; 

(2) The transfer or exercise of the op-
tion is subject to taxation under sec-
tion 83 and § 1.83–7; and 

(3) The option does not include any 
feature for the deferral of compensa-
tion other than the deferral of recogni-
tion of income until the later of the 
following: 

(i) The exercise or disposition of the 
option under § 1.83–7. 

(ii) The time the stock acquired pur-
suant to the exercise of the option first 
becomes substantially vested (as de-
fined in § 1.83–3(b)). 

(B) Stock appreciation rights not pro-
viding for the deferral of compensation. A 
right to compensation based on the ap-
preciation in value of a specified num-
ber of shares of service recipient stock 
occurring between the date of grant 
and the date of exercise of such right (a 
stock appreciation right) does not pro-
vide for a deferral of compensation if— 

(1) Compensation payable under the 
stock appreciation right cannot be 
greater than the excess of the fair mar-
ket value of the stock (disregarding 
lapse restrictions as defined in § 1.83– 
3(i)) on the date the stock appreciation 
right is exercised over an amount spec-
ified on the date of grant of the stock 
appreciation right (the stock apprecia-
tion right exercise price), with respect 
to a number of shares fixed on or before 
the date of grant of the right; 

(2) The stock appreciation right exer-
cise price may never be less than the 
fair market value of the underlying 
stock (disregarding lapse restrictions 
as defined in § 1.83–3(i)) on the date the 
right is granted; and 

(3) The stock appreciation right does 
not include any feature for the deferral 
of compensation other than the defer-
ral of recognition of income until the 
exercise of the stock appreciation 
right. 

(C) Stock rights that may provide for 
the deferral of compensation. An option 
to purchase stock other than service 
recipient stock, or a stock appreciation 
right with respect to stock other than 
service recipient stock, generally will 
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provide for the deferral of compensa-
tion within the meaning of this para-
graph (b). If under the terms of an op-
tion to purchase service recipient stock 
(other than an incentive stock option 
described in section 422 or a stock op-
tion granted under an employee stock 
purchase plan described in section 423), 
the exercise price is or could become 
less than the fair market value of the 
stock (disregarding lapse restrictions 
as defined in § 1.83–3(i)) on the date of 
grant, the grant of the option generally 
will provide for the deferral of com-
pensation within the meaning of this 
paragraph (b). If under the terms of a 
stock appreciation right with respect 
to service recipient stock, the com-
pensation payable under the stock ap-
preciation right is or could be any 
amount greater than, with respect to a 
predetermined number of shares, the 
excess of the fair market value of the 
stock (disregarding lapse restrictions 
as defined in § 1.83–3(i)) on the date the 
stock appreciation right is exercised 
over the fair market value of the stock 
(disregarding lapse restrictions as de-
fined in § 1.83–3(i)) on the date of grant 
of the stock appreciation right, the 
grant of the stock appreciation right 
generally will provide for a deferral of 
compensation within the meaning of 
this paragraph (b). 

(D) Feature for the deferral of com-
pensation. To the extent a stock right 
provides a right other than the right to 
receive cash or stock on the date of ex-
ercise and such additional right would 
otherwise allow compensation to be de-
ferred beyond the date of exercise, the 
entire arrangement (including the un-
derlying stock right) provides for the 
deferral of compensation. For purposes 
of this paragraph (b)(5)(i), neither the 
right to receive substantially non-
vested stock (as defined in § 1.83–3(b)) 
upon the exercise of a stock right, nor 
the right to pay the exercise price with 
previously acquired shares, constitutes 
a feature for the deferral of compensa-
tion. 

(E) Rights to dividends. For purposes 
of this paragraph (b)(5)(i), the right, di-
rectly or indirectly contingent upon 
the exercise of a stock right, to receive 
an amount equal to all or part of the 
dividends or other distributions (other 
than stock dividends described in para-

graph (b)(5)(v)(H) of this section) de-
clared and paid on the number of 
shares underlying the stock right be-
tween the date of grant and the date of 
exercise of the stock right constitutes 
an offset to the exercise price of the 
stock option or an increase in the 
amount payable under the stock appre-
ciation right (generally causing such 
stock right to be subject to section 
409A). A plan providing a right to divi-
dends or other distributions declared 
and paid on the number of shares un-
derlying a stock right, the payment of 
which is not contingent upon, or other-
wise payable on, the exercise of the 
stock right, may provide for a deferral 
of compensation, but the existence of 
the right to receive such an amount 
will not be treated as a reduction to 
the exercise price of (or an increase to 
the compensation payable under) the 
stock right. Thus, a right to such divi-
dends or distributions that is not con-
tingent, directly or indirectly, upon 
the exercise of a stock right will not 
cause the related stock right to fail to 
satisfy the requirements of the exclu-
sion from the definition of a deferral of 
compensation provided in paragraphs 
(b)(5)(i)(A) and (B) of this section. 

(ii) Statutory stock options. The grant 
of an incentive stock option as de-
scribed in section 422, or the grant of 
an option under an employee stock 
purchase plan described in section 423 
(including the grant of an option with 
an exercise price discounted in accord-
ance with section 423(b)(6) and the ac-
companying regulations), does not con-
stitute a deferral of compensation. 
However, the exclusion for statutory 
stock options under this paragraph 
(b)(5)(ii) does not apply to a modifica-
tion, extension, or renewal of a statu-
tory option that is treated as the grant 
of a new option that is not a statutory 
option. See § 1.424–1(e). In such event, 
the option is treated for purposes of 
this paragraph (b) as if it had been a 
nonstatutory stock option from the 
date of the original grant. Accordingly, 
if such modification, extension, or re-
newal of the stock option would have 
been treated as the grant of a new op-
tion or as causing the option to have 
had a deferral feature from the date of 
grant under paragraph (b)(5)(v) of this 
section, the modification, extension, or 
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renewal of the stock option is treated 
as the grant of a new option or as caus-
ing the option to have had a deferral 
feature from the date of grant for pur-
poses of this paragraph (b)(5). 

(iii) Service recipient stock—(A) In gen-
eral. Except as otherwise provided in 
paragraphs (b)(5)(iii)(B), (C), and (D) of 
this section, the term service recipient 
stock means a class of stock that, as of 
the date of grant, is common stock for 
purposes of section 305 and the regula-
tions thereunder of a corporation that 
is an eligible issuer of service recipient 
stock (as defined in paragraph 
(b)(5)(iii)(E) of this section). Notwith-
standing the foregoing, the term service 
recipient stock does not include a class 
of stock that has any preference as to 
distributions other than distributions 
of service recipient stock and distribu-
tions in liquidation of the issuer. The 
term service recipient stock also does not 
include any stock that is subject to a 
mandatory repurchase obligation 
(other than a right of first refusal), or 
a put or call right that is not a lapse 
restriction as defined in § 1.83–3(i), if 
the stock price under such right or ob-
ligation is based on a measure other 
than the fair market value (dis-
regarding lapse restrictions as defined 
in § 1.83–3(i)) of the equity interest in 
the corporation represented by the 
stock. 

(B) American depositary receipts. An 
American depositary receipt or Amer-
ican depositary share may constitute 
service recipient stock, to the extent 
that the stock traded on a foreign secu-
rities market to which the American 
depositary receipt or American deposi-
tary share relates qualifies as service 
recipient stock. 

(C) Mutual company units. Mutual 
company units may constitute service 
recipient stock. For this purpose, the 
term mutual company unit means a 
fixed percentage of the overall value of 
a non-stock mutual company or asso-
ciation. For purposes of determining 
the value of the mutual company unit, 
the unit may be valued in accordance 
with the rules set forth in paragraph 
(b)(5)(iv)(B) of this section governing 
valuation of service recipient stock the 
shares of which are not traded on an 
established securities market, applied 
as if the mutual company were a stock 

corporation with one class of common 
stock and the number of shares of such 
stock determined according to such 
fixed percentage. For example, an ap-
preciation right based on the apprecia-
tion of 10 mutual company units, where 
each unit is defined as one percent of 
the overall value of the mutual com-
pany, would be valued as if the appre-
ciation right were based upon 10 shares 
of a corporation, with 100 shares of 
common stock (and no other class of 
stock), the shares of which are not 
readily tradable on an established secu-
rities market. 

(D) Other entities. An interest in an 
entity other than a corporation or non- 
stock mutual company or association 
may constitute service recipient stock 
to the extent designated by the Com-
missioner in revenue procedures, no-
tices, or other guidance published in 
the Internal Revenue Bulletin (see 
§ 601.601(d)(2) of this chapter). 

(E) Eligible issuer of service recipient 
stock—(1) In general. The term eligible 
issuer of service recipient stock means 
only the corporation for which the 
service provider provides direct serv-
ices on the date of grant of the stock 
right (if the entity receiving such serv-
ices is a corporation), and any corpora-
tion in a chain of corporations or other 
entities in which each corporation or 
other entity has a controlling interest 
in another corporation or other entity 
in the chain, ending with the corpora-
tion or other entity that has a control-
ling interest in the corporation or 
other entity for which the service pro-
vider provides direct services on the 
date of grant of the stock right. For 
this purpose, the term controlling inter-
est has the same meaning as provided 
in § 1.414(c)–2(b)(2)(i), provided that the 
language ‘‘at least 50 percent’’ is used 
instead of ‘‘at least 80 percent’’ each 
place it appears in § 1.414(c)–2(b)(2)(i). 
In addition, where the use of such 
stock with respect to the grant of a 
stock right to such service provider is 
based upon legitimate business cri-
teria, the term controlling interest has 
the same meaning as provided in 
§ 1.414(c)–2(b)(2)(i), provided that the 
language ‘‘at least 20 percent’’ is used 
instead of ‘‘at least 80 percent’’ each 
place it appears in § 1.414(c)–2(b)(2)(i). 
For purposes of determining ownership 
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of an interest in an organization, the 
rules of §§ 1.414(c)–3 and 1.414(c)–4 apply. 
The determination of whether a grant 
is based on legitimate business criteria 
is based on the facts and cir-
cumstances, focusing primarily on 
whether there is a sufficient nexus be-
tween the service provider and the 
issuer of the stock right so that the 
grant serves a legitimate non-tax busi-
ness purpose other than simply pro-
viding compensation to the service pro-
vider that is excluded from the require-
ments of section 409A. For example, 
stock of a corporation that owns an in-
terest in a joint venture involving an 
operating business, used with respect 
to stock rights granted to service pro-
viders of the joint venture who are 
former service providers of such cor-
poration, generally will constitute use 
of service recipient stock based upon 
legitimate business criteria, and there-
fore could constitute service recipient 
stock with respect to such service pro-
viders if the corporation owns at least 
20 percent of the joint venture and the 
other requirements of this paragraph 
(b)(5)(iii) are met. Similarly, the legiti-
mate business criteria requirement 
generally would be met if the corporate 
venturer issued such a right to an em-
ployee of the joint venture who it rea-
sonably expected would in the future 
become an employee of the corporate 
venturer. However, where a service pro-
vider has no real nexus with a cor-
porate venturer, such as generally hap-
pens when the corporate venturer is a 
passive investor in the service recipi-
ent joint venture, a stock right issued 
to that employee on the investor cor-
poration’s stock generally would not be 
based upon legitimate business cri-
teria. Similarly, where a corporation 
holds only a minority interest in an en-
tity that in turn holds a minority in-
terest in the entity for which the serv-
ice provider performs services, such 
that the corporation holds only an in-
substantial indirect interest in the en-
tity receiving the services, legitimate 
business criteria generally would not 
exist for issuing a stock right on the 
corporation’s stock to the service pro-
vider. 

(2) Investment vehicles. Notwith-
standing the provisions of paragraph 
(b)(5)(iii)(E)(1) of this section, except as 

to a service provider providing services 
directly to such corporation, for pur-
poses of this paragraph (b)(5), an eligi-
ble issuer of service recipient stock 
does not include any corporation whose 
primary purpose is to serve as an in-
vestment vehicle with respect to the 
corporation’s minority ownership in-
terests in entities other than the serv-
ice recipient. 

(3) Corporate structures established or 
transactions undertaken for purposes of 
avoiding coverage under section 409A. 
Notwithstanding the provisions of 
paragraph (b)(5)(iii)(E)(1) of this sec-
tion, an eligible issuer of service recipi-
ent stock does not include any corpora-
tion within a group of entities treated 
as a single service recipient if a pur-
pose of the establishment of the struc-
ture of the ownership, or a purpose of a 
significant transaction between or 
among two or more entities comprising 
a single service recipient, is to provide 
deferred compensation not subject to 
the application of section 409A. If an 
entity becomes a member of a group of 
corporations or other entities treated 
as a single service recipient, and the 
primary source of income or value of 
such entity arises from the provision of 
management services to other mem-
bers of the service recipient group, it is 
presumed that such structure was es-
tablished for purposes of avoiding the 
application of section 409A if any stock 
rights are issued with respect to such 
entity. 

(4) Substitutions and assumptions by 
reason of a corporate transaction. If the 
requirements of paragraph (b)(5)(v)(D) 
of this section are met such that the 
substitution of a new stock right pur-
suant to a corporate transaction for an 
outstanding stock right, or the as-
sumption of an outstanding stock right 
pursuant to a corporate transaction, 
would not be treated as the grant of a 
new stock right or a change in the 
form of payment for purposes of this 
section and §§ 1.409A–2 through 1.409A–6, 
the stock underlying the stock right 
that replaced the stock right that is 
substituted or assumed will be treated 
as service recipient stock for purposes 
of applying this paragraph (b)(5) to the 
replacement stock rights if such under-
lying stock otherwise satisfies the re-
quirements of paragraph (b)(5)(iii)(A) of 
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this section. For example, if by reason 
of a spinoff transaction (under which 
the stock of a subsidiary corporation is 
distributed to the stockholders of a dis-
tributing corporation), a stock option 
to purchase distributing corporation 
stock is replaced with a stock option to 
purchase distributing corporation 
stock and a stock option to purchase 
the spun off subsidiary corporation’s 
stock (each otherwise satisfying the re-
quirements of paragraph (b)(5)(iii)(A) of 
this section), and where such substi-
tution is not treated as a modification 
of the original stock option pursuant 
to paragraph (b)(5)(v)(D) of this sec-
tion, both the distributing corporation 
stock and the subsidiary corporation 
stock are treated as service recipient 
stock for purposes of applying this 
paragraph (b)(5) to the replacement 
stock options. 

(iv) Determination of the fair market 
value of service recipient stock—(A) Stock 
readily tradable on an established securi-
ties market. For purposes of paragraph 
(b)(5)(i) of this section, in the case of 
service recipient stock that is readily 
tradable on an established securities 
market, the fair market value of the 
stock may be determined based upon 
the last sale before or the first sale 
after the grant, the closing price on the 
trading day before or the trading day 
of the grant, the arithmetic mean of 
the high and low prices on the trading 
day before or the trading day of the 
grant, or any other reasonable method 
using actual transactions in such stock 
as reported by such market. The deter-
mination of fair market value also may 
be determined using an average selling 
price during a specified period that is 
within 30 days before or 30 days after 
the applicable valuation date, provided 
that the program under which the 
stock right is granted, including a pro-
gram with a single participant, must 
irrevocably specify the commitment to 
grant the stock right with an exercise 
price set using such an average selling 
price before the beginning of the speci-
fied period. For this purpose, the term 
average selling price refers to the arith-
metic mean of such selling prices on all 
trading days during the specified pe-
riod, or the average of such prices over 
the specified period weighted based on 
the volume of trading of such stock on 

each trading day during such specified 
period. To satisfy this requirement, the 
service recipient must designate the 
recipient of the stock right, the num-
ber and class of shares of stock that 
are subject to the stock right, and the 
method for determining the exercise 
price including the period over which 
the averaging will occur, before the be-
ginning of the specified averaging pe-
riod. Notwithstanding the forgoing pro-
visions of this paragraph (b)(5)(iv)(A), 
where applicable foreign law requires 
that a compensatory stock right be 
priced based upon a specific price aver-
aging method and period, a stock right 
granted in accordance with such appli-
cable foreign law will be treated as 
meeting the requirements of this para-
graph (b)(5)(iv)(A), provided that the 
averaging period does not exceed 30 
days. 

(B) Stock not readily tradable on an es-
tablished securities market—(1) In gen-
eral. For purposes of paragraph (b)(5)(i) 
of this section, in the case of service 
recipient stock that is not readily 
tradable on an established securities 
market, the fair market value of the 
stock as of a valuation date means a 
value determined by the reasonable ap-
plication of a reasonable valuation 
method. The determination whether a 
valuation method is reasonable, or 
whether an application of a valuation 
method is reasonable, is made based on 
the facts and circumstances as of the 
valuation date. Factors to be consid-
ered under a reasonable valuation 
method include, as applicable, the 
value of tangible and intangible assets 
of the corporation, the present value of 
anticipated future cash-flows of the 
corporation, the market value of stock 
or equity interests in similar corpora-
tions and other entities engaged in 
trades or businesses substantially simi-
lar to those engaged in by the corpora-
tion the stock of which is to be valued, 
the value of which can be readily deter-
mined through nondiscretionary, objec-
tive means (such as through trading 
prices on an established securities mar-
ket or an amount paid in an arm’s 
length private transaction), recent 
arm’s length transactions involving 
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the sale or transfer of such stock or eq-
uity interests, and other relevant fac-
tors such as control premiums or dis-
counts for lack of marketability and 
whether the valuation method is used 
for other purposes that have a material 
economic effect on the service recipi-
ent, its stockholders, or its creditors. 
The use of a valuation method is not 
reasonable if such valuation method 
does not take into consideration in ap-
plying its methodology all available in-
formation material to the value of the 
corporation. Similarly, the use of a 
value previously calculated under a 
valuation method is not reasonable as 
of a later date if such calculation fails 
to reflect information available after 
the date of the calculation that may 
materially affect the value of the cor-
poration (for example, the resolution of 
material litigation or the issuance of a 
patent) or the value was calculated 
with respect to a date that is more 
than 12 months earlier than the date 
for which the valuation is being used. 
The service recipient’s consistent use 
of a valuation method to determine the 
value of its stock or assets for other 
purposes, including for purposes unre-
lated to compensation of service pro-
viders, is also a factor supporting the 
reasonableness of such valuation meth-
od. 

(2) Presumption of reasonableness. For 
purposes of this paragraph (b)(5)(iv)(B), 
the use of any of the following methods 
of valuation is presumed to result in a 
reasonable valuation, provided that the 
Commissioner may rebut such a pre-
sumption upon a showing that either 
the valuation method or the applica-
tion of such method was grossly unrea-
sonable: 

(i) A valuation of a class of stock de-
termined by an independent appraisal 
that meets the requirements of section 
401(a)(28)(C) and the regulations as of a 
date that is no more than 12 months 
before the relevant transaction to 
which the valuation is applied (for ex-
ample, the date of grant of a stock op-
tion). 

(ii) A valuation based upon a formula 
that, if used as part of a nonlapse re-
striction (as defined in § 1.83–3(h)) with 
respect to the stock, would be consid-
ered to be the fair market value of the 
stock pursuant to § 1.83–5, provided that 

such stock is valued in the same man-
ner for purposes of any transfer of any 
shares of such class of stock (or any 
substantially similar class of stock) to 
the issuer or any person that owns 
stock possessing more than 10 percent 
of the total combined voting power of 
all classes of stock of the issuer (apply-
ing the stock attribution rules of 
§ 1.424–1(d)), other than an arm’s length 
transaction involving the sale of all or 
substantially all of the outstanding 
stock of the issuer, and such valuation 
method is used consistently for all 
such purposes, and provided further 
that this paragraph (b)(5)(iv)(B)(2)(ii) 
does not apply with respect to stock 
subject to a stock right payable in 
stock, where the stock acquired pursu-
ant to the exercise of the stock right is 
transferable other than through the op-
eration of a nonlapse restriction. 

(iii) A valuation, made reasonably 
and in good faith and evidenced by a 
written report that takes into account 
the relevant factors described in para-
graph (b)(5)(iv)(B)(1) of this section, of 
illiquid stock of a start-up corporation. 
For this purpose, illiquid stock of a 
start-up corporation means service re-
cipient stock of a corporation that has 
no material trade or business that it or 
any predecessor to it has conducted for 
a period of 10 years or more and has no 
class of equity securities that are trad-
ed on an established securities market 
(as defined in paragraph (k) of this sec-
tion), where such stock is not subject 
to any put, call, or other right or obli-
gation of the service recipient or other 
person to purchase such stock (other 
than a right of first refusal upon an 
offer to purchase by a third party that 
is unrelated to the service recipient or 
service provider and other than a right 
or obligation that constitutes a lapse 
restriction as defined in § 1.83–3(i)), and 
provided that this paragraph 
(b)(5)(iv)(B)(2)(iii) does not apply to the 
valuation of any stock if the service re-
cipient or service provider may reason-
ably anticipate, as of the time the 
valuation is applied, that the service 
recipient will undergo a change in con-
trol event as described in § 1.409A– 
3(i)(5)(v) or § 1.409A–3(i)(5)(vii) within 
the 90 days following the action to 
which the valuation is applied, or make 
a public offering of securities within 
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the 180 days following the action to 
which the valuation is applied. For 
purposes of this paragraph 
(b)(5)(iv)(B)(2)(iii), a valuation will not 
be treated as made reasonably and in 
good faith unless the valuation is per-
formed by a person or persons that the 
corporation reasonably determines is 
qualified to perform such a valuation 
based on the person’s or persons’’ sig-
nificant knowledge, experience, edu-
cation, or training. Generally, a person 
will be qualified to perform such a 
valuation if a reasonable individual, 
upon being apprised of such knowledge, 
experience, education, and training, 
would reasonably rely on the advice of 
such person with respect to valuation 
in deciding whether to accept an offer 
to purchase or sell the stock being val-
ued. For this purpose, significant expe-
rience generally means at least five 
years of relevant experience in business 
valuation or appraisal, financial ac-
counting, investment banking, private 
equity, secured lending, or other com-
parable experience in the line of busi-
ness or industry in which the service 
recipient operates. 

(3) Use of alternative methods. For pur-
poses of this paragraph (b)(5), a dif-
ferent valuation method may be used 
for each separate action for which a 
valuation is relevant, provided that a 
single valuation method is used for 
each separate action and, once used, 
may not retroactively be altered. For 
example, one valuation method may be 
used to establish the exercise price of a 
stock option, and a different valuation 
method may be used to determine the 
value at the date of the repurchase of 
stock pursuant to a put or call right. 
However, once an exercise price or 
amount to be paid has been estab-
lished, the exercise price or amount to 
be paid may not be changed through 
the retroactive use of another valu-
ation method. In addition, notwith-
standing the foregoing, where after the 
date of grant, but before the date of ex-
ercise or transfer, of the stock right, 
the service recipient stock to which 
the stock right relates becomes readily 
tradable on an established securities 
market, the service recipient must use 
the valuation method set forth in para-
graph (b)(5)(iv)(A) of this section for 
purposes of determining the payment 

at the date of exercise or the purchase 
of the stock, as applicable. 

(v) Modifications, extensions, substi-
tutions, and assumptions of stock rights— 
(A) Treatment of modified and extended 
stock rights. A modification of the 
terms of a stock right within the 
meaning of paragraph (b)(5)(v)(B) of 
this section is considered to be the 
grant of a new stock right. The new 
stock right may or may not constitute 
a deferral of compensation under para-
graph (b)(5)(i) of this section, deter-
mined at the date of grant of the new 
stock right. If there is an extension of 
a stock right (within the meaning of 
paragraph (b)(5)(v)(C) of this section), 
the stock right is treated as having had 
an additional deferral feature from the 
original date of grant of the stock 
right, and therefore will be treated as a 
plan providing for the deferral of com-
pensation from the original grant date 
for purposes of this paragraph (b). 

(B) Modification in general. Except as 
otherwise provided in paragraph 
(b)(5)(v) of this section, the term modi-
fication means any change in the terms 
of the stock right (or change in the 
terms of the plan pursuant to which 
the stock right was granted or in the 
terms of any other agreement gov-
erning the stock right) that may pro-
vide the holder of the stock right with 
a direct or indirect reduction in the ex-
ercise price of the stock right regard-
less of whether the holder in fact bene-
fits from the change in terms. A 
change in the terms of the stock right 
shortening the period during which the 
stock right is exercisable is not a modi-
fication. It is not a modification to add 
a feature providing the ability to ten-
der previously acquired stock for the 
stock purchasable under the stock 
right, or to withhold or have withheld 
shares of stock to facilitate the pay-
ment of the exercise price or the em-
ployment taxes or required with-
holding taxes resulting from the exer-
cise of the stock right. In addition, it is 
not a modification for the grantor to 
exercise discretion specifically re-
served under a stock right with respect 
to the transferability of the stock 
right. 

(C) Extensions—(1) In general. An ex-
tension of a stock right refers to the 
provision to the holder of an additional 
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period of time within which to exercise 
the stock right beyond the time origi-
nally prescribed under the terms of the 
stock right, the conversion or exchange 
of a stock right for a legally binding 
right to compensation in a future tax-
able year, or the addition of any fea-
ture for the deferral of compensation 
not permitted in paragraph 
(b)(5)(i)(A)(3) of this section (in the 
case of a stock option) or not per-
mitted in paragraph (b)(5)(i)(B)(3) of 
this section (in the case of a stock ap-
preciation right) to the terms of the 
stock right, other than at a time when 
the exercise price of the stock right 
equals or exceeds the fair market value 
of the service recipient stock that 
could be purchased (in the case of an 
option) or the fair market value of the 
service recipient stock used to deter-
mine the payment to the service pro-
vider (in the case of a stock apprecia-
tion right), and includes a renewal of 
such right that has such effect. It is 
not an extension if the exercise period 
of a stock right is extended to a date 
no later than the earlier of the latest 
date upon which the stock right could 
have expired by its original terms 
under any circumstances or the 10th 
anniversary of the original date of 
grant of the stock right. If the exercise 
period of a stock right is extended at a 
time when the exercise price of the 
stock right equals or exceeds the fair 
market value of the service recipient 
stock that could be purchased (in the 
case of an option) or the fair market 
value of the service recipient stock 
used to determine the payment to the 
service provider (in the case of a stock 
appreciation right), it is not an exten-
sion of the original stock right. In-
stead, in such a case, the original stock 
right is treated as modified rather than 
extended and a new stock right is 
treated as having been granted for pur-
poses of this section. In addition, it is 
not an extension of a stock right if the 
expiration of the stock right is tolled 
while the holder cannot exercise the 
stock right because such an exercise 
would violate an applicable Federal, 
state, local, or foreign law, or would 
jeopardize the ability of the service re-
cipient to continue as a going concern, 
provided that the period during which 
the stock right may be exercised is not 

extended more than 30 days after the 
exercise of the stock right first would 
no longer violate an applicable Fed-
eral, state, local, and foreign laws or 
would first no longer jeopardize the 
ability of the service recipient to con-
tinue as a going concern. For this pur-
pose, a provision of foreign law shall be 
considered applicable only to foreign 
earned income (as defined under sec-
tion 911(b)(1) without regard to section 
911(b)(1)(B)(iv) and without regard to 
the requirement that the income be at-
tributable to services performed during 
the period described in section 
911(d)(1)(A) or (B)) from sources within 
the foreign country that promulgated 
such law. 

(2) Certain extensions before April 10, 
2007. An extension of a stock right be-
fore April 10, 2007 solely in order to 
provide the holder of such stock right 
an additional period of time beyond the 
time originally prescribed under the 
terms of such stock right within which 
to exercise the stock right is dis-
regarded for purposes of applying the 
rules contained in paragraph 
(b)(5)(v)(C)(1) of this section. For pur-
poses of applying the rules contained in 
paragraph (b)(5)(v)(C)(1) of this section 
on and after April 10, 2007, such a stock 
right is treated as having specified at 
the date of grant the time within 
which to exercise such stock right that 
was prescribed under the terms of such 
stock right in effect on April 10, 2007. 
Nothing in this paragraph 
(b)(5)(v)(C)(2) affects any other action 
treated as the extension of a stock 
right, including the addition of a defer-
ral feature. 

(3) Examples. The following examples 
illustrate the provisions of this para-
graph (b)(5)(v)(C). In the examples, 
each employee is an individual em-
ployed by the specified employer, and 
each employee and each employer has 
a calendar year taxable year. 

Example 1. On July 1, 2009, Employer Z 
grants Employee A a nonstatutory stock op-
tion that does not provide for the deferral of 
compensation in accordance with paragraph 
(b)(5)(i)(A) of this section. The terms of the 
nonstatutory stock option provide that the 
exercise period of the stock option expires on 
the earlier of July 1, 2019, or 3 months after 
Employee A’s separation from service. On 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00643 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



632 

26 CFR Ch. I (4–1–15 Edition) § 1.409A–1 

July 1, 2011, Employee A separates from serv-
ice. On the same day, Employee A and Em-
ployer Z change the exercise period of the 
option so that it expires on July 1, 2013. Be-
cause the exercise period of the stock right 
is not extended beyond July 1, 2019, the 
change is not an extension for purposes of 
this paragraph (b)(5)(v)(C). 

Example 2. The facts are the same as in Ex-
ample 1 except that Employee A separates 
from service on July 1, 2018, and on the same 
day, Employee A and Employer Z change the 
exercise period of the option so that it ex-
pires on July 1, 2020. As of July 1, 2018, the 
fair market value of the underlying stock ex-
ceeds the exercise price. Because the exercise 
period of the stock right is extended beyond 
July 1, 2019, the change is an extension for 
purposes of this paragraph (b)(5)(v)(C). 

Example 3. The facts are the same as in Ex-
ample 2 except that as of July 1, 2018, the fair 
market value of the underlying stock is less 
than the exercise price of the option. Be-
cause the exercise period of the stock right 
is extended at a time when the fair market 
value of the underlying stock is less than the 
exercise price, the change is not an extension 
for purposes of this paragraph (b)(5)(v)(C) and 
the change is treated as a modification of 
the option, resulting in the extension of the 
exercise period being treated as the grant of 
a new option on July 1, 2018. 

Example 4. On July 1, 2009, Employer Y 
grants to Employee B a stock appreciation 
right with respect to 200 shares of Employer 
Y common stock that does not provide for 
the deferral of compensation in accordance 
with paragraph (b)(5)(i)(B) of this section. 
Upon exercise of the stock appreciation 
right, Employee B is entitled to receive the 
excess of the fair market value of a share of 
Employer Y common stock on the date of ex-
ercise over $100 (the fair market value of a 
share of Employer Y common stock on July 
1, 2009), multiplied by the number of shares 
with respect to which Employee B is exer-
cising the right. The exercise period of the 
right expires on the earlier of July 1, 2019, or 
3 months after Employee B separates from 
service. Employee B cannot exercise the 
stock appreciation right with respect to 
more than 100 shares unless Employee B con-
tinues to be employed by Employer Y 
through June 30, 2014. On July 1, 2011, when 
the fair market value of a share of Employer 
Y common stock is $200, Employee B and 
Employer Y amend the stock appreciation 
right to provide that the right will be exer-
cisable only during calendar year 2018, ex-
cept that before January 1, 2017, Employee B 
may elect to designate calendar year 2023 or 
any subsequent calendar year before 2033 as 
the year in which the right will be exer-
cisable. The amendment constitutes an ex-
tension of the stock appreciation right under 
paragraph (b)(5)(v)(C)(1) of this section. 
Under paragraph (b)(5)(v)(A) of this section, 

the stock appreciation right is treated as 
having had an additional deferral feature 
from the original date of grant (July 1, 2009) 
of the right, and therefore is treated as a 
plan providing for the deferral of compensa-
tion from that date. During the period from 
July 1, 2009, through June 30, 2011, the provi-
sions of the stock appreciation right relating 
to the time and form of payment did not sat-
isfy the requirements of § 1.409A–3(a). There-
fore, the stock appreciation right provides 
for a deferral of compensation that does not 
comply with section 409A. 

(D) Substitutions and assumptions of 
stock rights by reason of a corporate 
transaction. If the requirements of 
§ 1.424–1 (without regard to the require-
ment described in § 1.424–1(a)(2) that an 
eligible corporation be the employer of 
the optionee) would be met if the stock 
right were a statutory option, the sub-
stitution of a new stock right pursuant 
to a corporate transaction (as defined 
in § 1.424–1(a)(3)) for an outstanding 
stock right or the assumption of an 
outstanding stock right pursuant to a 
corporate transaction will not be treat-
ed as the grant of a new stock right or 
a change in the form of payment for 
purposes of this section and §§ 1.409A–2 
through 1.409A–6. For purposes of the 
preceding sentence, the requirement of 
§ 1.424–1(a)(5)(iii) will be deemed to be 
satisfied if the ratio of the exercise 
price to the fair market value of the 
shares subject to the stock right imme-
diately after the substitution or as-
sumption is not greater than the ratio 
of the exercise price to the fair market 
value of the shares subject to the stock 
right immediately before the substi-
tution or assumption. In the case of a 
transaction described in section 355 in 
which the stock of the distributing cor-
poration and the stock distributed in 
the transaction are both readily 
tradable on an established securities 
market immediately after the trans-
action, for purposes of this paragraph 
(b)(5)(v), the requirements of § 1.424– 
1(a)(5) related to the fair market value 
of the stock may be satisfied by— 

(1) Using the last sale before or the 
first sale after the specified date as of 
which such valuation is being made, 
the closing price on the last trading 
day before or the trading day of a spec-
ified date, the arithmetic mean of the 
high and low prices on the last trading 
day before or the trading day of such 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00644 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



633 

Internal Revenue Service, Treasury § 1.409A–1 

specified date, or any other reasonable 
method using actual transactions in 
such stock as reported by such market 
on a specified date, for the stock of the 
distributing corporation and the stock 
distributed in the transaction, provided 
the specified date is designated before 
such specified date, and such specified 
date is not more than 60 days after the 
transaction; 

(2) Using the arithmetic mean of such 
market prices on trading days during a 
specified period designated before the 
beginning of such specified period, 
where such specified period is not 
longer than 30 days and ends no later 
than 60 days after the transaction; or 

(3) Using an average of such prices 
during such prespecified period weight-
ed based on the volume of trading of 
such stock on each trading day during 
such prespecified period. 

(E) Acceleration of date when exer-
cisable. Although with respect to a 
stock right not immediately exer-
cisable in full, a change in the terms of 
the right solely to accelerate or delay, 
within the original term of the stock 
right, the time at which the stock 
right (or any portion of such stock 
right) may be exercised is not a modi-
fication for purposes of this section, 
with respect to a stock right subject to 
section 409A, such an acceleration may 
constitute an impermissible accelera-
tion of a payment date under § 1.409A– 
3(j) or a subsequent deferral under 
§ 1.409A–2(b). 

(F) Discretionary added benefits. If a 
change to a stock right provides, either 
by its terms or in substance, that the 
holder may receive an additional ben-
efit under the stock right at the future 
discretion of the grantor, and the addi-
tion of such benefit would constitute a 
modification or extension, then the ad-
dition of such discretion is a modifica-
tion or extension at the time that the 
stock right is changed to provide such 
discretion. 

(G) Change in underlying stock increas-
ing value. A change in the terms of the 
stock subject to a stock right that in-
creases the value of the stock is a 
modification of such stock right, ex-
cept to the extent that a new stock 
right is substituted for such stock 
right by reason of the change in the 

terms of the stock in accordance with 
paragraph (b)(5)(v)(D) of this section. 

(H) Change in the number of shares 
purchasable. If a stock right is amended 
solely to increase the number of shares 
subject to the stock right, the increase 
is not considered a modification of the 
stock right but is treated as the grant 
of a new additional stock right to 
which the additional shares are sub-
ject. Notwithstanding the previous sen-
tence, if the exercise price and number 
of shares subject to a stock right are 
proportionally adjusted to reflect a 
stock split (including a reverse stock 
split) or stock dividend, and the only 
effect of the stock split or stock divi-
dend is to increase (or decrease) on a 
pro rata basis the number of shares 
owned by each shareholder of the class 
of stock subject to the stock right, 
then there is no modification of the 
stock right if it is proportionally ad-
justed to reflect the stock split or 
stock dividend and the aggregate exer-
cise price of the stock right is not less 
than the aggregate exercise price be-
fore the stock split or stock dividend. 

(I) Rescission of changes. A change to 
the terms of a stock right (or change in 
the terms of the plan pursuant to 
which the stock right was granted or in 
the terms of any other agreement gov-
erning the right) is not considered a 
modification or extension of the stock 
right to the extent the change in the 
terms of the stock right is rescinded by 
the earlier of the date the stock right 
is exercised or the last day of the serv-
ice provider’s taxable year during 
which such change occurred. Thus, for 
example, if the terms of a stock right 
granted to an individual employee with 
a calendar year taxable year are 
changed on March 1 in a manner that 
would result in an extension of the 
stock right, and the change is re-
scinded on November 1 of the same 
year, and the stock right is not exer-
cised before the change is rescinded, 
the stock right is not considered ex-
tended under this paragraph (b)(5)(v). 

(J) Successive modifications and exten-
sions. The rules of this paragraph 
(b)(5)(v) apply as well to successive 
modifications and extensions. 

(K) Modifications and extensions in ef-
fect on October 23, 2004. For purposes of 
the application of section 409A and 
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these regulations to a stock right, if a 
legally binding right to a modification 
or extension of such stock right existed 
on October 23, 2004, such modification 
or extension is disregarded, and the 
stock right is treated as if granted 
with the terms and conditions in effect 
on October 23, 2004. 

(vi) Meaning and use of certain terms— 
(A) Option. The term option means the 
right or privilege of an individual to 
purchase stock from a corporation by 
virtue of an offer of the corporation 
continuing for a stated period of time, 
whether or not irrevocable, to sell such 
stock at a price determined under para-
graph (b)(5)(vi)(D) of this section, such 
individual being under no obligation to 
purchase. While no particular form of 
words is necessary, the option must ex-
press an offer to sell at the option 
price, the maximum number of shares 
purchasable under the option, and the 
period of time during which the offer 
remains open. The term option includes 
a warrant that meets the requirements 
of this paragraph (b)(5)(vi)(A). An op-
tion may be granted as part of or in 
conjunction with an employee stock 
purchase plan or subscription contract. 
An option must be in writing (in paper 
or electronic form) provided that such 
writing is adequate to establish an op-
tion right or privilege that is enforce-
able under applicable law. 

(B) Date of grant of option. (1) The lan-
guage the date of grant of the option, 
and similar phrases, refer to the date 
when the granting corporation com-
pletes the corporate action necessary 
to create the legally binding right con-
stituting the option. A corporate ac-
tion creating the legally binding right 
constituting the option is not consid-
ered complete until the date on which 
the maximum number of shares that 
can be purchased under the option and 
the minimum exercise price are fixed 
or determinable, and the class of un-
derlying stock and the identity of the 
service provider is designated. Ordi-
narily, if the corporate action provides 
for an immediate offer of stock for sale 
to a service provider, or provides for a 
particular date on which such offer is 
to be made, the date of the granting of 
the option is the date of such corporate 
action if the offer is to be made imme-
diately, or the date provided as the 

date of the offer, as the case may be. 
However, an unreasonable delay in the 
giving of notice of such offer to the 
service provider will be taken into ac-
count as indicating that the corpora-
tion provided that the offer was to be 
made at the subsequent date on which 
such notice is given. 

(2) If the corporation imposes a con-
dition on the granting of an option (as 
distinguished from a condition gov-
erning the exercise of the option), such 
condition generally will be given effect 
in accordance with the intent of the 
corporation. However, if the grant of 
an option is subject to approval by 
stockholders, the date of grant of the 
option will be determined as if the op-
tion had not been subject to such ap-
proval. A condition that does not re-
quire corporate action, such as the ap-
proval of, or registration with, some 
regulatory or government agency, for 
example, a stock exchange or the Secu-
rities and Exchange Commission, is or-
dinarily considered a condition upon 
the exercise of the option unless the 
corporate action clearly indicates that 
the option is not to be granted until 
such condition has been satisfied. 

(3) In general, a condition imposed 
upon the exercise of an option will not 
operate to make ineffective the grant-
ing of the option. For example, on June 
1, 2008, Corporation A grants to X, an 
employee, an option to purchase 5,000 
shares of the corporation’s common 
stock, exercisable by X on or after 
June 1, 2009, provided X is employed by 
the corporation on June 1, 2009, and 
provided that A’s profits during the fis-
cal year preceding the year of exercise 
exceed $200,000. Such an option is 
granted to X on June 1, 2008, and will 
be treated as outstanding as of such 
date. 

(C) Stock. The term stock means cap-
ital stock of any class, including vot-
ing or nonvoting common or preferred 
stock. Except as otherwise provided, 
the term stock includes both treasury 
stock and stock of original issue. Spe-
cial classes of stock authorized to be 
issued to and held by employees are 
within the scope of the term stock for 
this purpose, provided such stock oth-
erwise possesses the rights and charac-
teristics of capital stock. 
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(D) Exercise price. The term exercise 
price means the consideration in cash 
or property that, pursuant to the terms 
of the option, is the price at which the 
stock subject to the option is pur-
chased. The term exercise price does not 
include any amounts paid as interest 
under a deferred payment plan or 
treated as interest. 

(E) Exercise. The term exercise, when 
used in reference to an option, means 
the act of acceptance by the holder of 
the option of the offer to sell contained 
in the option. In general, the time of 
exercise is the time when there is a 
sale or a contract to sell between the 
corporation and the individual. A 
promise to pay the exercise price does 
not constitute an exercise of the option 
unless the holder of the option is sub-
ject to personal liability on such prom-
ise. An agreement or undertaking by 
the service provider to make payments 
under a stock purchase plan does not 
constitute the exercise of an option to 
the extent the payments made remain 
subject to withdrawal by or refund to 
the service provider. 

(F) Transfer. The term transfer, when 
used in reference to the transfer to an 
individual of a share of stock pursuant 
to the exercise of an option, means the 
transfer of ownership of such share, or 
the transfer of substantially all the 
rights of ownership. Such transfer 
must, within a reasonable time, be evi-
denced on the books of the corporation. 
A transfer may occur even if a share of 
stock is subject to a substantial risk of 
forfeiture or is not otherwise transfer-
able immediately after the date of ex-
ercise. A transfer does not fail to occur 
merely because, under the terms of the 
arrangement, the individual may not 
dispose of the share for a specified pe-
riod of time, or the share is subject to 
a right of first refusal or a right to ac-
quire the share at the share’s fair mar-
ket value at the time of the sale. 

(G) Readily tradable. For purposes of 
this section and §§ 1.409A–2 through 
1.409A–6, stock is treated as readily 
tradable if it is regularly quoted by 
brokers or dealers making a market in 
such stock. 

(H) Application to stock appreciation 
rights. For purposes of this section and 
§§ 1.409A–2 through 1.409A–6, the defini-
tions provided in paragraphs 

(b)(5)(vi)(A) through (G) of this section 
may be applied by analogy to the 
issuance of, exercise of, or payment 
upon the exercise of, a stock apprecia-
tion right. 

(6) Restricted property, section 402(b) 
trusts, and section 403(c) annuities—(i) In 
general. If a service provider receives 
property from, or pursuant to, a plan 
maintained by a service recipient, 
there is no deferral of compensation 
merely because the value of the prop-
erty is not includible in income by rea-
son of the property being substantially 
nonvested (as defined in § 1.83–3(b)), or 
is includible in income solely due to a 
valid election under section 83(b). For 
purposes of this paragraph (b)(6)(i), a 
transfer of property includes the trans-
fer of a beneficial interest in a trust or 
annuity plan, or a transfer to or from a 
trust or under an annuity plan, to the 
extent such a transfer is subject to sec-
tion 83, section 402(b) or section 403(c). 
In addition, for purposes of this para-
graph (b), a right to compensation in-
come that will be required to be in-
cluded in income under section 
402(b)(4)(A) is not a deferral of com-
pensation. 

(ii) Promises to transfer property. A 
plan under which a service provider ob-
tains a legally binding right to receive 
property in a future taxable year where 
the property will be substantially vest-
ed (as defined in § 1.83–3(b)) at the time 
of transfer of the property may provide 
for the deferral of compensation and, 
accordingly, may constitute a non-
qualified deferred compensation plan. 
A legally binding right to receive prop-
erty in a future taxable year where the 
property will be substantially non-
vested (as defined in § 1.83–3(b)) at the 
time of transfer of the property will 
not provide for the deferral of com-
pensation and, accordingly, will not 
constitute a nonqualified deferred com-
pensation plan unless offered in con-
junction with another legally binding 
right that constitutes a deferral of 
compensation. 

(7) Arrangements between partnerships 
and partners. [Reserved] 

(8) Certain foreign plans—(i) Plans with 
respect to compensation covered by treaty 
or other international agreement. A plan 
in which a service provider participates 
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does not provide for a deferral of com-
pensation for purposes of this para-
graph (b) to the extent that the com-
pensation under the plan would have 
been excluded from gross income for 
Federal income tax purposes under the 
provisions of any bilateral income tax 
convention or other bilateral or multi-
lateral agreement to which the United 
States is a party if the compensation 
had been paid to the service provider at 
the time that the legally binding right 
to the compensation first arose or, if 
later, the time that the legally binding 
right was no longer subject to a sub-
stantial risk of forfeiture. 

(ii) Plans with respect to certain other 
compensation. A plan in which a service 
provider participates does not provide 
for a deferral of compensation for pur-
poses of this paragraph (b) to the ex-
tent that compensation under the plan 
would not have been includible in gross 
income for Federal tax purposes if it 
had been paid to the service provider at 
the time that the legally binding right 
to the compensation first arose or, if 
later, the time that the legally binding 
right was no longer subject to a sub-
stantial risk of forfeiture, due to one of 
the following: 

(A) The service provider was a non-
resident alien at such time and the 
compensation would not have been in-
cludible in gross income under section 
872. 

(B) The service provider was a quali-
fied individual (as defined in section 
911(d)(1)) at such time, the compensa-
tion would have been foreign earned in-
come within the meaning of section 
911(b)(1) (without regard to section 
911(b)(1)(B)(iv)) if paid at such time, 
and the amount of such compensation 
was equal to or less than the excess (if 
any) of the maximum exclusion 
amount under section 911(b)(2)(D) for 
such taxable year over the amount of 
foreign earned income actually ex-
cluded from gross income by such 
qualified individual for such taxable 
year under section 911(a)(1). 

(C) The compensation would have 
been excludible from gross income 
under section 893. 

(D) The compensation would have 
been excludible from gross income 
under section 931 or section 933. 

(iii) Tax equalization agreements. A tax 
equalization agreement does not pro-
vide for a deferral of compensation if 
payments made under such tax equali-
zation agreement are made no later 
than the end of the second taxable year 
of the service provider beginning after 
the taxable year of the service provider 
in which the service provider’s U.S. 
Federal income tax return is required 
to be filed (including any extensions) 
for the year to which the compensation 
subject to the tax equalization pay-
ment relates, or, if later, the second 
taxable year of the service provider be-
ginning after the latest such taxable 
year in which the service provider’s 
foreign tax return or payment is re-
quired to be filed or made for the year 
to which the compensation subject to 
the tax equalization payment relates. 
Where such payments arise due to an 
audit, litigation or similar proceeding, 
the right to the payments will not be 
treated as resulting in a deferral of 
compensation if the payments are 
scheduled and made in accordance with 
the provisions of § 1.409A–3(i)(1)(v) (tim-
ing of tax gross-up payments). For pur-
poses of this paragraph (b)(8)(iii), the 
term tax equalization agreement refers 
to an agreement, method, program, or 
other arrangement that provides pay-
ments intended to compensate the 
service provider for some or all of the 
excess of the taxes actually imposed by 
a foreign jurisdiction on the compensa-
tion paid by the service recipient to 
the service provider over the taxes that 
would be imposed if the compensation 
were subject solely to United States 
Federal, state, and local income tax, or 
some or all of the excess of the United 
States Federal, state, and local income 
tax actually imposed on the compensa-
tion paid by the service to the service 
provider over the taxes that would be 
imposed if the compensation were sub-
ject solely to taxes in the foreign juris-
diction, provided that the payment 
made under such agreement, method, 
program, or other arrangement may 
not exceed such excess and the amount 
necessary to compensate for the addi-
tional taxes on the amount paid under 
the agreement, method, program, or 
other arrangement. 
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(iv) Certain limited deferrals of a non-
resident alien. With respect to a non-
resident alien, a foreign plan does not 
provide for a deferral of compensation 
if the amounts deferred under the for-
eign plan based upon services per-
formed by the nonresident alien in the 
United States (including amounts de-
ferred based upon service credits or 
compensation received due to services 
performed in the United States) do not 
exceed the applicable dollar amount 
under section 402(g)(1)(B) for the tax-
able year. If the amounts deferred 
under the foreign plan based upon the 
services performed by the nonresident 
alien in the United States exceed the 
applicable dollar amount, an amount of 
such deferrals equal to such amount is 
treated as not deferred under a non-
qualified deferred compensation plan. 
For purposes of this paragraph 
(b)(8)(iv), the term foreign plan means a 
plan that, together with all substan-
tially similar plans, is maintained by a 
service recipient for a substantial num-
ber of participants, substantially all of 
whom are nonresident aliens or resi-
dent aliens classified as resident aliens 
solely under section 7701(b)(1)(A)(ii) 
(and not section 7701(b)(1)(A)(i)). 

(v) Additional foreign plans. A plan in 
which a service provider participates 
does not provide for a deferral of com-
pensation for purposes of this para-
graph (b) to the extent designated by 
the Commissioner in revenue proce-
dures, notices, or other guidance pub-
lished in the Internal Revenue Bulletin 
(see § 601.601(d)(2) of this chapter). 

(vi) Earnings. Earnings on compensa-
tion excluded from the definition of de-
ferral of compensation pursuant to this 
paragraph (b)(8) are also not treated as 
a deferral of compensation. 

(9) Separation pay plans—(i) In gen-
eral. A plan that otherwise provides for 
a deferral of compensation under this 
paragraph (b) does not fail to provide a 
deferral of compensation merely be-
cause the right to payment of the com-
pensation is conditioned upon a separa-
tion from service. However, paragraphs 
(b)(9)(ii), (iii), (iv), and (v) of this sec-
tion provide rules concerning the ex-
tent to which certain separation pay 
plans do not provide for the deferral of 
compensation. The exceptions con-
tained in paragraphs (b)(9)(ii), (iii), (iv), 

and (v) of this section may be used in 
combination, such that compensation 
under a plan that would be excepted 
under one of those paragraphs may be 
treated as excepted under another of 
those paragraphs, so that other com-
pensation under a plan may be treated 
as excepted under the first of such 
paragraphs. Notwithstanding any other 
provision of this paragraph (b)(9), any 
payment or benefit, or entitlement to a 
payment or benefit, that acts as a sub-
stitute for, or replacement of, amounts 
deferred by the service recipient under 
a separate nonqualified deferred com-
pensation plan constitutes a payment 
or a deferral of compensation under the 
separate nonqualified deferred com-
pensation plan, and does not constitute 
a payment or deferral of compensation 
under a separation pay plan. If a serv-
ice provider receives a payment at sep-
aration from service and also has a le-
gally binding right to an amount of de-
ferred compensation that would be for-
feited upon the separation from serv-
ice, whether the payment acts as an ac-
celeration of vesting and substitute 
payment for the amount of deferred 
compensation forfeited, or whether the 
deferred compensation is treated as 
forfeited and the amount paid is treat-
ed as a separate payment of current 
compensation, is determined based on 
the facts and circumstances, provided 
that, where the separation from service 
is voluntary, it is presumed that the 
payment results from an acceleration 
of vesting followed by a payment of the 
deferred compensation that is subject 
to section 409A. Accordingly, any 
change in the payment schedule to ac-
celerate or defer the payments would 
be subject to the rules of section 409A. 
The presumption that a right to a pay-
ment is not a new right, but is instead 
a right substituted for a pre-existing 
forfeited right, may be rebutted by 
demonstrating that the service pro-
vider would have obtained the right to 
the payment regardless of the for-
feiture of the nonvested right. A factor 
indicating that the service provider 
would have obtained a right to a pay-
ment regardless of the forfeiture of the 
nonvested right is that the amount to 
which the service provider obtains a 
right is materially less than an amount 
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equal to the present value of the for-
feited amount multiplied by a fraction, 
the numerator of which is the period of 
service the service provider actually 
completed, and the denominator of 
which is the full period of service the 
service provider would have been re-
quired to complete to receive the full 
amount of the payment. For example, 
where a service provider is entitled to 
a future payment only if the service 
provider completes three years of serv-
ice and at the time of termination the 
service provider has completed one 
year of service, the presumption could 
be rebutted if the payment to the serv-
ice provider is materially less than the 
present value of one-third of the non-
vested amount. Another such factor is 
that the payment to the service pro-
vider is of a type customarily made to 
service providers who separate from 
service with the service recipient and 
do not forfeit nonvested rights to de-
ferred compensation (for example, a 
payment of accrued but unused leave 
or a payment for a release of actual or 
potential claims). 

(ii) Collectively bargained separation 
pay plans. A separation pay plan does 
not provide for a deferral of compensa-
tion to the extent the plan is a collec-
tively bargained separation pay plan 
that provides for separation pay only 
upon an involuntary separation from 
service or pursuant to a window pro-
gram. Only the portion of the separa-
tion pay plan attributable to employ-
ees covered by a bona fide collective 
bargaining agreement is considered to 
be provided under a collectively bar-
gained separation pay plan. A collec-
tively bargained separation pay plan is 
a separation pay plan that meets the 
following conditions: 

(A) The separation pay plan is con-
tained within an agreement that the 
Secretary of Labor determines to be a 
collective bargaining agreement. 

(B) The separation pay provided by 
the collective bargaining agreement 
was the subject of arm’s length nego-
tiations between employee representa-
tives and one or more employers, and 
the agreement between employee rep-
resentatives and one or more employ-
ers satisfies section 7701(a)(46). 

(C) The circumstances surrounding 
the agreement evidence good faith bar-

gaining between adverse parties over 
the separation pay to be provided 
under the agreement. 

(iii) Separation pay due to involuntary 
separation from service or participation in 
a window program. A separation pay 
plan that is not described in paragraph 
(b)(9)(ii) of this section and that pro-
vides for separation pay only upon an 
involuntary separation from service (as 
defined in paragraph (n) of this section) 
or pursuant to a window program does 
not provide for a deferral of compensa-
tion to the extent that the separation 
pay, or portion of the separation pay, 
provided under the plan meets the fol-
lowing requirements: 

(A) The separation pay (other than 
amounts described in paragraphs 
(b)(9)(iv) and (v) of this section) does 
not exceed two times the lesser of— 

(1) The sum of the service provider’s 
annualized compensation based upon 
the annual rate of pay for services pro-
vided to the service recipient for the 
taxable year of the service provider 
preceding the taxable year of the serv-
ice provider in which the service pro-
vider has a separation from service 
with such service recipient (adjusted 
for any increase during that year that 
was expected to continue indefinitely if 
the service provider had not separated 
from service); or 

(2) The maximum amount that may 
be taken into account under a qualified 
plan pursuant to section 401(a)(17) for 
the year in which the service provider 
has a separation from service. 

(B) The plan provides that the sepa-
ration pay described in paragraph 
(b)(9)(iii)(A) of this section must be 
paid no later than the last day of the 
second taxable year of the service pro-
vider following the taxable year of the 
service provider in which occurs the 
separation from service. 

(iv) Foreign separation pay plans. A 
separation pay plan (including a plan 
providing payments upon a voluntary 
separation from service) does not pro-
vide for deferred compensation to the 
extent the plan provides for amounts of 
separation pay required to be provided 
under the applicable law of a foreign 
jurisdiction. For this purpose, a provi-
sion of foreign law shall be considered 
applicable only to foreign earned in-
come (as defined under section 911(b)(1) 
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without regard to section 
911(b)(1)(B)(iv) and without regard to 
the requirement that the income be at-
tributable to services performed during 
the period described in section 
911(d)(1)(A) or (B)) from sources within 
the foreign country that promulgated 
such law. 

(v) Reimbursements and certain other 
separation payments—(A) In general. To 
the extent a separation pay plan (in-
cluding a plan providing payments 
upon a voluntary separation from serv-
ice) entitles a service provider to pay-
ment by the service recipient of reim-
bursements that are not otherwise ex-
cludible from gross income for ex-
penses that the service provider could 
otherwise deduct under section 162 or 
section 167 as business expenses in-
curred in connection with the perform-
ance of services (ignoring any applica-
ble limitation based on adjusted gross 
income), or of reasonable outplacement 
expenses and reasonable moving ex-
penses actually incurred by the service 
provider and directly related to the 
termination of services for the service 
recipient, such plan does not provide 
for a deferral of compensation to the 
extent such rights apply during a lim-
ited period of time (regardless of 
whether such rights extend beyond the 
limited period of time). For purposes of 
this paragraph (b)(9)(v)(A), the reim-
bursement of reasonable moving ex-
penses includes the reimbursement of 
all or part of any loss the service pro-
vider actually incurs due to the sale of 
a primary residence in connection with 
a separation from service. 

(B) Medical benefits. To the extent a 
separation pay plan (including a plan 
providing payments due to a voluntary 
separation from service) entitles a 
service provider to reimbursement by 
the service recipient of payments of 
medical expenses incurred and paid by 
the service provider but not reimbursed 
by a person other than the service re-
cipient and allowable as a deduction 
under section 213 (disregarding the re-
quirement of section 213(a) that the de-
duction is available only to the extent 
that such expenses exceed 7.5 percent 
of adjusted gross income), such plan 
does not provide for a deferral of com-
pensation to the extent such rights 
apply during the period of time during 

which the service provider would be en-
titled (or would, but for such plan, be 
entitled) to continuation coverage 
under a group health plan of the serv-
ice recipient under section 4980B 
(COBRA) if the service provider elected 
such coverage and paid the applicable 
premiums. 

(C) In-kind benefits and direct service 
recipient payments. A service provider’s 
entitlement to in-kind benefits from 
the service recipient, or a payment by 
the service recipient directly to the 
person providing the goods or services 
to the service provider, is treated as 
not providing for a deferral of com-
pensation for purposes of this para-
graph (b), if a right to reimbursement 
by the service recipient for a payment 
for such benefits, goods, or services by 
the service provider would not be treat-
ed as providing for a deferral of com-
pensation under this paragraph 
(b)(9)(v). 

(D) Limited payments. If not otherwise 
excluded, a taxpayer may treat a right 
or rights under a separation pay plan 
to a payment or payments as not pro-
viding for a deferral of compensation 
to the extent such payments in the ag-
gregate do not exceed the applicable 
dollar amount under section 
402(g)(1)(B) for the year of the separa-
tion from service. 

(E) Limited period of time. For pur-
poses of paragraphs (b)(9)(v)(A) and (C) 
of this section, a limited period of time 
in which expenses may be incurred, or 
in which in-kind benefits may be pro-
vided by the service recipient or a third 
party that the service recipient will 
pay, does not include periods beyond 
the last day of the second taxable year 
of the service provider following the 
taxable year of the service provider in 
which the separation from service oc-
curred, provided that the period during 
which the reimbursements for such ex-
penses must be paid may not extend be-
yond the third taxable year of the serv-
ice provider following the taxable year 
of the service provider in which the 
separation from service occurred. 

(vi) Window programs—definition. The 
term window program refers to a pro-
gram established by a service recipient 
in connection with an impending sepa-
ration from service to provide separa-
tion pay, where such program is made 
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available by the service recipient for a 
limited period of time (no longer than 
12 months) to service providers who 
separate from service during that pe-
riod or to service providers who sepa-
rate from service during that period 
under specified circumstances. A pro-
gram will not be considered a window 
program if a service recipient estab-
lishes a pattern of repeatedly providing 
for similar separation pay in similar 
situations for substantially consecu-
tive, limited periods of time. Whether 
the recurrence of these programs con-
stitutes a pattern is determined based 
on the facts and circumstances. Al-
though no one factor is determinative, 
relevant factors include whether the 
benefits are on account of a specific 
business event or condition, the degree 
to which the separation pay relates to 
the event or condition, and whether 
the event or condition is temporary or 
discrete or is a permanent aspect of the 
employer’s business. 

(10) Certain indemnification and liabil-
ity insurance plans. A plan in which a 
service provider participates does not 
provide for a deferral of compensation 
for purposes of this paragraph (b) to 
the extent that the plan provides (to 
the extent permissible under applicable 
law), for the indemnification of, or the 
purchase of an insurance policy pro-
viding for payments of, all or part of 
the expenses incurred or damages paid 
or payable by a service provider with 
respect to a bona fide claim against the 
service provider or service recipient, 
including amounts paid or payable by 
the service provider upon the settle-
ment of a bona fide claim against the 
service provider or service recipient, 
where such claim is based on actions or 
failures to act by the service provider 
in his or her capacity as a service pro-
vider of the service recipient. 

(11) Legal settlements. An agreement 
to which a service provider is a party 
does not provide for a deferral of com-
pensation for purposes of this para-
graph (b) to the extent that the agree-
ment provides for amounts paid as set-
tlements or awards resolving bona fide 
legal claims based on wrongful termi-
nation, employment discrimination, 
the Fair Labor Standards Act, or work-
er’s compensation statutes, including 
claims under applicable Federal, state, 

local, or foreign laws, or for reimburse-
ments or payments of reasonable attor-
neys fees or other reasonable expenses 
incurred by the service provider related 
to such bona fide legal claims, regard-
less of whether such settlements, 
awards, or reimbursement or payment 
of expenses pursuant to such claims are 
treated as compensation or wages for 
Federal tax purposes. Whether the exe-
cution of a waiver of any or all of such 
types of claims indicates that the 
amounts are paid as an award or settle-
ment of an actual bona fide claim for 
damages under applicable law is deter-
mined based on the facts and cir-
cumstances. This paragraph (b)(11) does 
not apply to any deferred amounts that 
did not arise as a result of an actual 
bona fide claim for damages under ap-
plicable law, such as amounts that 
would have been deferred or paid re-
gardless of the existence of such claim, 
even if such amounts are paid or modi-
fied as part of a settlement or award 
resolving an actual bona fide claim. 
For this purpose, a provision of foreign 
law shall be considered applicable only 
to foreign earned income (as defined 
under section 911(b)(1) without regard 
to section 911(b)(1)(B)(iv) and without 
regard to the requirement that the in-
come be attributable to services per-
formed during the period described in 
section 911(d)(1)(A) or (B)) from sources 
within the foreign country that pro-
mulgated such law. 

(12) Certain educational benefits. A 
plan in which a service provider par-
ticipates does not provide for a deferral 
of compensation to the extent the plan 
provides for taxable educational bene-
fits. For purposes of this paragraph 
(b)(12), the term educational benefits re-
fers solely to benefits provided to a 
service provider, consisting solely of 
educational assistance for the edu-
cation of the service provider, as de-
fined in section 127(c) and the accom-
panying regulations, and does not refer 
to any benefits provided for the edu-
cation of any other person, including 
any spouse, child, or other family 
member of the service provider. 

(c) Plan—(1) In general. The term plan 
includes any agreement, method, pro-
gram, or other arrangement, including 
an agreement, method, program, or 
other arrangement that applies to one 
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person or individual. A plan may be 
adopted unilaterally by the service re-
cipient or may be negotiated or agreed 
to by the service recipient and one or 
more service providers or service pro-
vider representatives. An agreement, 
method, program, or other arrange-
ment may constitute a plan regardless 
of whether it is an employee benefit 
plan under section 3(3) of ERISA, as 
amended (29 U.S.C. 1002(3)). The re-
quirements of section 409A are applied 
as if a separate plan or plans is main-
tained for each service provider. For 
purposes of determining the terms of a 
plan, general provisions of the plan 
that purport to nullify noncompliant 
plan terms, or to supply any specific 
plan terms required by this section, 
§ 1.409A–2 or § 1.409A–3, are disregarded. 

(2) Plan aggregation rules—(i) In gen-
eral. Except as otherwise provided, the 
following rules apply with respect to 
the application of this section and 
§§ 1.409A–2 through 1.409A–6 to deferrals 
of compensation with respect to a serv-
ice provider: 

(A) All deferrals of compensation at 
the election of that service provider 
under all plans of the service recipient 
that are account balance plans, except 
to the extent that the plan is described 
in paragraph (c)(2)(i)(D), (E), (F), (G), 
or (H) of this section, are treated as de-
ferred under a single plan. For purposes 
of this paragraph, the term account bal-
ance plan means— 

(1) An agreement, method, program, 
or other arrangement that is an ac-
count balance plan as defined in 
§ 31.3121(v)(2)–1(c)(1)(ii)(A) of this chap-
ter, including mandatorily bifurcating 
the agreement, method, program, or 
other arrangement in accordance with 
the rules provided in § 31.3121(v)– 
1(c)(1)(iii)(B) of this chapter; or 

(2) An agreement, method, program, 
or other arrangement that would be de-
scribed in paragraph (c)(2)(i)(A)(1) of 
this section if the service provider were 
an employee. 

(B) All deferrals of compensation 
other than at the election of that serv-
ice provider, including deferrals re-
flecting matching by the service recipi-
ent with respect to amounts a service 
provider elects to defer, under all plans 
of the service recipient that are ac-
count balance plans, except to the ex-

tent the plan is described in paragraph 
(c)(2)(i)(D), (E), (F), (G), or (H) of this 
section, are treated as deferred under a 
single plan. For purposes of this para-
graph (c)(2)(i)(B), the term ‘‘account 
balance plan’’ has the same meaning as 
provided in paragraph (c)(2)(i)(A) of 
this section. 

(C) All deferrals of compensation 
with respect to that service provider 
under all plans of the service recipient 
that are nonaccount balance plans, ex-
cept to the extent such plan is de-
scribed in paragraph (c)(2)(i)(D), (E), 
(F), (G), or (H) of this section, are 
treated as deferred under a single plan. 
For purposes of this paragraph 
(c)(2)(i)(C), the term nonaccount balance 
plan means— 

(1) An agreement, method, program, 
or other arrangement that is a non-
account balance plan as defined in 
§ 31.3121(v)(2)–1(c)(2)(i) of this chapter, 
including mandatorily bifurcating the 
agreement, method, program, or other 
arrangement in accordance with the 
rules provided in § 31.3121(v)– 
1(c)(1)(iii)(B) of this chapter; or 

(2) An agreement, method, program, 
or other arrangement that would be de-
scribed in paragraph (c)(2)(i)(C)(1) of 
this section if the service provider were 
an employee. 

(D) All deferrals of compensation 
with respect to that service provider 
under all separation pay plans (as de-
fined in paragraph (m) of this section) 
of the service recipient to the extent 
an amount deferred under the plans is 
not described in paragraph (c)(2)(i)(E) 
of this section and is payable solely 
upon an involuntary separation from 
service within the meaning of para-
graph (n) of this section or as a result 
of participation in a window program, 
are treated as deferred under a single 
plan. 

(E) All deferrals of compensation 
with respect to that service provider 
under all plans of the service recipient 
to the extent such amounts deferred 
consist of rights to in-kind benefits or 
reimbursements of expenses, such as 
membership fees, or expenses related 
to aircraft or vehicle usage, to the ex-
tent that the right to the in-kind ben-
efit or reimbursement, separately or in 
the aggregate, does not constitute a 
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substantial portion of either the over-
all compensation earned by the service 
provider for performing services for the 
service recipient or the overall com-
pensation received due to a separation 
from service, are treated as deferred 
under a single plan. 

(F) All deferrals of compensation 
with respect to that service provider 
under all plans of the service recipient 
to the extent that the taxation of such 
compensation is governed by § 1.61–22 or 
§ 1.7872–15 (split-dollar life insurance ar-
rangements), or the taxation of such 
compensation would be governed by 
§ 1.61–22 or § 1.7872–15 but for the oper-
ation of § 1.61–22(j) (effective date provi-
sions), are treated as deferred under a 
single plan. 

(G) All deferrals of compensation 
with respect to that service provider 
under all agreements, methods, pro-
grams, or other arrangements of the 
service recipient to the extent the de-
ferrals under the agreements, methods, 
programs, or other arrangements are 
deferrals of amounts that would be 
treated as modified foreign earned in-
come (meaning foreign earned income 
as defined under section 911(b)(1) with-
out regard to section 911(b)(1)(B)(iv) 
and without regard to the requirement 
that the income be attributable to 
services performed during the period 
described in section 911(d)(1)(A) or (B)) 
if paid to the service provider at the 
time the amount is first deferred, and 
provided further that substantially all 
the participants in such agreements, 
methods, programs, or other arrange-
ments and any substantially similar 
agreements, methods, programs, or 
other arrangements are nonresident 
aliens and that the service provider 
does not participate in a substantially 
identical agreement, method, program, 
or other arrangement that does not 
meet the requirements of this para-
graph (c)(2)(i)(G) (a domestic arrange-
ment), are treated as deferred under a 
single plan. 

(H) All deferrals of compensation 
with respect to that service provider 
under all plans of the service recipient 
to the extent such plans are stock 
rights (as defined in paragraph (l) of 
this section) subject to section 409A, 
are treated as deferred under a single 
plan. 

(I) All deferrals of compensation with 
respect to that service provider under 
all plans of the service recipient to the 
extent such plans are not described in 
paragraph (c)(2)(i)(A), (B), (C), (D), (E), 
(F), (G), or (H) of this section are treat-
ed as deferred under a single plan. 

(ii) Dual status. Agreements, meth-
ods, programs, and other arrangements 
in which a service provider participates 
are not aggregated with other agree-
ments, methods, programs, and other 
arrangements to the extent the service 
provider participates in one set of 
agreements, methods, programs, and 
other arrangements due to status as an 
employee of the service recipient (em-
ployee arrangements) and another set 
of agreements, methods, programs, and 
other arrangements due to status as an 
independent contractor of the service 
recipient (independent contractor ar-
rangements). For example, where a 
service provider deferred amounts 
under an independent contractor ar-
rangement while providing services as 
an independent contractor, and then 
becomes eligible for and defers 
amounts under a separate employee ar-
rangement after being hired as an em-
ployee, the two arrangements will not 
be aggregated for purposes of this para-
graph (c)(2). Where an employee also is 
a member of the board of directors of 
the service recipient (or a similar posi-
tion with respect to a non-corporate 
service recipient), the arrangements 
under which the employee participates 
as a director (director arrangements) 
are not aggregated with employee ar-
rangements, provided that the director 
arrangements are substantially similar 
to arrangements provided to service 
providers providing services only as di-
rectors (or similar positions with re-
spect to non-corporate service recipi-
ents). For example, an employee direc-
tor who participates in an employee ar-
rangement and a director arrangement 
generally may treat the two arrange-
ments as separate plans, provided that 
the director arrangement is substan-
tially similar to arrangements pro-
viding benefits to non-employee direc-
tors. To the extent a plan in which an 
employee director participates is not 
substantially similar to arrangements 
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in which non-employee directors par-
ticipate, such plan is treated as an em-
ployee plan for purposes of this para-
graph (c)(2). Director plans and inde-
pendent contractor plans are aggre-
gated for purposes of this paragraph 
(c)(2). 

(3) Establishment of plan—(i) In gen-
eral. A plan does not satisfy the re-
quirements of section 409A and this 
section and §§ 1.409A–2 through 1.409A–3 
and §§ 1.409A–5 through 1.409A–6, unless 
the plan is established and maintained 
by a service recipient in accordance 
with the requirements of this section, 
§§ 1.409A–2 through 1.409A–3 and 
§§ 1.409A–5 through 1.409A–6. For pur-
poses of this paragraph (c)(3), a plan is 
established on the latest of the date on 
which it is adopted, the date on which 
it is effective, and the date on which 
the material terms of the plan are set 
forth in writing. The material terms of 
the plan may be set forth in writing in 
one or more documents. For purposes 
of this paragraph (c)(3)(i), a plan will 
be deemed to be set forth in writing if 
it is set forth in any other form that is 
approved by the Commissioner. The 
material terms of the plan include the 
amount (or the method or formula for 
determining the amount) of deferred 
compensation to be provided under the 
plan and the time and form of pay-
ment. Notwithstanding the foregoing, a 
plan will be deemed to be established 
as of the date the participant obtains a 
legally binding right to a deferral of 
compensation, provided that the plan 
is otherwise established under the rules 
of this paragraph (c)(3)(i) by the end of 
the taxable year of the service provider 
in which the legally binding right 
arises, or with respect to an amount 
not payable in the year immediately 
following the taxable year of the serv-
ice provider in which the legally bind-
ing right arises (the subsequent year), 
the 15th day of the third month of the 
subsequent year. 

(ii) Initial deferral election provisions. 
If a plan provides a service provider or 
a service recipient with an initial de-
ferral election, the plan satisfies the 
requirements of this paragraph (c)(3) if 
the plan sets forth in writing, on or be-
fore the date the applicable election is 
required to be irrevocable to satisfy 
the requirements of § 1.409A–2(a), the 

conditions under which such election 
may be made. 

(iii) Subsequent deferral election provi-
sions. If a plan permits a subsequent de-
ferral election described in § 1.409A– 
2(b), the plan satisfies the require-
ments of this paragraph (c)(3) if the 
plan sets forth in writing, on or before 
the date the election is required to be 
irrevocable to meet the requirements 
of § 1.409A–2(b), the conditions under 
which such election may be made. 

(iv) Payment accelerations. Except as 
explicitly provided in § 1.409A–3, a plan 
is not required to set forth in writing 
the conditions under which a payment 
may be accelerated if such acceleration 
is permitted under § 1.409A–3(j)(4). 

(v) Six-month delay for specified em-
ployees. A plan must provide that dis-
tributions to a specified employee may 
not be made before the date that is six 
months after the date of separation 
from service or, if earlier, the date of 
death (the six-month delay rule). The 
six-month delay rule, required for pay-
ments due to the separation from serv-
ice of a specified employee, must be 
written in the plan. A plan does not 
fail to be established and maintained 
merely because it does not contain the 
six-month delay rule when the service 
provider who has a right to compensa-
tion deferred under such plan is not a 
specified employee. However, such pro-
vision must be set forth in writing on 
or before the date such service provider 
first becomes a specified employee. In 
general, this means the provision must 
be set forth in writing on or before the 
specified employee effective date (as 
defined in paragraph (i)(3) of this sec-
tion) for the first list of specified em-
ployees that includes such service pro-
vider. 

(vi) Plan amendments. In the case of 
an amendment that increases the 
amount deferred under a nonqualified 
deferred compensation plan, the plan is 
not considered established with respect 
to the additional amount deferred until 
the plan, as amended, is established in 
accordance with paragraph (c)(3)(i) of 
this section. 

(vii) Transition rule for written plan re-
quirement. For purposes of this para-
graph (c)(3), a legally enforceable un-
written plan that was adopted and ef-
fective before December 31, 2007, is 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00655 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



644 

26 CFR Ch. I (4–1–15 Edition) § 1.409A–1 

treated as established under this sec-
tion as of the later of the date on 
which it was adopted or became effec-
tive, provided that the material terms 
of the plan are set forth in writing on 
or before December 31, 2007. 

(viii) Plan aggregation rules. The plan 
aggregation rules of paragraph (c)(2)(i) 
of this section do not apply to the writ-
ten plan requirements of this para-
graph (c)(3). Accordingly, deferrals of 
compensation under an agreement, 
method, program, or other arrange-
ment that fails to meet the require-
ments of section 409A solely due to a 
failure to meet the written plan re-
quirements of this paragraph (c)(3) are 
not aggregated with deferrals of com-
pensation under other agreements, 
methods, programs, or other arrange-
ments that meet such requirements. 

(d) Substantial risk of forfeiture—(1) In 
general. Compensation is subject to a 
substantial risk of forfeiture if entitle-
ment to the amount is conditioned on 
the performance of substantial future 
services by any person or the occur-
rence of a condition related to a pur-
pose of the compensation, and the pos-
sibility of forfeiture is substantial. For 
purposes of this paragraph (d), a condi-
tion related to a purpose of the com-
pensation must relate to the service 
provider’s performance for the service 
recipient or the service recipient’s 
business activities or organizational 
goals (for example, the attainment of a 
prescribed level of earnings or equity 
value or completion of an initial public 
offering). For purposes of this para-
graph (d), if a service provider’s enti-
tlement to the amount is conditioned 
on the occurrence of the service pro-
vider’s involuntary separation from 
service without cause, the right is sub-
ject to a substantial risk of forfeiture 
if the possibility of forfeiture is sub-
stantial. An amount is not subject to a 
substantial risk of forfeiture merely 
because the right to the amount is con-
ditioned, directly or indirectly, upon 
the refraining from the performance of 
services. Except as provided with re-
spect to certain transaction-based com-
pensation under § 1.409A–3(i)(5)(iv), the 
addition of any risk of forfeiture after 
the legally binding right to the com-
pensation arises, or any extension of a 
period during which compensation is 

subject to a risk of forfeiture, is dis-
regarded for purposes of determining 
whether such compensation is subject 
to a substantial risk of forfeiture. An 
amount will not be considered subject 
to a substantial risk of forfeiture be-
yond the date or time at which the re-
cipient otherwise could have elected to 
receive the amount of compensation, 
unless the present value of the amount 
subject to a substantial risk of for-
feiture (disregarding, in determining 
the present value, the risk of for-
feiture) is materially greater than the 
present value of the amount the recipi-
ent otherwise could have elected to re-
ceive absent such risk of forfeiture. For 
this purpose, compensation that the 
service provider would receive for con-
tinuing to perform services regardless 
of whether the service provider elected 
to receive the amount that is subject 
to a substantial risk of forfeiture is not 
taken into account in determining 
whether the present value of the right 
to the amount subject to a substantial 
risk of forfeiture is materially greater 
than the amount the recipient other-
wise could have elected to receive ab-
sent such risk of forfeiture. For exam-
ple, a salary deferral generally may not 
be made subject to a substantial risk of 
forfeiture. But, for example, where a 
bonus plan provides an election be-
tween a cash payment or restricted 
stock units with a present value that is 
materially greater (disregarding the 
risk of forfeiture) than the present 
value of such cash payment and that 
will be forfeited absent continued serv-
ices for a period of years, the right to 
the restricted stock units generally 
will be treated as subject to a substan-
tial risk of forfeiture. 

(2) Stock rights. A stock right is not 
subject to a substantial risk of for-
feiture at the earlier of the first date 
the holder may exercise the stock right 
and receive cash or property that is 
substantially vested (as defined in 
§ 1.83–3(b)) or the first date that the 
stock right is not subject to a for-
feiture condition that would constitute 
a substantial risk of forfeiture. Accord-
ingly, a stock option that the service 
provider may exercise immediately and 
receive substantially vested stock is 
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not subject to a substantial risk of for-
feiture, even if the stock option auto-
matically terminates upon the service 
provider’s separation from service. 

(3) Enforcement of forfeiture condi-
tion—(i) In general. In determining 
whether the possibility of forfeiture is 
substantial in the case of rights to 
compensation granted by a service re-
cipient to a service provider that owns 
a significant amount of the total com-
bined voting power or value of all 
classes of equity of the service recipi-
ent (where the service provider’s own-
ership is determined with application 
of the attribution rules under section 
318 if the service recipient is a corpora-
tion, or if the service recipient is an 
entity that is not a corporation, with 
application by analogy of the attribu-
tion rules under section 318), all rel-
evant facts and circumstances will be 
taken into account in determining 
whether the probability of the service 
recipient enforcing such condition is 
substantial, including— 

(A) The service provider’s relation-
ship to other equity holders and the ex-
tent of their control, potential control 
and possible loss of control of the serv-
ice recipient; 

(B) The position of the service pro-
vider in the service recipient and the 
extent to which the service provider is 
subordinate to other service providers; 

(C) The service provider’s relation-
ship to the officers and directors of the 
service recipient (or similar positions 
with respect to a noncorporate service 
recipient); 

(D) The person or persons who must 
approve the service provider’s dis-
charge; and 

(E) Past actions of the service recipi-
ent in enforcing the restrictions. 

(ii) Examples. The following examples 
illustrate the rules of paragraph 
(d)(3)(i) of this section: 

Example 1. A service provider would be con-
sidered as having deferred compensation sub-
ject to a substantial risk of forfeiture, but 
for the fact that the service provider owns 20 
percent of the single class of stock in the 
transferor corporation. If the remaining 80 
percent of the class of stock is owned by an 
unrelated individual (or members of such an 
individual’s family) so that the possibility of 
the corporation enforcing a restriction on 
such rights is substantial, then such rights 

are subject to a substantial risk of for-
feiture. 

Example 2. A service provider would be con-
sidered as having deferred compensation sub-
ject to a substantial risk of forfeiture, but 
for the fact that the service provider, who is 
president of the corporation, also owns 4 per-
cent of the voting power of all the stock of 
a corporation. If the remaining stock is so 
diversely held by the public that the presi-
dent, in effect, controls the corporation, 
then the possibility of the corporation en-
forcing a restriction on the right to deferred 
compensation of the president is not sub-
stantial, and such rights are not subject to a 
substantial risk of forfeiture. 

(e) Performance-based compensation— 
(1) In general. The term performance- 
based compensation means compensa-
tion the amount of which, or the enti-
tlement to which, is contingent on the 
satisfaction of preestablished organiza-
tional or individual performance cri-
teria relating to a performance period 
of at least 12 consecutive months. Or-
ganizational or individual performance 
criteria are considered preestablished 
if established in writing by not later 
than 90 days after the commencement 
of the period of service to which the 
criteria relates, provided that the out-
come is substantially uncertain at the 
time the criteria are established. Per-
formance-based compensation may in-
clude payments based on performance 
criteria that are not approved by a 
compensation committee of the board 
of directors (or similar entity in the 
case of a non-corporate service recipi-
ent) or by the stockholders or members 
of the service recipient. Performance- 
based compensation does not include 
any amount or portion of any amount 
that will be paid either regardless of 
performance, or based upon a level of 
performance that is substantially cer-
tain to be met at the time the criteria 
is established. In addition, except as 
provided in paragraph (e)(3) of this sec-
tion, compensation is not performance- 
based compensation merely because 
the amount of such compensation is de-
termined by reference to the value of 
the service recipient or the stock of the 
service recipient. Where a portion of an 
amount of compensation would qualify 
as performance-based compensation if 
the portion were the sole amount avail-
able under the plan, that portion of the 
award will not fail to qualify as per-
formance-based compensation if that 
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portion is designated separately or oth-
erwise separately identifiable under 
the terms of the plan, and the amount 
of each portion is determined independ-
ently of the other. Compensation may 
be performance-based compensation 
where the amount will be paid regard-
less of satisfaction of the performance 
criteria due to the service provider’s 
death, disability, or a change in con-
trol event (as defined in § 1.409A– 
3(i)(5)(i)), provided that a payment 
made under such circumstances with-
out regard to the satisfaction of the 
performance criteria will not con-
stitute performance-based compensa-
tion. For purposes of this paragraph 
(e)(1), a disability refers to any medi-
cally determinable physical or mental 
impairment resulting in the service 
provider’s inability to perform the du-
ties of his or her position or any sub-
stantially similar position, where such 
impairment can be expected to result 
in death or can be expected to last for 
a continuous period of not less than six 
months. 

(2) Payments based upon subjective per-
formance criteria. The term performance- 
based compensation includes payments 
based upon subjective performance cri-
teria, provided that— 

(i) The subjective performance cri-
teria are bona fide and relate to the 
performance of the participant service 
provider, a group of service providers 
that includes the participant service 
provider, or a business unit for which 
the participant service provider pro-
vides services (which may include the 
entire organization); and 

(ii) The determination that any sub-
jective performance criteria have been 
met is not made by the participant 
service provider or a family member of 
the participant service provider (as de-
fined in section 267(c)(4) applied as if 
the family of an individual includes the 
spouse of any member of the family), 
or a person under the effective control 
of the participant service provider or 
such a family member, and no amount 
of the compensation of the person mak-
ing such determination is effectively 
controlled in whole or in part by the 
service provider or such a family mem-
ber. 

(3) Equity-based compensation. Com-
pensation is performance-based com-

pensation if it is based solely on an in-
crease in the value of the service re-
cipient, or a share of stock in the serv-
ice recipient, after the date of a grant 
or award. However, compensation pay-
able for a service period that is equal 
to the value of a predetermined number 
of shares of stock, and is variable only 
to the extent that the value of such 
shares appreciates or depreciates, gen-
erally will not be performance-based 
compensation. Notwithstanding the 
foregoing, the attainment of a pre-
scribed value for the service recipient 
(or a portion thereof), or a share of 
stock in the service recipient, may be 
used as a preestablished organizational 
criterion for purposes of providing per-
formance-based compensation, pro-
vided that the other requirements of 
paragraph (e)(1) of this section are sat-
isfied. In addition, an award of equity- 
based compensation may constitute 
performance-based compensation if en-
titlement to the compensation is sub-
ject to a condition that would cause 
the award to otherwise qualify as per-
formance-based compensation, such as 
a performance-based vesting condition. 
A provision that allows a service pro-
vider to defer compensation that would 
be realized upon the exercise of a stock 
right generally constitutes an addi-
tional deferral feature for purposes of 
the definition of a deferral of com-
pensation under paragraph (b)(5) of this 
section. 

(f) Service provider—(1) In general. The 
term service provider includes an indi-
vidual, corporation, subchapter S cor-
poration, partnership, personal service 
corporation (as defined in section 
269A(b)(1)), noncorporate entity that 
would be a personal service corporation 
if it were a corporation, qualified per-
sonal service corporation (as defined in 
section 448(d)(2)), and noncorporate en-
tity that would be a qualified personal 
service corporation if it were a cor-
poration, for any taxable year in which 
such individual, corporation, sub-
chapter S corporation, partnership, or 
other entity accounts for gross income 
from the performance of services under 
the cash receipts and disbursements 
method of accounting. The term service 
provider generally includes a person 
who has separated from service (a 
former service provider). 
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(2) Independent contractors—(i) In gen-
eral. Except as otherwise provided in 
paragraph (f)(2)(iv) of this section, sec-
tion 409A does not apply to an amount 
deferred under a plan between a service 
provider and service recipient with re-
spect to a particular trade or business 
in which the service provider partici-
pates, including earnings credited to 
such deferred amount, if during the 
service provider’s taxable year in 
which the service provider obtains a le-
gally binding right to the payment of 
the amount deferred each of the fol-
lowing applies: 

(A) The service provider is actively 
engaged in the trade or business of pro-
viding services, other than as an em-
ployee or as a member of the board of 
directors of a corporation (or similar 
position with respect to an entity that 
is not a corporation). 

(B) The service provider provides sig-
nificant services to two or more service 
recipients to which the service provider 
is not related and that are not related 
to one another (as defined in paragraph 
(f)(2)(ii) of this section). 

(C) The service provider is not re-
lated to the service recipient, applying 
the definition of related person con-
tained in paragraph (f)(2)(ii) of this sec-
tion subject to the modification that 
the language ‘‘20 percent’’ is not used 
instead of ‘‘50 percent’’ each place ‘‘50 
percent’’ appears in sections 267(b) and 
707(b)(1). 

(ii) Related person. For purposes of 
this paragraph (f)(2), a person is related 
to another person if the persons bear a 
relationship to each other that is speci-
fied in section 267(b) or 707(b)(1), sub-
ject to the modifications that the lan-
guage ‘‘20 percent’’ is used instead of 
‘‘50 percent’’ each place it appears in 
sections 267(b) and 707(b)(1), and section 
267(c)(4) is applied as if the family of an 
individual includes the spouse of any 
member of the family; or the persons 
are engaged in trades or businesses 
under common control (within the 
meaning of section 52(a) and (b)). In ad-
dition, an individual is related to an 
entity if the individual is an officer of 
an entity that is a corporation, or 
holds a position substantially similar 
to an officer of a corporation with an 
entity that is not a corporation. 

(iii) Significant services. Whether a 
service provider is providing signifi-
cant services depends on the facts and 
circumstances of each case. However, 
for purposes of paragraph (f)(2)(i) of 
this section, a service provider who 
provides services to two or more serv-
ice recipients to which the service pro-
vider is not related and that are not re-
lated to one another is deemed to be 
providing significant services to two or 
more of such service recipients for a 
given taxable year, if the revenues gen-
erated from the services provided to 
any service recipient or group of re-
lated service recipients during such 
taxable year do not exceed 70 percent 
of the total revenue generated by the 
service provider from the trade or busi-
ness of providing such services. In addi-
tion, in the case of a service provider 
who has been providing services in a 
trade or business for a period of not 
less than three consecutive years, for 
purposes of paragraph (f)(2)(i) of this 
section, a service provider who pro-
vides services to two or more service 
recipients to which the service provider 
is not related and that are not related 
to one another is deemed to be pro-
viding significant services to two or 
more of such service recipients for a 
given taxable year if in each of the 
prior three taxable years the revenues 
generated from the services provided to 
any service recipient or group of re-
lated service recipients during such 
prior taxable years did not exceed 70 
percent of the total revenue generated 
by the service provider from the trade 
or business of providing such services 
and, at the time an amount is deferred, 
the service provider does not know or 
have reason to anticipate that the rev-
enues generated from the services pro-
vided to any service recipient or group 
of related service recipients during the 
current year will exceed 70 percent of 
the total revenue generated by the 
service provider from the trade or busi-
ness of providing such services. 

(iv) Management services. This para-
graph (f)(2) does not apply to a service 
provider to the extent the service pro-
vider provides management services to 
a service recipient. For purposes of this 
paragraph (f)(2)(iv), the term manage-
ment services means services that in-
volve the actual or de facto direction 
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or control of the financial or oper-
ational aspects of a trade or business of 
the service recipient, or investment 
management or advisory services pro-
vided to a service recipient whose pri-
mary trade or business includes the in-
vestment of financial assets (including 
investments in real estate), such as a 
hedge fund or a real estate investment 
trust. 

(v) Services provided to related persons. 
Section 409A does not apply to an 
amount deferred under a plan that is a 
bona fide agreement, method, program, 
or other arrangement between a serv-
ice provider and a related service re-
cipient arising in the ordinary course 
of a particular trade or business in 
which the service provider is engaged 
to the extent that— 

(A) The service provider provides 
services to the service recipient as an 
independent contractor; 

(B) During the service provider’s tax-
able year in which the amount is de-
ferred, the service provider qualifies 
for the safe harbor provided in para-
graph (f)(2)(iii) of this section with re-
spect to such trade or business; and 

(C) Such agreement, method, pro-
gram, or other arrangement and the 
practices thereunder (including billing 
and collection practices), are substan-
tially similar to the agreements, meth-
ods, programs, or other arrangements 
and practices applicable to one or more 
unrelated service recipients to whom 
the service provider provides substan-
tial services and that produce a major-
ity of the total revenue that the serv-
ice provider earns from the trade or 
business of providing such services dur-
ing the taxable year. 

(g) Service recipient. Except as other-
wise specifically provided in these reg-
ulations, the term service recipient 
means the person for whom the serv-
ices are performed and with respect to 
whom the legally binding right to com-
pensation arises, and all persons with 
whom such person would be considered 
a single employer under section 414(b) 
(employees of controlled group of cor-
porations), and all persons with whom 
such person would be considered a sin-
gle employer under section 414(c) (em-
ployees of partnerships, proprietor-
ships, etc., under common control). For 
example, if the service provider is an 

employee, the service recipient gen-
erally is the employer (including all 
persons treated as a single employer 
under section 414(b) or (c)). Notwith-
standing the foregoing, section 409A 
applies to a plan that provides for the 
deferral of compensation, even if the 
payment of the compensation is not 
made by the person for whom services 
are performed. 

(h) Separation from service—(1) Em-
ployees—(i) In general. An employee 
separates from service with the em-
ployer if the employee dies, retires, or 
otherwise has a termination of employ-
ment with the employer. However, for 
purposes of this paragraph (h)(1), the 
employment relationship is treated as 
continuing intact while the individual 
is on military leave, sick leave, or 
other bona fide leave of absence if the 
period of such leave does not exceed six 
months, or if longer, so long as the in-
dividual retains a right to reemploy-
ment with the service recipient under 
an applicable statute or by contract. 
For purposes of this paragraph (h)(1), a 
leave of absence constitutes a bona fide 
leave of absence only if there is a rea-
sonable expectation that the employee 
will return to perform services for the 
employer. If the period of leave exceeds 
six months and the individual does not 
retain a right to reemployment under 
an applicable statute or by contract, 
the employment relationship is deemed 
to terminate on the first date imme-
diately following such six-month pe-
riod. Notwithstanding the foregoing, 
where a leave of absence is due to any 
medically determinable physical or 
mental impairment that can be ex-
pected to result in death or can be ex-
pected to last for a continuous period 
of not less than six months, where such 
impairment causes the employee to be 
unable to perform the duties of his or 
her position of employment or any sub-
stantially similar position of employ-
ment, a 29-month period of absence 
may be substituted for such six-month 
period. 

(ii) Termination of employment. Wheth-
er a termination of employment has 
occurred is determined based on wheth-
er the facts and circumstances indicate 
that the employer and employee rea-
sonably anticipated that no further 
services would be performed after a 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00660 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



649 

Internal Revenue Service, Treasury § 1.409A–1 

certain date or that the level of bona 
fide services the employee would per-
form after such date (whether as an 
employee or as an independent con-
tractor) would permanently decrease to 
no more than 20 percent of the average 
level of bona fide services performed 
(whether as an employee or an inde-
pendent contractor) over the imme-
diately preceding 36-month period (or 
the full period of services to the em-
ployer if the employee has been pro-
viding services to the employer less 
than 36 months). Facts and cir-
cumstances to be considered in making 
this determination include, but are not 
limited to, whether the employee con-
tinues to be treated as an employee for 
other purposes (such as continuation of 
salary and participation in employee 
benefit programs), whether similarly 
situated service providers have been 
treated consistently, and whether the 
employee is permitted, and realisti-
cally available, to perform services for 
other service recipients in the same 
line of business. An employee is pre-
sumed to have separated from service 
where the level of bona fide services 
performed decreases to a level equal to 
20 percent or less of the average level 
of services performed by the employee 
during the immediately preceding 36- 
month period. An employee will be pre-
sumed not to have separated from serv-
ice where the level of bona fide services 
performed continues at a level that is 
50 percent or more of the average level 
of service performed by the employee 
during the immediately preceding 36- 
month period. No presumption applies 
to a decrease in the level of bona fide 
services performed to a level that is 
more than 20 percent and less than 50 
percent of the average level of bona 
fide services performed during the im-
mediately preceding 36-month period. 
The presumption is rebuttable by dem-
onstrating that the employer and the 
employee reasonably anticipated that 
as of a certain date the level of bona 
fide services would be reduced perma-
nently to a level less than or equal to 
20 percent of the average level of bona 
fide services provided during the imme-
diately preceding 36-month period or 
full period of services provided to the 
employer if the employee has been pro-
viding services to the service recipient 

for a period of less than 36 months (or 
that the level of bona fide services 
would not be so reduced). For example, 
an employee may demonstrate that the 
employer and employee reasonably an-
ticipated that the employee would 
cease providing services, but that, after 
the original cessation of services, busi-
ness circumstances such as termi-
nation of the employee’s replacement 
caused the employee to return to em-
ployment. Although the employee’s re-
turn to employment may cause the em-
ployee to be presumed to have contin-
ued in employment because the em-
ployee is providing services at a rate 
equal to the rate at which the em-
ployee was providing services before 
the termination of employment, the 
facts and circumstances in this case 
would demonstrate that at the time 
the employee originally ceased to pro-
vide services, the employee and the 
service recipient reasonably antici-
pated that the employee would not pro-
vide services in the future. Notwith-
standing the foregoing provisions of 
this paragraph (h)(1)(ii), a plan may 
treat another level of reasonably an-
ticipated permanent reduction in the 
level of bona fide services as a separa-
tion from service, provided that the 
level of reduction required must be des-
ignated in writing as a specific per-
centage, and the reasonably antici-
pated reduced level of bona fide serv-
ices must be greater than 20 percent 
but less that 50 percent of the average 
level of bona fide services provided in 
the immediately preceding 36 months. 
The plan must specify the definition of 
separation from service on or before 
the date on which a separation from 
service is designated as a time of pay-
ment of the applicable amount de-
ferred, and once designated, any 
change to the definition of separation 
from service with respect to such 
amount deferred will be subject to the 
rules regarding subsequent deferrals 
and the acceleration of payments. For 
purposes of this paragraph (h)(1)(ii), for 
periods during which an employee is on 
a paid bona fide leave of absence (as de-
fined in paragraph (h)(1)(i) of this sec-
tion) and has not otherwise terminated 
employment pursuant to paragraph 
(h)(1)(i) of this section, the employee is 
treated as providing bona fide services 
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at a level equal to the level of services 
that the employee would have been re-
quired to perform to receive the com-
pensation paid with respect to such 
leave of absence. Periods during which 
an employee is on an unpaid bona fide 
leave of absence (as defined in para-
graph (h)(1)(i) of this section) and has 
not otherwise terminated employment 
pursuant to paragraph (h)(1)(i) of this 
section, are disregarded for purposes of 
this paragraph (h)(1)(ii) (including for 
purposes of determining the applicable 
36-month (or shorter) period). 

(2) Independent contractors—(i) In gen-
eral. An independent contractor is con-
sidered to have a separation from serv-
ice with the service recipient upon the 
expiration of the contract (or in the 
case of more than one contract, all 
contracts) under which services are 
performed for the service recipient if 
the expiration constitutes a good-faith 
and complete termination of the con-
tractual relationship. An expiration 
does not constitute a good faith and 
complete termination of the contrac-
tual relationship if the service recipi-
ent anticipates a renewal of a contrac-
tual relationship or the independent 
contractor becoming an employee. For 
this purpose, a service recipient is con-
sidered to anticipate the renewal of the 
contractual relationship with an inde-
pendent contractor if it intends to con-
tract again for the services provided 
under the expired contract, and neither 
the service recipient nor the inde-
pendent contractor has eliminated the 
independent contractor as a possible 
provider of services under any such 
new contract. Further, a service recipi-
ent is considered to intend to contract 
again for the services provided under 
an expired contract if the service re-
cipient’s doing so is conditioned only 
upon incurring a need for the services, 
the availability of funds, or both. 

(ii) Special rule. Notwithstanding 
paragraph (h)(2)(i) of this section, a 
plan is considered to satisfy the re-
quirement described in § 1.409A–3(a)(1) 
with respect to an amount payable 
upon a separation from service if, with 
respect to amounts payable to a service 
provider who is an independent con-
tractor, the plan provides that— 

(A) No amount will be paid to the 
service provider before a date at least 

12 months after the day on which the 
contract expires under which the serv-
ice provider performs services for the 
service recipient (or, in the case of 
more than one contract, all such con-
tracts expire); and 

(B) No amount payable to the service 
provider on that date will be paid to 
the service provider if, after the expira-
tion of the contract (or contracts) and 
before that date, the service provider 
performs services for the service recipi-
ent as an independent contractor or an 
employee. 

(3) Definition of service recipient and 
employer. For purposes of this para-
graph (h), the term service recipient or 
employer means the service recipient as 
defined in paragraph (g) of this section, 
provided that in applying section 
1563(a)(1), (2), and (3) for purposes of de-
termining a controlled group of cor-
porations under section 414(b), the lan-
guage ‘‘at least 50 percent’’ is used in-
stead of ‘‘at least 80 percent’’ each 
place it appears in section 1563(a)(1), 
(2), and (3), and in applying § 1.414(c)–2 
for purposes of determining trades or 
businesses (whether or not incor-
porated) that are under common con-
trol for purposes of section 414(c), ‘‘at 
least 50 percent’’ is used instead of ‘‘at 
least 80 percent’’ each place it appears 
in § 1.414(c)–2. A plan may provide with 
respect to a deferral of compensation 
under the plan that in applying sec-
tions 1563(a)(1), (2), and (3) for purposes 
of determining a controlled group of 
corporations under section 414(b), an-
other defined percentage greater than 
50 percent, but not greater than 80 per-
cent, is used instead of ‘‘at least 80 per-
cent’’ at each place it appears in sec-
tions 1563(a)(1), (2), and (3), and in ap-
plying § 1.414(c)–2 for purposes of deter-
mining trades or businesses (whether 
or not incorporated) that are under 
common control for purposes of section 
414(c), another defined percentage 
greater than 50 percent, but not greater 
than 80 percent, is used instead of ‘‘at 
least 80 percent’’ at each place it ap-
pears in § 1.414(c)–2. In addition, where 
the use of such definition of service re-
cipient for purposes of determining a 
separation from service is based upon 
legitimate business criteria, the plan 
may provide that for purposes of a de-
ferral of compensation under the plan 
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that in applying sections 1563(a)(1), (2), 
and (3) for purposes of determining a 
controlled group of corporations under 
section 414(b), the language ‘‘at least 20 
percent’’ or another defined percentage 
not less than 20 percent but not greater 
than 50 percent is used instead of ‘‘at 
least 80 percent’’ at each place it ap-
pears in sections 1563(a)(1), (2), and (3), 
and in applying § 1.414(c)–2 for purposes 
of determining trades or businesses 
(whether or not incorporated) that are 
under common control for purposes of 
section 414(c), the language ‘‘at least 20 
percent’’ or another defined percentage 
not less than 20 percent but not greater 
than 50 percent is used instead of ‘‘at 
least 80 percent’’ at each place it ap-
pears in § 1.414(c)–2. Where a definition 
of service recipient or employer other 
than the definition provided in the first 
sentence of this paragraph (h)(3) (the 50 
percent standard) is used, the plan 
must designate in writing the alternate 
definition no later than the last date at 
which the time and form of payment of 
the applicable amount deferred must 
be elected in accordance with § 1.409A– 
2(a), and any change in the definition 
for such amounts deferred will con-
stitute a change in the time and form 
of payment subject to the rules gov-
erning subsequent deferral elections 
under § 1.409A–2(b) and the acceleration 
of payments under § 1.409A–3(j). 

(4) Asset purchase transactions. Where 
as part of a sale or other disposition of 
assets by one service recipient (seller) 
to an unrelated service recipient 
(buyer), a service provider of the seller 
would otherwise experience a separa-
tion from service with the seller, the 
seller and the buyer may retain the 
discretion to specify, and may specify, 
whether a service provider providing 
services to the seller immediately be-
fore the asset purchase transaction and 
providing services to the buyer after 
and in connection with the asset pur-
chase transaction has experienced a 
separation from service for purposes of 
this paragraph (h), provided that the 
asset purchase transaction results from 
bona fide, arm’s length negotiations, 
all service providers providing services 
to the seller immediately before the 
asset purchase transaction and pro-
viding services to the buyer after and 
in connection with the asset purchase 

transaction are treated consistently 
(regardless of position at the seller) for 
purposes of applying the provisions of 
any nonqualified deferred compensa-
tion plan, and such treatment is speci-
fied in writing no later than the clos-
ing date of the asset purchase trans-
action. For purposes of this paragraph 
(h)(4), references to a sale or other dis-
position of assets, or an asset purchase 
transaction, refer only to a transfer of 
substantial assets, such as a plant or 
division or substantially all the assets 
of a trade or business. For purposes of 
this paragraph (h)(4), whether a service 
recipient is related to another service 
recipient is determined under the rules 
provided in paragraph (f)(2)(ii) of this 
section. 

(5) Dual status. If a service provider 
provides services both as an employee 
of a service recipient and as an inde-
pendent contractor of a service recipi-
ent, the service provider must separate 
from service both as an employee and 
as an independent contractor to be 
treated as having separated from serv-
ice. If a service provider ceases pro-
viding services as an independent con-
tractor and begins providing services 
as an employee, or ceases providing 
services as an employee and begins pro-
viding services as an independent con-
tractor, the service provider will not be 
considered to have a separation from 
service until the service provider has 
ceased providing services in both ca-
pacities. Notwithstanding the fore-
going, if a service provider provides 
services both as an employee of a serv-
ice recipient and a member of the 
board of directors of a corporate serv-
ice recipient (or an analogous position 
with respect to a non-corporate service 
recipient), the services provided as a 
director are not taken into account in 
determining whether the service pro-
vider has a separation from service as 
an employee for purposes of a non-
qualified deferred compensation plan in 
which the service provider participates 
as an employee that is not aggregated 
with any plan in which the service pro-
vider participates as a director under 
paragraph (c)(2)(ii) of this section. In 
addition, if a service provider provides 
services both as an employee of a serv-
ice recipient and a member of the 
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board of directors of a corporate serv-
ice recipient (or an analogous position 
with respect to a non-corporate service 
recipient), the services provided as an 
employee are not taken into account in 
determining whether the service pro-
vider has a separation from service as a 
director for purposes of a nonqualified 
deferred compensation plan in which 
the service provider participates as a 
director that is not aggregated with 
any plan in which the service provider 
participates as an employee under 
paragraph (c)(2)(ii) of this section. 

(6) Collectively bargained plans cov-
ering multiple employers. Notwith-
standing the foregoing provisions of 
this paragraph (h), to the extent a plan 
is established pursuant to a bona fide 
collective bargaining agreement cov-
ering services performed by employees 
for multiple employers, such plan may 
define a separation from service in a 
reasonable manner that treats the em-
ployee as not having separated from 
service during periods in which the em-
ployee is not providing services but is 
available to perform services covered 
by the collective bargaining agreement 
for one or more employers, provided 
that the definition also provides that 
the employee must be deemed to have 
separated from service at a specified 
date not later than the end of any pe-
riod of at least 12 consecutive months 
during which the employee has not pro-
vided any services covered by the col-
lective bargaining agreement to any 
participating employer. This paragraph 
(h)(6) applies only if the definition of 
separation from service provided by the 
collective bargaining agreement was 
the subject of arm’s length negotia-
tions between employee representa-
tives and two or more employers, the 
agreement between employee rep-
resentatives and such employers satis-
fies section 7701(a)(46), and the cir-
cumstances surrounding the agreement 
evidence good faith bargaining between 
adverse parties over such definition. 

(i) Specified employee—(1) In general. 
The term specified employee means a 
service provider who, as of the date of 
the service provider’s separation from 
service, is a key employee of a service 
recipient any stock of which is publicly 
traded on an established securities 
market or otherwise. For purposes of 

this paragraph (i)(1), a service provider 
is a key employee if the service pro-
vider meets the requirements of sec-
tion 416(i)(1)(A)(i), (ii), or (iii) (applied 
in accordance with the regulations 
thereunder and disregarding section 
416(i)(5)) at any time during the 12- 
month period ending on a specified em-
ployee identification date. If a service 
provider is a key employee as of a spec-
ified employee identification date, the 
service provider is treated as a key em-
ployee for purposes of this paragraph 
(i) for the entire 12-month period begin-
ning on the specified employee effec-
tive date. 

(2) Definition of compensation. For 
purposes of identifying a specified em-
ployee by applying the requirements of 
section 416(i)(1)(A)(i), (ii), and (iii), the 
definition of compensation under 
§ 1.415(c)–2(a) is used, applied as if the 
service recipient were not using any 
safe harbor provided in § 1.415(c)–2(d), 
were not using any of the elective spe-
cial timing rules provided in § 1.415(c)– 
2(e), and were not using any of the elec-
tive special rules provided in § 1.415(c)– 
2(g). Notwithstanding the foregoing, a 
service recipient may elect to use any 
available definition of compensation 
under section 415 and the regulations 
thereunder in accordance with the elec-
tion requirements set forth in para-
graph (i)(8) of this section, including 
any available safe harbor and any 
available election under the timing 
rules or special rules, provided that the 
definition is applied consistently to all 
employees of the service recipient for 
purposes of identifying specified em-
ployees. A service recipient may elect 
to use such an alternative definition 
regardless of whether another defini-
tion of compensation is being used for 
purposes of a qualified plan sponsored 
by the service recipient. However, once 
a list of specified employees has be-
come effective, the service recipient 
cannot change the definition of com-
pensation for purposes of identifying 
specified employees for the period with 
respect to which such list is effective. 

(3) Specified employee identification 
date. Unless another date is designated 
in accordance with the requirements of 
this paragraph (i)(3) and paragraph 
(i)(8) of this section, the specified em-
ployee identification date is December 
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31. A service recipient may designate in 
accordance with the requirements of 
paragraph (i)(8) of this section any 
other date as the specified employee 
identification date, provided that a 
service recipient must use the same 
specified employee identification date 
with respect to all nonqualified de-
ferred compensation plans, and any 
change to the specified employee iden-
tification date may not be effective for 
a period of at least 12 months. The 
service recipient may designate a spec-
ified employee identification date in 
each plan or in a separate document 
applicable to all plans, provided that 
the service recipient will not be treat-
ed as having designated a specified em-
ployee identification date before the 
designation is legally binding on the 
service recipient and all affected serv-
ice providers. Any designation of a 
specified employee identification date 
made on or before December 31, 2007, 
may be applied to any separation from 
service occurring on or after January 1, 
2005, unless and until subsequently 
changed pursuant to this paragraph 
(i)(3). 

(4) Specified employee effective date. 
Unless another date is designated in 
accordance with the requirements of 
this paragraph (i)(4) and paragraph 
(i)(8) of this section, the specified em-
ployee effective date is the first day of 
the fourth month following the speci-
fied employee identification date. A 
service recipient may designate in ac-
cordance with the requirements of 
paragraph (i)(8) of this section any date 
following the specified employee iden-
tification date as the specified em-
ployee effective date, provided that 
such date may not be later than the 
first day of the fourth month following 
the specified employee identification 
date, and provided further that a serv-
ice recipient must use the same speci-
fied employee effective date with re-
spect to all nonqualified deferred com-
pensation plans, and any change to the 
specified employee effective date may 
not be effective for a period of at least 
12 months. The service recipient may 
designate a specified employee effec-
tive date through inclusion in each 
plan document or through a separate 
document applicable to all plans, pro-
vided that the service recipient will 

not be treated as having designated a 
specified employee effective date on 
any date before the designation is le-
gally binding on the service recipient 
and all affected service providers. Any 
designation of a specified employee ef-
fective date made on or before Decem-
ber 31, 2007, may be applied to any sep-
aration from service occurring on or 
after January 1, 2005, unless and until 
subsequently changed pursuant to this 
paragraph (i)(4). 

(5) Alternative methods of satisfying the 
six-month delay rule. A plan may pro-
vide, in accordance with the require-
ments of paragraph (i)(8) of this sec-
tion, for an alternative method to iden-
tify service providers who will be sub-
ject to the six-month delay rule pro-
vided in section 409A(a)(2)(B)(i), pro-
vided that the alternative method is 
reasonably designed to include all spec-
ified employees (determined without 
respect to any available service recipi-
ent elections), the alternative method 
is an objectively determinable stand-
ard providing no direct or indirect elec-
tion to any service provider regarding 
its application, and the alternative 
method results in either all service 
providers or no more than 200 service 
providers being identified in the class 
as of any date. Use of such an alter-
native method will not be treated as a 
change in the time and form of pay-
ment for purposes of § 1.409A–2(b) (the 
subsequent deferral rules), even if the 
service provider is not a specified em-
ployee when the payment is delayed. 

(6) Corporate transactions—(i) Mergers 
and acquisitions of public service recipi-
ents. If as a result of a corporate trans-
action, two or more separate service 
recipients, more than one of which has 
stock outstanding that is publicly 
traded on an established securities 
market or otherwise immediately be-
fore the transaction, become one serv-
ice recipient, any stock of which is 
publicly traded on an established secu-
rities market or otherwise imme-
diately after the transaction (resulting 
public service recipient), the resulting 
public service recipient’s next specified 
employee identification date and speci-
fied employee effective date following 
the corporate transaction are the spec-
ified employee identification date and 
specified employee effective date that 
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the acquiring service recipient would 
have been required to use absent such 
transaction. For this purpose, in the 
case of a corporate merger, the acquir-
ing service recipient is the service re-
cipient that included the surviving cor-
poration in such merger, in the case of 
an acquisition by a corporation of the 
stock of another corporation, the ac-
quiring service recipient is the service 
recipient that included the corporation 
that acquired such stock, and in all 
other cases, the surviving service re-
cipient is determined on the basis of all 
of the facts and circumstances. For the 
period between the transaction and the 
next specified employee effective date, 
the list of specified employees of the 
resulting public service recipient is de-
termined by combining the lists of 
specified employees of all service re-
cipients participating in the trans-
action that were in effect at the date of 
the corporate transaction, ranking 
such specified employees in order of 
the amount of compensation used to 
determine each specified employee’s 
status as a specified employee, and 
treating the top 50 of such specified 
employees, plus any employees de-
scribed in section 416(i)(1)(ii) or section 
416(i)(1)(iii) and the regulations there-
under (relating to 1-percent and 5-per-
cent owners) who are not included in 
such top 50 specified employees, as 
specified employees for the period be-
tween the corporate transaction and 
the next specified employee effective 
date. Alternatively, the resulting serv-
ice recipient may elect in accordance 
with the requirements of paragraph 
(i)(8) of this section to use any reason-
able method to determine the specified 
employees of the resulting service re-
cipient, including the use of an alter-
native method of compliance described 
in paragraph (i)(5) of this section, pro-
vided that such method is adopted no 
later than 90 days after the corporate 
transaction and applied prospectively 
from the date the method is adopted. 

(ii) Mergers and acquisitions of non-
public service recipients. If as part of a 
corporate transaction a service recipi-
ent that does not have outstanding 
stock that is publicly traded on an es-
tablished securities market or other-
wise immediately before the trans-
action (initial private service recipi-

ent), and a service recipient with stock 
outstanding that is publicly traded on 
an established securities market or 
otherwise immediately before the 
transaction (initial public service re-
cipient), become a single service recipi-
ent having stock that is publicly trad-
ed on an established securities market 
or otherwise immediately after the 
transaction (resulting public service 
recipient), the resulting public service 
recipient’s next specified employee 
identification date and specified em-
ployee effective date following the cor-
porate transaction are the specified 
employee identification date and speci-
fied employee effective date that the 
initial public service recipient would 
have been required to use absent such 
transaction. For the period after the 
date of the corporate transaction and 
before the next specified employee ef-
fective date, the specified employees of 
the initial public service recipient im-
mediately before the transaction con-
tinue to be the specified employees of 
the resulting public service recipient, 
and no service providers of the initial 
private service recipient are required 
to be treated as specified employees. 

(iii) Spinoffs. If as part of a corporate 
transaction, a service recipient with 
stock outstanding that is publicly 
traded on an established securities 
market or otherwise immediately be-
fore the transaction (initial public 
service recipient), becomes two or 
more separate service recipients, each 
with stock outstanding that is publicly 
traded on an established securities 
market or otherwise immediately after 
the transaction (post-transaction pub-
lic service recipients), the next speci-
fied employee identification date of 
each of the post-transaction public 
service recipients is the specified em-
ployee identification date that the ini-
tial public service recipient would have 
been required to use absent such trans-
action. For the period after the date of 
the corporate transaction and before 
the next specified employee effective 
date, the specified employees of the 
initial public service recipient imme-
diately before the transaction continue 
to be the specified employees of the 
post-transaction public service recipi-
ents. 
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(iv) Public offerings and other cor-
porate transactions. If as part of an ini-
tial public offering or corporate trans-
action not described in paragraph 
(i)(6)(ii) or (iii) of this section, a service 
recipient with no outstanding stock 
that is publicly traded on an estab-
lished securities market or otherwise 
immediately before such offering or 
other transaction (initial private serv-
ice recipient), becomes one or more 
service recipients with stock out-
standing that is publicly traded on an 
established securities market or other-
wise immediately after such offering or 
other transaction (post-transaction 
public service recipient), each post- 
transaction public service recipient has 
a specified employee identification 
date of December 31 and a specified em-
ployee effective date of April 1, effec-
tive retroactively to the December 31 
and April 1 next preceding the offering 
or other transaction for purposes of 
identifying the specified employees be-
tween the corporation transaction and 
the next December 31. Alternatively, a 
post-transaction public service recipi-
ent may elect in accordance with the 
requirements of paragraph (i)(8) of this 
section, a specified employee identi-
fication date and specified employee ef-
fective date on or before the date of the 
offering or other transaction. If a pub-
lic service recipient makes such an 
election, for the period after the offer-
ing or other transaction and before the 
next specified employee effective date, 
the specified employees of the post- 
transaction public service recipient 
consist of the service providers that at 
the time of the offering or other trans-
action would have been classified as 
specified employees of the initial pri-
vate service recipient, had the initial 
private service recipient elected the 
same specified employee identification 
date and specified employee effective 
date as selected by the post-trans-
action public service recipient, and had 
such initial private service recipient 
had stock publicly traded on an estab-
lished securities market or otherwise 
as of the specified employee identifica-
tion date preceding the transaction. 

(v) Alternative methods of compliance. 
For purposes of this paragraph (i)(6), 
references to specified employees as of 
a corporate transaction or offering in-

clude any specified employees identi-
fied through the use of an alternative 
method described in paragraph (i)(5) of 
this section, where the use of such al-
ternative method was established and 
effective at the time of the corporate 
transaction or offering. 

(7) Nonresident alien employees. For 
purposes of determining whether an 
employee meets the requirements of 
section 416(i)(1)(A)(i), (ii), or (iii) (ap-
plied in accordance with the regula-
tions thereunder and disregarding sec-
tion 416(i)(5)), and therefore is a key 
employee, the incorporation of the 
rules of § 1.415(c)–2(g)(5) regarding the 
definition of compensation applies. Ac-
cordingly, the rule of § 1.415(c)– 
2(g)(5)(i), generally requiring the treat-
ment as compensation of certain com-
pensation excludible from an employ-
ee’s gross income due to the location of 
the services or the identity of the em-
ployer, applies. In addition, a service 
recipient may elect in accordance with 
paragraph (i)(8) of this section to apply 
the rule of § 1.415(c)–2(g)(5)(ii) to not 
treat as compensation certain com-
pensation excludible from an employ-
ee’s gross income on account of the lo-
cation of the services or the identity of 
the employer that is not effectively 
connected with the conduct of a trade 
or business within the United States. A 
service recipient may elect to apply 
the rule of § 1.415–2(g)(5)(ii) regardless 
of whether the service recipient has 
elected to apply the rule to a qualified 
plan sponsored by the service recipient; 
however, once a list of specified em-
ployees has become effective, any elec-
tion of the rule for that period may not 
be changed. Notwithstanding the fore-
going, any election of the rule made be-
fore January 1, 2008, may be effective 
with respect to any specified employee 
identification date on or before Decem-
ber 31, 2007. 

(8) Elections affecting the identification 
of specified employees. The elections de-
scribed in paragraphs (i)(2) through (7) 
of this section are effective only as of 
the date that all necessary corporate 
action has been taken to make such 
elections binding for purposes of all af-
fected nonqualified deferred compensa-
tion plans in which the service pro-
viders of the service recipient that 
would become a specified employee due 
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to the application of such election par-
ticipate. Where a taxpayer attempts to 
make an election under paragraph 
(i)(2), (3), (4), (5), (6), or (7) of this sec-
tion but such election is not binding on 
all the affected nonqualified deferred 
compensation plans and applied con-
sistently to all such service providers, 
the election is not effective and the 
rule under paragraph (i)(2), (3), (4), (5), 
(6), or (7) of this section, as applicable, 
that would apply absent an election is 
applicable for identifying specified em-
ployees. 

(j) Nonresident alien. (1) Except as 
provided in paragraph (j)(2) of this sec-
tion, the term nonresident alien means 
an individual who is— 

(i) A nonresident alien within the 
meaning of section 7701(b)(1)(B); or 

(ii) A dual resident taxpayer within 
the meaning of § 301.7701(b)–7(a)(1) of 
this chapter with respect to any tax-
able year in which such individual is 
treated as a nonresident alien for pur-
poses of computing the individual’s 
U.S. income tax liability. 

(2) The term nonresident alien does 
not include— 

(i) A nonresident alien with respect 
to whom an election is in effect for the 
taxable year under section 6013(g) to be 
treated as a resident of the United 
States; 

(ii) A former citizen or long-term 
resident (within the meaning of section 
877(e)(2)) who expatriated after June 3, 
2004, and has not complied with the re-
quirements of section 7701(n); or 

(iii) An individual who is treated as a 
citizen or resident of the United States 
for the taxable year under section 
877(g). 

(k) Established securities market. The 
term established securities market means 
an established securities market with-
in the meaning of § 1.897–1(m). 

(l) Stock right. The term stock right 
means a stock option (other than an 
incentive stock option described in sec-
tion 422 or an option granted pursuant 
to an employee stock purchase plan de-
scribed in section 423) or a stock appre-
ciation right. 

(m) Separation pay plan. The term 
separation pay plan means any plan 
that provides separation pay or, where 
a plan provides both amounts that are 
separation pay and that are not separa-

tion pay, that portion of the plan that 
provides separation pay. The term sep-
aration pay means any deferral of com-
pensation (before the application of the 
exclusions from the definition of a de-
ferral of compensation set forth in 
paragraph (b)(9) of this section) that 
will not be paid under any cir-
cumstances unless the service provider 
has had a separation from service, 
whether voluntary or involuntary, in-
cluding payments in the form of reim-
bursements of expenses incurred, and 
the provision of in-kind benefits. A de-
ferral of compensation that the service 
provider may receive without a separa-
tion from service does not become sep-
aration pay merely because the service 
provider elects to receive or receives 
the payment after or upon a separation 
from service. A deferral of compensa-
tion does not fail to be separation pay 
merely because the payment is condi-
tioned upon the execution of a release 
of claims, noncompetition or non-
disclosure provisions, or other similar 
requirements. Notwithstanding the 
foregoing, any amount, or entitlement 
to any amount, that acts as a sub-
stitute for, or replacement of, amounts 
deferred by the service recipient under 
a nonqualified deferred compensation 
plan constitutes a payment of com-
pensation or deferral of compensation 
under such nonqualified deferred com-
pensation plan. 

(n) Involuntary separation from serv-
ice—(1) In general. An involuntary sepa-
ration from service means a separation 
from service due to the independent ex-
ercise of the unilateral authority of the 
service recipient to terminate the serv-
ice provider’s services, other than due 
to the service provider’s implicit or ex-
plicit request, where the service pro-
vider was willing and able to continue 
performing services. An involuntary 
separation from service may include 
the service recipient’s failure to renew 
a contract at the time such contract 
expires, provided that the service pro-
vider was willing and able to execute a 
new contract providing terms and con-
ditions substantially similar to those 
in the expiring contract and to con-
tinue providing such services. The de-
termination of whether a separation 
from service is involuntary is based on 
all the facts and circumstances. Any 
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characterization of the separation from 
service as voluntary or involuntary by 
the service provider and the service re-
cipient in the documentation of the 
separation from service is presumed to 
properly characterize the nature of the 
separation from service. However, the 
presumption may be rebutted where 
the facts and circumstances indicate 
otherwise. For example, if a separation 
from service is designated as a vol-
untary separation from service or res-
ignation, but the facts and cir-
cumstances indicate that absent such 
voluntary separation from service the 
service recipient would have termi-
nated the service provider’s services, 
and that the service provider had 
knowledge that the service provider 
would be so terminated, the separation 
from service is involuntary. 

(2) Separations from service for good 
reason—(i) In general. Notwithstanding 
paragraph (n)(1) of this section, a serv-
ice provider’s voluntary separation 
from service will be treated for pur-
poses of this section and §§ 1.409A–2 
through 1.409A–6 as an involuntary sep-
aration from service if the separation 
from service occurs under certain lim-
ited bona fide conditions, where the 
avoidance of the requirements of sec-
tion 409A is not a purpose of the inclu-
sion of these conditions in the plan or 
of the actions by the service recipient 
in connection with the satisfaction of 
these conditions, and a voluntary sepa-
ration from service under such condi-
tions effectively constitutes an invol-
untary separation from service. Gen-
erally such conditions will be 
prespecified under an agreement to 
provide compensation upon a separa-
tion from service for good reason. Such 
a good reason (or a similar condition) 
must be defined to require actions 
taken by the service recipient resulting 
in a material negative change to the 
service provider in the service relation-
ship, such as the duties to be per-
formed, the conditions under which 
such duties are to be performed, or the 
compensation to be received for per-
forming such services. Other factors 
taken into account in determining 
whether a separation from service for 
good reason effectively constitutes an 
involuntary separation from service in-
clude the extent to which the pay-

ments upon a separation from service 
for good reason are in the same amount 
and are to be made at the same time 
and in the same form as payments 
available upon an actual involuntary 
separation from service, and whether 
the service provider is required to give 
the service recipient notice of the ex-
istence of the condition that would re-
sult in treatment as a separation from 
service for good reason and a reason-
able opportunity to remedy the condi-
tion. 

(ii) Safe harbor. For purposes of this 
section and §§ 1.409A–2 through 1.409A–6, 
if a plan provides that a voluntary sep-
aration from service will be treated as 
an involuntary separation from service 
if the separation from service occurs 
under certain express conditions, a sep-
aration from service satisfying the con-
ditions set forth in the plan will be 
treated as an involuntary separation 
from the service if the necessary condi-
tions (or set of conditions) require the 
following: 

(A) The separation from service must 
occur during a pre-determined limited 
period of time not to exceed two years 
following the initial existence of one or 
more of the following conditions aris-
ing without the consent of the service 
provider: 

(1) A material diminution in the serv-
ice provider’s base compensation. 

(2) A material diminution in the serv-
ice provider’s authority, duties, or re-
sponsibilities. 

(3) A material diminution in the au-
thority, duties, or responsibilities of 
the supervisor to whom the service pro-
vider is required to report, including a 
requirement that a service provider re-
port to a corporate officer or employee 
instead of reporting directly to the 
board of directors of a corporation (or 
similar governing body with respect to 
an entity other than a corporation). 

(4) A material diminution in the 
budget over which the service provider 
retains authority. 

(5) A material change in the geo-
graphic location at which the service 
provider must perform the services. 

(6) Any other action or inaction that 
constitutes a material breach by the 
service recipient of the agreement 
under which the service provider pro-
vides services. 
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(B) The amount, time, and form of 
payment upon the separation from 
service must be substantially identical 
to the amount, time and form of pay-
ment payable due to an actual involun-
tary separation from service, to the ex-
tent such a right exists. 

(C) The service provider must be re-
quired to provide notice to the service 
recipient of the existence of the condi-
tion described in paragraph (n)(2)(ii)(A) 
of this section within a period not to 
exceed 90 days of the initial existence 
of the condition, upon the notice of 
which the service recipient must be 
provided a period of at least 30 days 
during which it may remedy the condi-
tion and not be required to pay the 
amount. 

(3) Special rule for certain collectively 
bargained plans. Notwithstanding the 
foregoing, for purposes of this para-
graph (n), to the extent a plan is sub-
ject to a bona fide collective bar-
gaining agreement covering services 
performed for multiple employers 
under which an employee must sepa-
rate from service with all such employ-
ers in order to receive a payment, such 
plan may use any reasonable definition 
of involuntary separation from service, 
provided that such definition is con-
sistent with any definition of a separa-
tion from service adopted under para-
graph (h)(6) of this section, and pro-
vided further that the definition of an 
involuntary separation from service 
provided by the collective bargaining 
agreement was the subject of arm’s 
length negotiations between employee 
representatives and two or more em-
ployers, the agreement between em-
ployee representatives and such em-
ployers satisfies section 7701(a)(46), and 
the circumstances surrounding the 
agreement evidence good faith bar-
gaining between adverse parties over 
such definition. 

(o) Earnings. Whether a deferred 
amount constitutes earnings on an 
amount deferred, or actual or notional 
income attributable to an amount de-
ferred, is determined under the prin-
ciples defining income attributable to 
the amount taken into account under 
§ 31.3121(v)(2)–1(d)(2) of this chapter. Ac-
cordingly, with respect to an account 
balance plan, earnings on an amount 
deferred generally include an amount 

credited on behalf of a service provider 
under the terms of the plan that re-
flects a rate of return that does not ex-
ceed either the rate of return on a pre-
determined actual investment or, if the 
income does not reflect the rate of re-
turn on a predetermined actual invest-
ment, a reasonable rate of interest. 
With respect to nonaccount balance 
plans, earnings on an amount deferred 
generally include an increase, due sole-
ly to the passage of time, in the 
present value of the future payments 
to which the service provider has ob-
tained a legally binding right, the 
present value of which constituted the 
amount deferred (determined as of the 
date such amount was deferred), but 
only if the amount deferred was deter-
mined using reasonable actuarial as-
sumptions and methods. A right to 
earnings on an amount deferred gen-
erally is treated as a right to a deferral 
of compensation for purposes of this 
section and §§ 1.409A–2 through 1.409A–6. 
However, for purposes of any provision 
of this section and §§ 1.409A–2 through 
1.409A–6 referring to earnings on de-
ferred compensation (or similar terms), 
the use of an unreasonable rate of re-
turn, or unreasonable actuarial as-
sumptions and methods, generally will 
result in the treatment of some or all 
of such a right to deferred compensa-
tion as a right only to deferred com-
pensation, and not a right to earnings 
on deferred compensation, so that the 
provision will not be applicable. With 
respect to plans that are neither ac-
count balance plans nor nonaccount 
balance plans, these rules apply by 
analogy. 

(p) In-kind benefits. The term in-kind 
benefits refers to services provided to or 
on behalf of a service provider, such as 
financial planning services, or tangible 
personal or real property made avail-
able for use by or on behalf of the serv-
ice provider, such as the use of an air-
craft or vehicle, and does not refer to a 
transfer of property within the mean-
ing of section 83 and the regulations 
thereunder, or a promise to transfer, or 
an option to purchase or receive, prop-
erty in the future. 

(q) Application of definitions and rules. 
The definitions and rules set forth in 
paragraphs (a) through (p) of this sec-
tion apply for purposes of section 409A, 
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this section, and §§ 1.409A–2 through 
1.409A–6. 

[T.D. 9321, 72 FR 19276, Apr. 17, 2007; 72 FR 
41620, July 31, 2007] 

§ 1.409A–2 Deferral elections. 
(a) Initial elections as to the time and 

form of payment—(1) In general. A plan 
that is, or constitutes part of, a non-
qualified deferred compensation plan 
meets the requirements of section 
409A(a)(4)(B) only if under the terms of 
the plan, compensation for services 
performed during a service provider’s 
taxable year (the service year) may be 
deferred at the service provider’s elec-
tion only if the election to defer such 
compensation is made and becomes ir-
revocable not later than the latest date 
permitted in this paragraph (a). An 
election will not be considered to be 
revocable merely because the service 
provider or service recipient may make 
an election to change the time and 
form of payment pursuant to para-
graph (b) of this section, or the service 
recipient may accelerate the time of 
payment pursuant to § 1.409A–3(j)(4) 
(exceptions to prohibition on acceler-
ated payments). Whether a plan pro-
vides a service provider an opportunity 
to elect the time or form of payment of 
compensation is determined based upon 
all the facts and circumstances sur-
rounding the determination of the time 
and form of payment of the compensa-
tion. For purposes of this section, an 
election to defer includes an election 
as to the time of the payment, an elec-
tion as to the form of the payment or 
an election as to both the time and the 
form of the payment, but does not in-
clude an election as to the medium of 
payment (for example, an election be-
tween a payment of cash or a payment 
of property). Except as otherwise ex-
pressly provided in this section, an 
election will not be considered made 
until such election becomes irrevocable 
under the terms of the applicable plan. 
Accordingly, a plan may provide that 
an election to defer may be changed at 
any time before the last permissible 
date for making such an election. 
Where a plan provides the service pro-
vider a right to make an initial defer-
ral election, and further provides that 
the election remains in effect until ter-
minated or modified by the service pro-

vider, the election will be treated as 
made as of the date such election be-
comes irrevocable as to compensation 
for services performed during the rel-
evant service year. For example, where 
a plan provides that a service pro-
vider’s election to defer a set percent-
age will remain in effect until changed 
or revoked, but that as of each Decem-
ber 31 the election becomes irrevocable 
with respect to salary payable in con-
nection with services performed in the 
immediately following year, the initial 
deferral election with respect to salary 
payable with respect to services per-
formed in the immediately following 
year will be deemed to have been made 
as of the December 31 upon which the 
election became irrevocable. For pur-
poses of this paragraph (a), the ref-
erence to a service period or a perform-
ance period refers to the period of serv-
ice for which the right to the com-
pensation arises, and may include peri-
ods before the grant of a legally bind-
ing right to the compensation. For ex-
ample, where a service recipient grants 
a bonus based upon services performed 
in the calendar year 2010, but retains 
the discretion to rescind the bonus 
until 2011 such that the promise of the 
bonus is not a legally binding right, 
the period of service or performance 
period to which the compensation re-
lates is the calendar year 2010. 

(2) Service recipient elections. A plan 
that provides for a deferral of com-
pensation for services performed dur-
ing a service provider’s taxable year 
that does not provide the service pro-
vider with an opportunity to elect the 
time or form of payment of such com-
pensation must designate the time and 
form of payment by no later than the 
later of the time the service provider 
first has a legally binding right to the 
compensation or, if later, the time the 
service provider would be required 
under this section to make such an 
election if the service provider were 
provided such an election. Such des-
ignation is treated as an initial defer-
ral election for purposes of this sec-
tion. Where a plan permits a service re-
cipient to exercise discretion to dis-
regard a service provider election as to 
the time or form of a payment, any 
service provider election that is sub-
ject to such discretion will be treated 
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as revocable so long as such discretion 
may be exercised. 

(3) General rule. A plan that is, or 
constitutes part of, a nonqualified de-
ferred compensation plan meets the re-
quirements of section 409A(a)(4)(B) if 
under the terms of the plan, compensa-
tion for services performed during a 
service provider’s taxable year (the 
service year) may be deferred at the 
service provider’s election only if the 
election to defer such compensation is 
made not later than the close of the 
service provider’s taxable year next 
preceding the service year. 

(4) Initial deferral election with respect 
to short-term deferrals. If a service pro-
vider has a legally binding right to a 
payment of compensation in a subse-
quent taxable year that, absent a defer-
ral election, would be treated as a 
short-term deferral within the meaning 
of § 1.409A–1(b)(4), an election to defer 
such compensation may be made in ac-
cordance with the requirements of 
paragraph (b) of this section, applied as 
if the amount were a deferral of com-
pensation and the scheduled payment 
date for the amount were the date the 
substantial risk of forfeiture lapses. 
Notwithstanding the requirements of 
paragraph (b) of this section, such a de-
ferral election may provide that the 
deferred amounts will be payable upon 
a change in control event (as defined in 
§ 1.409A–3(i)(5)) without regard to the 
five-year additional deferral require-
ment in paragraph (b) of this section. 

(5) Initial deferral election with respect 
to certain forfeitable rights. If a service 
provider has a legally binding right to 
a payment in a subsequent year that is 
subject to a condition requiring the 
service provider to continue to provide 
services for a period of at least 12 
months from the date the service pro-
vider obtains the legally binding right 
to avoid forfeiture of the payment, an 
election to defer such compensation 
may be made on or before the 30th day 
after the service provider obtains the 
legally binding right to the compensa-
tion, provided that the election is made 
at least 12 months in advance of the 
earliest date at which the forfeiture 
condition could lapse. For purposes of 
this paragraph (a)(5), a condition will 
not be treated as failing to require the 
service provider to continue to provide 

services for a period of at least 12 
months from the date the service pro-
vider obtains the legally binding right 
merely because the condition imme-
diately lapses upon the death or dis-
ability (as defined in § 1.409A–3(i)(4)) of 
the service provider, or upon a change 
in control event (as defined in § 1.409A– 
3(i)(5)), provided that if death, dis-
ability, or a change in control event 
occurs and the condition lapses before 
the end of such 12-month period, a de-
ferral election may be given effect only 
if the deferral election is permitted 
under this section without regard to 
this paragraph (a)(5). 

(6) Initial deferral election with respect 
to fiscal year compensation. In the case 
of a service recipient with a taxable 
year that is not the same as the tax-
able year of the service provider, a plan 
may provide that fiscal year compensa-
tion may be deferred at the service pro-
vider’s election if the election to defer 
such compensation is made not later 
than the close of the service recipient’s 
taxable year immediately preceding 
the first taxable year of the service re-
cipient in which any services are per-
formed for which such compensation is 
payable. For purposes of this paragraph 
(a)(6), the term fiscal year compensation 
means compensation relating to a pe-
riod of service coextensive with one or 
more consecutive taxable years of the 
service recipient, of which no amount 
is paid or payable during the service re-
cipient’s taxable year or years consti-
tuting the period of service. For exam-
ple, fiscal year compensation generally 
would include a bonus to an individual 
employee with a calendar year taxable 
year that is based on a service period 
consisting of the service recipient’s 
two consecutive taxable years ending 
September 30, 2011, where the amount 
will be paid after the end of the second 
of such taxable years, but would not in-
clude either a bonus based on a service 
period consisting of one or more cal-
endar years or salary that would other-
wise be paid during such taxable years 
of the service recipient. 

(7) First year of eligibility—(i) In gen-
eral. In the case of the first year in 
which a service provider becomes eligi-
ble to participate in a plan, the service 
provider may make an initial deferral 
election within 30 days after the date 
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the service provider becomes eligible to 
participate in such plan, with respect 
to compensation paid for services to be 
performed after the election. In the 
case of a plan that does not provide for 
service provider elections with respect 
to the time or form of a payment, the 
time and form of the payment must be 
specified on or before the date that is 
30 days after the date the service pro-
vider first becomes eligible to partici-
pate in such plan. For compensation 
that is earned based upon a specified 
performance period (for example, an 
annual bonus), where a deferral elec-
tion is made in the first year of eligi-
bility but after the beginning of the 
performance period, the election must 
apply only to the compensation paid 
for services performed after the elec-
tion. For this purpose, an election will 
be deemed to apply to compensation 
paid for services performed after the 
election if the election applies to no 
more than an amount equal to the 
total amount of the compensation for 
the performance period multiplied by 
the ratio of the number of days remain-
ing in the performance period after the 
election over the total number of days 
in the performance period. 

(ii) Eligibility to participate. For pur-
poses of this paragraph (a)(7), a service 
provider is eligible to participate in a 
plan at any time during which, under 
the plan’s terms and without further 
amendment or action by the service re-
cipient, the service provider is eligible 
to accrue an amount of deferred com-
pensation under the plan other than 
earnings on amounts previously de-
ferred, even if the service provider has 
elected not to accrue (or has not elect-
ed to accrue) an amount of deferred 
compensation. Where a service pro-
vider has been paid all amounts de-
ferred under a plan, and on and before 
the date of the last payment was not 
eligible to continue (or to elect to con-
tinue) to participate in the plan for pe-
riods after the last payment (other 
than through an election of a different 
time and form of payment with respect 
to the amounts paid), the service pro-
vider may be treated as initially eligi-
ble to participate in a plan as of the 
first date following such payment that 
the service provider becomes eligible to 
accrue an additional amount of de-

ferred compensation. Where a service 
provider has ceased being eligible to 
participate in a plan (other than the 
accrual of earnings), regardless of 
whether all amounts deferred under the 
plan have been paid, and subsequently 
becomes eligible to participate in the 
plan again, the service provider may be 
treated as being initially eligible to 
participate in the plan if the service 
provider had not been eligible to par-
ticipate in the plan (other than the ac-
crual of earnings) at any time during 
the 24-month period ending on the date 
the service provider again becomes eli-
gible to participate in the plan. 

(iii) Application to excess benefit plans. 
For purposes of this paragraph (a)(7), a 
service provider is treated as initially 
eligible to participate in an excess ben-
efit plan as of the first day of the serv-
ice provider’s taxable year imme-
diately following the first year the 
service provider accrues a benefit 
under the excess benefit plan; and any 
election made within 30 days following 
such date is treated as applying to ben-
efits accrued under such plan for serv-
ices performed before the election. For 
purposes of this paragraph (a)(7), the 
term excess benefit plan means all non-
qualified deferred compensation plans 
in which a service provider partici-
pates, to the extent such plans do not 
provide for an election between current 
compensation (including a short-term 
deferral) and deferred compensation 
and solely provide deferred compensa-
tion equal to the excess of the benefits 
the service provider would have ac-
crued under a qualified employer plan 
(as defined in § 1.409A–1(a)(2)) in which 
the service provider also participates, 
in the absence of one or more of the 
limits incorporated into the plan to re-
flect one or more of the limits on con-
tributions or benefits applicable to the 
qualified employer plan under the In-
ternal Revenue Code, over the benefits 
the service provider actually accrues 
under the qualified employer plan. For 
purposes of this paragraph (a)(7), once 
a service provider has accrued a benefit 
or deferred compensation under a plan 
in any year, the service provider will 
not become eligible for an initial defer-
ral election based upon an accrual or 
deferral under an excess benefit plan in 
a subsequent year, even if the benefit 
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or deferred compensation accrued in a 
previous year is forfeited or elimi-
nated. 

(8) Initial deferral election with respect 
to performance-based compensation. In 
the case of any performance-based 
compensation (as defined in § 1.409A– 
1(e)), an initial deferral election may 
be made with respect to such perform-
ance-based compensation on or before 
the date that is six months before the 
end of the performance period, pro-
vided that the service provider per-
forms services continuously from the 
later of the beginning of the perform-
ance period or the date the perform-
ance criteria are established through 
the date an election is made under this 
paragraph (a)(8), and provided further 
that in no event may an election to 
defer performance-based compensation 
be made after such compensation has 
become readily ascertainable. For pur-
poses of this paragraph (a)(8), if the 
performance-based compensation is a 
specified or calculable amount, the 
compensation is readily ascertainable 
if and when the amount is first sub-
stantially certain to be paid. If the per-
formance-based compensation is not a 
specified or calculable amount because, 
for example, the amount may vary 
based upon the level of performance, 
the compensation, or any portion of 
the compensation, is readily ascertain-
able when the amount is first both cal-
culable and substantially certain to be 
paid. For this purpose, the perform-
ance-based compensation is bifurcated 
between the portion that is readily as-
certainable and the amount that is not 
readily ascertainable. Accordingly, in 
general any minimum amount that is 
both calculable and substantially cer-
tain to be paid will be treated as read-
ily ascertainable. 

(9) Nonqualified deferred compensation 
plans linked to qualified employer plans 
or certain other arrangements. If a non-
qualified deferred compensation plan 
provides that the amount deferred 
under the plan is determined under the 
formula for determining benefits under 
a qualified employer plan (as defined in 
§ 1.409A–1(a)(2)) or a broad-based foreign 
retirement plan (as defined in § 1.409A– 
1(a)(3)(v)) maintained by the service re-
cipient but applied without regard to 
one or more limitations applicable to 

the qualified employer plan under the 
Internal Revenue Code or to the broad- 
based foreign retirement plan under 
other applicable law, or that the 
amount deferred under the non-
qualified deferred compensation plan is 
determined as an amount offset by 
some or all of the benefits provided 
under the qualified employer plan or 
the broad-based foreign retirement 
plan, an increase in amounts deferred 
under the nonqualified deferred com-
pensation plan that results directly 
from the operation of the qualified em-
ployer plan or broad-based foreign re-
tirement plan (other than service pro-
vider actions described in paragraphs 
(a)(9)(iii) and (iv) of this section) in-
cluding changes in benefit limitations 
applicable to the qualified employer 
plan or the broad-based foreign retire-
ment plan under the Internal Revenue 
Code or other applicable law does not 
constitute a deferral election under the 
nonqualified deferred compensation 
plan, provided that such operation does 
not otherwise result in a change in the 
time or form of a payment under the 
nonqualified deferred compensation 
plan, and provided further that such 
change in the amounts deferred under 
the nonqualified deferred compensation 
plan does not exceed that change in the 
amounts deferred under the qualified 
employer plan or the broad-based for-
eign retirement plan, as applicable. In 
addition, with respect to such a non-
qualified deferred compensation plan, 
the following actions or failures to act 
will not constitute a deferral election 
under the nonqualified deferred com-
pensation plan even if in accordance 
with the terms of the nonqualified de-
ferred compensation plan, the actions 
or inactions result in an increase in the 
amounts deferred under the plan, pro-
vided that such actions or inactions do 
not otherwise affect the time or form 
of payment under the nonqualified de-
ferred compensation plan and provided 
further that with respect to actions or 
inactions described in paragraphs 
(a)(9)(i) or (ii), the change in the 
amount deferred under the non-
qualified deferred compensation plan 
does not exceed the change in the 
amounts deferred under the qualified 
employer plan or the broad-based for-
eign retirement plan, as applicable: 
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(i) A service provider’s action or in-
action under the qualified employer 
plan or broad-based foreign retirement 
plan with respect to whether to elect 
to receive a subsidized benefit or an an-
cillary benefit under the qualified em-
ployer plan or broad-based foreign re-
tirement plan. 

(ii) The amendment of a qualified 
employer plan or broad-based foreign 
retirement plan to add or remove a 
subsidized benefit or an ancillary ben-
efit, or to freeze or limit future accru-
als of benefits under the qualified plan 
or freeze or limit future accruals of 
benefits or reduce existing benefits 
under the broad-based foreign retire-
ment plan. 

(iii) A service provider’s action or in-
action under a qualified employer plan 
with respect to elective deferrals and 
other employee pre-tax contributions 
subject to the contribution restrictions 
under section 401(a)(30) or section 
402(g), including an adjustment to a de-
ferral election under such qualified em-
ployer plan, provided that for any 
given taxable year, the service pro-
vider’s action or inaction does not re-
sult in an increase in the amounts de-
ferred under all nonqualified deferred 
compensation plans in which the serv-
ice provider participates (other than 
amounts described in paragraph 
(a)(9)(iv) of this section) in excess of 
the limit with respect to elective defer-
rals under section 402(g)(1)(A), (B), and 
(C) in effect for the taxable year in 
which such action or inaction occurs. 

(iv) A service provider’s action or in-
action under a qualified employer plan 
with respect to elective deferrals and 
other employee pre-tax contributions 
subject to the contribution restrictions 
under section 401(a)(30) or section 
402(g), and after-tax contributions by 
the service provider to a qualified em-
ployer plan that provides for such con-
tributions, that affects the amounts 
that are credited under one or more 
nonqualified deferred compensation 
plans as matching amounts or other 
similar amounts contingent on such 
elective deferrals, employee pre-tax 
contributions, or after-tax contribu-
tions, provided that the total of such 
matching or contingent amounts, as 
applicable, never exceeds 100 percent of 
the matching or contingent amounts 

that would be provided under the quali-
fied employer plan absent any plan- 
based restrictions that reflect limits on 
qualified plan contributions under the 
Internal Revenue Code. 

(10) Changes in elections under a cafe-
teria plan. A change in an election 
under a cafeteria plan does not con-
stitute a deferral election with respect 
to an amount deferred under a non-
qualified deferred compensation plan 
to the extent that the change in the 
amount deferred under the non-
qualified deferred compensation plan 
results solely from the application of 
the change in amount eligible to be 
treated as compensation under the 
terms of the nonqualified deferred com-
pensation plan resulting from the elec-
tion change under the cafeteria plan, 
to a benefit formula under the non-
qualified deferred compensation plan 
based upon the service provider’s eligi-
ble compensation, and only to the ex-
tent that such change applies in the 
same manner as any other increase or 
decrease in compensation would apply 
to such benefit formula. 

(11) Initial deferral election with respect 
to certain separation pay. In the case of 
separation pay (as defined in § 1.409A– 
1(m)), where such separation pay is the 
subject of bona fide, arm’s length nego-
tiations at the time of the separation 
from service, an initial deferral elec-
tion may be made at any time up to 
the time the service provider obtains a 
legally binding right to the payment. 
This paragraph (a)(11) does not apply to 
any separation pay to which the serv-
ice provider obtained a legally binding 
right before the negotiations at the 
time of the separation from service, in-
cluding a right to a payment subject to 
a condition such as that the service 
provider separate from service other 
than for cause. In the case of separa-
tion pay due to participation in a win-
dow program (as defined in § 1.409A– 
1(b)(9)(vi)), an initial deferral election 
may be made at any time before the 
time the election to participate in the 
window program becomes irrevocable. 

(12) Initial deferral election with respect 
to certain commissions—(i) Sales commis-
sion compensation. For purposes of this 
paragraph (a), a service provider earn-
ing sales commission compensation is 
treated as providing the services to 
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which such compensation relates only 
in the service provider’s taxable year 
in which the customer remits payment 
to the service recipient or, if applied 
consistently to all similarly situated 
service providers, the service provider’s 
taxable year in which the sale occurs. 
For purposes of this paragraph (a)(12), 
the term sales commission compensation 
means compensation or portions of 
compensation earned by a service pro-
vider if a substantial portion of the 
services provided by such service pro-
vider to a service recipient consist of 
the direct sale of a product or service 
to an unrelated customer, the com-
pensation paid by the service recipient 
to the service provider consists of ei-
ther a portion of the purchase price for 
the product or service or an amount 
substantially all of which is calculated 
by reference to the volume of sales, and 
payment of the compensation is either 
contingent upon the service recipient 
receiving payment from an unrelated 
customer for the product or services or, 
if applied consistently to all similarly 
situated service providers, is contin-
gent upon the closing of the sales 
transaction and such other require-
ments as may be specified by the serv-
ice recipient before the closing of the 
sales transaction. For this purpose, a 
customer is treated as an unrelated 
customer only if the customer is not 
related to either the service provider or 
the service recipient. A person is treat-
ed as related to another person if the 
person would be treated as related to 
the other person under § 1.409A– 
1(f)(2)(ii) or the person would be treat-
ed as providing management services 
to the other person under § 1.409A– 
1(f)(2)(iv). 

(ii) Investment commission compensa-
tion. For purposes of this paragraph (a), 
a service provider earning investment 
commission compensation is treated as 
providing the services to which such 
compensation relates over the 12 
months preceding the date as of which 
the overall value of the assets or asset 
accounts is determined for purposes of 
the calculation of the investment com-
mission compensation. For purposes of 
this paragraph (a)(12), the term invest-
ment commission compensation means 
the compensation or the portion of 
compensation earned by a service pro-

vider if a substantial portion of the 
services provided by such service pro-
vider to a service recipient to which 
such compensation relates consists of 
sales of financial products or other di-
rect customer services to an unrelated 
customer with respect to customer as-
sets or customer asset accounts, the 
customer retains the right to termi-
nate the customer relationship and 
may move or liquidate the assets or 
asset accounts without undue delay 
(which may be subject to a reasonable 
notice period), such compensation con-
sists of a portion of the value of the 
overall assets or asset account balance, 
an amount substantially all of which is 
calculated by reference to the increase 
in the value of the overall assets or ac-
count balance during a specified pe-
riod, or both, and the value of the over-
all assets or account balance and in-
vestment commission compensation is 
determined at least annually. For this 
purpose, a customer is treated as an 
unrelated customer only if the cus-
tomer is not related to either the serv-
ice provider or the service recipient. A 
person is treated as related to another 
person if the person would be treated 
as related to the other person under 
§ 1.409A–1(f)(2)(ii) or the person would 
be treated as providing management 
services to the other person under 
§ 1.409A–1(f)(2)(iv). 

(iii) Commission compensation and re-
lated persons. The rules of paragraphs 
(a)(12)(i) and (ii) of this section apply 
to sales commission compensation and 
investment commission compensation 
involving a related customer, provided 
that substantial sales from which com-
mission compensation arises are made, 
or substantial services from which 
commission compensation arises are 
provided, to unrelated customers by 
the service recipient, the sales and 
service arrangement and the commis-
sion arrangement with respect to the 
related customer are bona fide, arise 
from the service recipient’s ordinary 
course of business, and are substan-
tially the same, both in terms and in 
practice, as the terms and practices ap-
plicable to unrelated customers (as de-
fined in such paragraphs) to which in-
dividually or in the aggregate substan-
tial sales are made or substantial serv-
ices provided by the service recipient. 
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(13) Initial deferral election with respect 
to compensation paid for final payroll pe-
riod—(i) In general. Unless a plan pro-
vides otherwise, compensation payable 
after the last day of the service pro-
vider’s taxable year solely for services 
performed during the final payroll pe-
riod described in section 3401(b) con-
taining the last day of the service pro-
vider’s taxable year or, with respect to 
a non-employee service provider, a pe-
riod not longer than the payroll period 
described in section 3401(b), where such 
amount is payable pursuant to the tim-
ing arrangement under which the serv-
ice recipient normally compensates 
service providers for services per-
formed during a payroll period de-
scribed in section 3401(b), or with re-
spect to a non-employee service pro-
vider, a period not longer than the pay-
roll period described in section 3401(b), 
is treated as compensation for services 
performed in the subsequent taxable 
year in which the payment is made. 
The preceding sentence does not apply 
to any compensation paid during such 
period for services performed during 
any period other than such final pay-
roll period, such as a payment of an an-
nual bonus. Any amendment of a plan 
after December 31, 2007, to add a provi-
sion providing for a differing treatment 
of such compensation may not be effec-
tive for 12 months from the date the 
amendment is executed and enacted. 

(ii) Transition rule. For purposes of 
this paragraph (a)(13), a plan that was 
adopted and effective before December 
31, 2007, whether written or unwritten, 
will be treated as designating such 
compensation for services performed in 
the taxable year in which the payroll 
period ends, unless otherwise set forth 
in writing before December 31, 2007. 

(14) Elections to annualize recurring 
part-year compensation. In the case of a 
service provider receiving recurring 
part-year compensation, an election to 
defer all or a portion of the recurring 
part-year compensation to be earned 
during a particular service period is 
considered to meet the requirements of 
this paragraph (a) if the election is 
made before the services for which the 
recurring part-year compensation is 
paid begin, and the election does not 
defer payment of any of the recurring 
part-year compensation to a date be-

yond the last day of the 13th month 
following the first date of the service 
period. For purposes of this paragraph 
(a)(14), the term recurring part-year com-
pensation means compensation paid for 
services rendered in a position that the 
service recipient and service provider 
reasonably anticipate will continue on 
similar terms and conditions in subse-
quent years, and will require services 
to be provided during successive serv-
ice periods each of which comprises 
less than 12 months (for example, a 
teacher providing services during a 
school year comprised of 10 consecutive 
months), and each of which periods be-
gins in one taxable year of the service 
provider and ends in the next such tax-
able year. The rules of this paragraph 
(a)(14) apply to a particular amount of 
compensation only once, so that an 
amount deferred under this rule may 
not again be treated as recurring part- 
year compensation for purposes of this 
paragraph and subject to a second de-
ferral election under this paragraph 
(a)(14). 

(15) USERRA rights. The requirements 
of this paragraph (a) are deemed satis-
fied to the extent an initial deferral 
election is provided to satisfy the re-
quirements of the Uniformed Service 
Employment and Reemployment 
Rights Act of 1994, as amended, 38 
U.S.C. 4301–4334. 

(b) Subsequent changes in time and 
form of payment—(1) In general. A plan 
that permits under a subsequent elec-
tion a delay in a payment or a change 
in the form of payment (a subsequent 
deferral election), including a subse-
quent deferral election made by a serv-
ice provider or a service recipient, sat-
isfies the requirements of section 
409A(a)(4)(C) only if the conditions of 
this paragraph (b) are met. For pur-
poses of this paragraph (b), except as 
otherwise expressly provided in this 
section, a subsequent deferral election 
is not considered made until such elec-
tion becomes irrevocable under the 
terms of the plan. Accordingly, a plan 
may provide that a subsequent deferral 
election may be changed at any time 
before the last permissible date for 
making such a subsequent deferral 
election. Where a plan permits a subse-
quent deferral election, the require-
ments of this paragraph are satisfied 
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only if the following conditions are 
met: 

(i) The plan requires that such elec-
tion not take effect until at least 12 
months after the date on which the 
election is made. 

(ii) In the case of an election related 
to a payment not described in § 1.409A– 
3(a)(2) (payment on account of dis-
ability), § 1.409A–3(a)(3) (payment on ac-
count of death), or § 1.409A–3(a)(6) (pay-
ment on account of the occurrence of 
an unforeseeable emergency), the plan 
requires that the payment with respect 
to which such election is made be de-
ferred for a period of not less than five 
years from the date such payment 
would otherwise have been paid (or in 
the case of a life annuity or install-
ment payments treated as a single pay-
ment, five years from the date the first 
amount was scheduled to be paid). 

(iii) The plan requires that any elec-
tion related to a payment described in 
§ 1.409A–3(a)(4) (payment at a specified 
time or pursuant to a fixed schedule) 
be made not less than 12 months before 
the date the payment is scheduled to 
be paid (or in the case of a life annuity 
or installment payments treated as a 
single payment, 12 months before the 
date the first amount was scheduled to 
be paid). 

(2) Definition of payments for purposes 
of subsequent changes in the time or form 
of payment—(i) In general. Except as 
provided in paragraphs (b)(2)(ii) and 
(iii) of this section, the term payment 
refers to each separately identified 
amount to which a service provider is 
entitled to payment under a plan on a 
determinable date, and includes 
amounts applied for the benefit of the 
service provider. An amount is sepa-
rately identified only if the amount 
may be objectively determined under a 
nondiscretionary formula. For exam-
ple, an amount identified as 10 percent 
of the account balance as of a specified 
payment date would be a separately 
identified amount. A payment includes 
the provision of any taxable benefit, in-
cluding payment in cash or in kind. In 
addition, a payment includes, but is 
not limited to, the transfer, cancella-
tion, or reduction of an amount of de-
ferred compensation in exchange for 
benefits under a welfare benefit plan, a 
fringe benefit excludible under section 

119 or section 132, or any other benefit 
that is excludible from gross income. 
For additional rules relating to the ap-
plication of this paragraph (b) to 
amounts payable at a fixed time or 
pursuant to a fixed schedule, see 
§ 1.409A–3(i)(1). 

(ii) Life annuities—(A) In general. The 
entitlement to a life annuity is treated 
as the entitlement to a single payment. 
Accordingly, an election to delay pay-
ment of a life annuity, or to change the 
form of payment of a life annuity, 
must be made at least 12 months before 
the scheduled commencement of the 
life annuity, and must defer the pay-
ment for a period of not less than five 
years from the originally scheduled 
commencement of the life annuity. For 
purposes of § 1.409A–1, this section, and 
§§ 1.409A–3 through 1.409A–6, the term 
life annuity means a series of substan-
tially equal periodic payments, payable 
not less frequently than annually, for 
the life (or life expectancy) of the serv-
ice provider, or a series of substan-
tially equal periodic payments, payable 
not less frequently than annually, for 
the life (or life expectancy) of the serv-
ice provider, followed upon the death 
or end of the life expectancy of the 
service provider by a series of substan-
tially equal periodic payments, payable 
not less frequently than annually, for 
the life (or life expectancy) of the serv-
ice provider’s designated beneficiary (if 
any). Notwithstanding the foregoing, a 
schedule of payments does not fail to 
be an annuity solely because such plan 
provides for an immediate payment of 
the actuarial present value of all re-
maining annuity payments if the actu-
arial present value of the remaining 
annuity payments falls below a pre-
determined amount, and the imme-
diate payment of such amount does not 
constitute an accelerated payment for 
purposes of § 1.409A–3(j), provided that 
such feature, including the predeter-
mined amount, is established by no 
later than the time and form of pay-
ment is otherwise required to be estab-
lished, and provided further that any 
change in such feature, including the 
predetermined amount, is a change in 
the time and form of payment. A 
change in designated beneficiary before 
any annuity payment has been made 
under the plan is not a change in the 
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time or form of payment. A change in 
the form of a payment before any an-
nuity payment has been made under 
the plan, from one type of life annuity 
to another type of life annuity with the 
same scheduled date for the first annu-
ity payment, is not considered a 
change in the time and form of a pay-
ment, provided that the annuities are 
actuarially equivalent applying reason-
able actuarial methods and assump-
tions. For purposes of this paragraph 
(b)(2)(ii), a requirement that a service 
provider obtain the consent of a spouse 
or other potential recipient of a sur-
vivor annuity to change a beneficiary 
or form of payment is disregarded, so 
that any annuity form that the service 
recipient could elect to receive with 
such consent is considered currently 
available. 

(B) Certain features disregarded. Not-
withstanding the foregoing provisions 
of this paragraph (b)(2)(ii), the fol-
lowing features are disregarded for pur-
poses of determining whether a pay-
ment form is a life annuity within the 
meaning of this paragraph (b)(2)(ii), 
but are not disregarded for purposes of 
determining whether a life annuity is 
the actuarial equivalent of another life 
annuity except as otherwise provided 
in this paragraph (b)(2)(ii): 

(1) Term certain features under 
which annuity payments continue for 
the longer of the life of the annuitant 
or a fixed period of time. 

(2) Pop-up features under which pay-
ments increase upon the death of the 
beneficiary or another event that 
eliminates the right to a survivor an-
nuity. 

(3) Cash refund features under which 
payment is provided upon the death of 
the last annuitant in an amount that is 
not greater than the excess of the 
present value of the annuity at the an-
nuity starting date over the total of 
payments before the death of the last 
annuitant. 

(4) Features under which an annuity 
form of payment provides higher peri-
odic payments before the expected 
commencement of benefits under the 
Social Security Act (42 U.S.C. ch. 7) or 
the Railroad Retirement Act (45 U.S.C. 
231 et seq.) and lower periodic payments 
after such expected commencement 
date, so that the combined periodic 

payments under the arrangement and 
the Social Security Act or the Railroad 
Retirement Act, as applicable, are ap-
proximately level before and after such 
expected commencement date (Social 
Security or Railroad Retirement lev-
eling features). 

(5) Features providing for an increase 
in the annuity payment in a manner 
described in § 1.401(a)(9)–6, Q&A–14(a)(1) 
or (2) (eligible cost-of-living adjust-
ments). 

(C) Subsidized joint and survivor annu-
ities. For purposes of this paragraph 
(b)(2)(ii), a joint and survivor annuity 
will not fail to be treated as actuari-
ally equivalent to a single life annuity 
due solely to the value of a subsidized 
survivor annuity benefit, provided that 
the annual lifetime annuity benefit 
available to the service provider under 
the joint and survivor annuity is not 
greater than the annual lifetime annu-
ity benefit available to the service pro-
vider under the single life annuity al-
ternative, and provided that the annual 
survivor annuity benefit is not greater 
than the annual lifetime annuity ben-
efit available to the service provider 
under the joint and survivor annuity. 

(D) Actuarial assumptions and methods. 
For purposes of this paragraph 
(b)(2)(ii), at any given time the same 
actuarial assumptions and methods 
must be used in valuing each annuity 
payment option, in determining wheth-
er the payments are actuarially equiv-
alent and such assumptions must be 
reasonable. This requirement applies 
over the entire term of the service pro-
vider’s participation in the plan, such 
that the annuity payment must be ac-
tuarially equivalent at all times for 
the annuity payment options to be 
treated as one time and form of pay-
ment. There is no requirement that the 
same actuarial methods and assump-
tions be used over the term of a service 
provider’s participation in a plan. Ac-
cordingly, a plan may change the actu-
arial assumptions and methods used to 
determine the life annuity payments 
provided that all of the actuarial as-
sumptions and methods are reasonable. 

(iii) Installment payments. The entitle-
ment to a series of installment pay-
ments that is not a life annuity is 
treated as the entitlement to a single 
payment, unless the plan provides at 
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all times with respect to the amount 
deferred that the right to the series of 
installment payments is to be treated 
as a right to a series of separate pay-
ments. For purposes of § 1.409A–1, this 
section, and §§ 1.409A–3 through 1.409A– 
6, a series of installment payments re-
fers to an entitlement to the payment 
of a series of substantially equal peri-
odic amounts to be paid over a pre-
determined period of years, except to 
the extent any increase (or decrease) in 
the amount reflects reasonable earn-
ings (or losses) through the date the 
amount is paid. For this purpose, a se-
ries of installment payments over a 
predetermined period and a series of in-
stallment payments over a shorter or 
longer period, or a series of installment 
payments over the same predetermined 
period but with a different commence-
ment date, are different times and 
forms of payment. Accordingly, a 
change in the predetermined period or 
the commencement date is a change in 
the time and form of payment. Not-
withstanding the foregoing, a schedule 
of payments does not fail to be an in-
stallment payment solely because such 
plan provides for an immediate pay-
ment of all remaining installments if 
the present value of the deferred 
amount to be paid in the remaining in-
stallment payments falls below a pre-
determined amount, and the imme-
diate payment of such amount does not 
constitute an accelerated payment for 
purposes of § 1.409A–3(j), provided that 
such feature including the predeter-
mined amount is established by no 
later than the time and form of pay-
ment is otherwise required to be estab-
lished, and provided further that any 
change in such feature including the 
predetermined amount is a change in 
the time and form of payment. 

(iv) Transition rule. For purposes of 
this section, a plan that was adopted 
and effective before December 31, 2007, 
whether written or unwritten, that 
fails to make a designation as to 
whether the entitlement to a series of 
payments is to be treated as an entitle-
ment to a series of separate payments 
under paragraph (b)(2)(iii) of this sec-
tion, may make such designation on or 
before December 31, 2007, provided such 
designation is set forth in writing on or 
before December 31, 2007. 

(3) Beneficiaries. The rules of this 
paragraph (b) governing changes in the 
time and form of payment apply to 
elections by beneficiaries with respect 
to the time and form of payment, as 
well as elections by service providers 
or service recipients with respect to 
the time and form of payment to bene-
ficiaries. An election to change the 
identity of a beneficiary does not con-
stitute a change in the time and form 
of payment merely because the elec-
tion changes the identity of the recipi-
ent of the payment, if the time and 
form of the payment is not otherwise 
changed. In addition, an election to 
change the identity of a beneficiary be-
fore the initial payment of a life annu-
ity does not constitute a change in the 
time and form of payment if the 
change in the time of payments stems 
solely from the different life expect-
ancy of the new beneficiary, such as in 
the case of a joint and survivor annu-
ity. 

(4) Domestic relations orders. The rules 
of this paragraph (b) governing changes 
in the time and form of payment do not 
apply to elections by individuals other 
than a service provider, with respect to 
payments to a person other than the 
service provider, to the extent such 
elections are reflected in, or made in 
accordance with, the terms of a domes-
tic relations order (as defined in sec-
tion 414(p)(1)(B)). 

(5) Coordination with prohibition 
against acceleration of payments. For 
purposes of applying the prohibition 
against the acceleration of payments 
in § 1.409A–3(j), the definition of pay-
ment is the same as the definition in 
paragraph (b)(2) of this section. Accord-
ingly, a change in the form of a pay-
ment that results in a more rapid 
schedule for payments generally will 
not constitute an acceleration of a pay-
ment, if the change in the form of pay-
ment is made in compliance with the 
subsequent deferral rules. For example, 
a change in form from a 10-year install-
ment payment treated as a single pay-
ment to a lump-sum payment would 
not constitute an acceleration if the 
change in the form of the payment is 
made in compliance with the require-
ments of paragraph (b)(1) of this sec-
tion, generally meaning that the elec-
tion to change to a lump-sum payment 
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must be made at least 12 months before 
the installment payments were sched-
uled to commence and the lump-sum 
payment could not be made until at 
least five years after the date the in-
stallment payments were scheduled to 
commence. See § 1.409A–3(j)(4)(i) with 
respect to situations in which the fail-
ure to accelerate a payment or the 
modification of a plan term relating to 
certain accelerated payments will not 
be subject to the rules of this para-
graph (b). 

(6) Application to multiple payment 
events. In the case of a plan that per-
mits a payment upon each of a number 
of potential permissible payment 
events, such as the earlier of a fixed 
date or separation from service, the re-
quirements of paragraph (b)(1) of this 
section are applied separately to each 
payment (as defined in paragraph (b)(2) 
of this section) due upon each payment 
event. Notwithstanding the foregoing, 
the addition or deletion of a permis-
sible payment event to a plan under 
which amounts were previously de-
ferred is subject to the rules of this 
paragraph (b) where the addition or de-
letion of the permissible payment 
event may result in a change in the 
time or form of payment of the amount 
deferred. For application of the rules 
governing accelerations of payments to 
the addition of a permissible payment 
event to amounts deferred, see § 1.409A– 
3(j). 

(7) Delay of payments under certain cir-
cumstances. A payment may be delayed 
to a date after the designated payment 
date under any of the circumstances 
described in this paragraph (b)(7), and 
the provision will not fail to meet the 
requirements of establishing a permis-
sible payment event and the delay in 
the payment will not constitute a sub-
sequent deferral election, so long as 
the service recipient treats all pay-
ments to similarly situated service 
providers on a reasonably consistent 
basis. 

(i) Payments subject to section 162(m). 
A payment may be delayed to the ex-
tent that the service recipient reason-
ably anticipates that if the payment 
were made as scheduled, the service re-
cipient’s deduction with respect to 
such payment would not be permitted 
due to the application of section 

162(m), provided that the payment is 
made either during the service pro-
vider’s first taxable year in which the 
service recipient reasonably antici-
pates, or should reasonably anticipate, 
that if the payment is made during 
such year, the deduction of such pay-
ment will not be barred by application 
of section 162(m) or during the period 
beginning with the date of the service 
provider’s separation from service and 
ending on the later of the last day of 
the taxable year of the service recipi-
ent in which the service provider sepa-
rates from service or the 15th day of 
the third month following the service 
provider’s separation from service, and 
provided further that where any sched-
uled payment to a specific service pro-
vider in a service recipient’s taxable 
year is delayed in accordance with this 
paragraph, the delay in payment will 
be treated as a subsequent deferral 
election unless all scheduled payments 
to that service provider that could be 
delayed in accordance with this para-
graph are also delayed. Where the pay-
ment is delayed to a date on or after 
the service provider’s separation from 
service, the payment will be considered 
a payment upon a separation from 
service for purposes of the rules under 
§ 1.409A–3(i)(2) (payments to specified 
employees upon a separation from serv-
ice) and, in the case of a specified em-
ployee, the date that is six months 
after a service provider’s separation 
from service is substituted for any ref-
erence to a service provider’s separa-
tion from service in the first sentence 
of this paragraph. No election may be 
provided to the service provider with 
respect to the timing of the payment 
under this paragraph (b)(7)(i). 

(ii) Payments that would violate Fed-
eral securities laws or other applicable 
law. A payment may be delayed where 
the service recipient reasonably antici-
pates that the making of the payment 
will violate Federal securities laws or 
other applicable law; provided that the 
payment is made at the earliest date at 
which the service recipient reasonably 
anticipates that the making of the pay-
ment will not cause such violation. The 
making of a payment that would cause 
inclusion in gross income or the appli-
cation of any penalty provision or 
other provision of the Internal Revenue 
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Code is not treated as a violation of ap-
plicable law. 

(iii) Other events and conditions. A 
service recipient may delay a payment 
upon such other events and conditions 
as the Commissioner may prescribe in 
generally applicable guidance pub-
lished in the Internal Revenue Bulletin 
(see § 601.601(d)(2) of this chapter). For 
additional rules applicable to certain 
delayed payments pursuant to a change 
in control event, see § 1.409A–3(i)(5)(iv). 
For additional rules applicable to 
amounts payable because of an unfore-
seeable emergency, see § 1.409A–3(i)(3). 

(8) USERRA rights. The requirements 
of this paragraph (b) are deemed met to 
the extent an election to change the 
time or form of a payment of deferred 
compensation is provided to satisfy the 
requirements of the Uniformed Serv-
ices Employment and Reemployment 
Rights Act of 1994, as amended, 38 
U.S.C. 4301–4344. 

(9) Examples. The following examples 
illustrate the application of the provi-
sions of this section. For purposes of 
these examples, each employee is an 
individual with a calendar year taxable 
year, and is employed by the specified 
employer: 

Example 1. Initial election to defer salary. 
Employer ZZ sponsors a plan under which 
Employee A may elect to defer a percentage 
of Employee A’s salary. Employee A has par-
ticipated in the plan in prior years. To sat-
isfy the requirements of this section with re-
spect to salary earned in calendar year 2008, 
if Employee A elects to defer any amount of 
such salary, the deferral election (including 
an election as to the time and form of pay-
ment) must be made no later than December 
31, 2007. 

Example 2. Designation of time and form of 
payment where an initial deferral election is not 
provided. Employer YY has a taxable year 
ending September 30. On July 1, 2008, Em-
ployer YY enters into a legally binding obli-
gation to pay Employee B a $10,000 bonus. 
The amount is not subject to a substantial 
risk of forfeiture and does not qualify as per-
formance-based compensation as described in 
§ 1.409A–1(e). Employer YY does not provide 
Employee B an election as to the time and 
form of payment. Unless the amount is to be 
paid in accordance with the short-term de-
ferral rule of § 1.409A–1(b)(4), Employer YY 
must specify the time and form of payment 
on or before July 1, 2008, to satisfy the re-
quirements of this section. 

Example 3. Initial election to defer bonus pay-
able based on services during calendar year. 

Employer XX has a taxable year ending Sep-
tember 30. Employee C participates in a 
bonus plan under which Employee C is enti-
tled to a bonus for services performed during 
the calendar year that, absent an election by 
Employee C, will be paid on March 15 of the 
following year. The amount is not subject to 
a substantial risk of forfeiture and does not 
qualify as performance-based compensation 
as described in § 1.409A–1(e). If Employee C 
elects to defer the payment of the bonus 
with respect to services rendered during cal-
endar year 2008, Employee C must elect the 
time and form of payment not later than De-
cember 31, 2007, to satisfy the requirements 
of this section. 

Example 4. Initial election to defer bonus pay-
able based on services during fiscal year other 
than calendar year. Employer WW has a tax-
able year ending September 30. Employee D 
participates in a bonus plan under which 
Employee D is entitled to a bonus for serv-
ices performed during Employer WW’s fiscal 
year that, absent an election by Employee D, 
will be paid on December 15 of the calendar 
year in which the fiscal year ends. The 
amount is not subject to a substantial risk 
of forfeiture and does not qualify as perform-
ance-based compensation as described in 
§ 1.409A–1(e). The amount qualifies as fiscal 
year compensation. If Employee D elects to 
defer the payment of the amount related to 
the fiscal year ending September 30, 2009, to 
satisfy the requirements of this section Em-
ployee D must elect the time and form of 
payment not later than September 30, 2008. 

Example 5. Initial election to defer bonus pay-
able only if service provider completes at least 12 
months of services after the election. Employer 
VV has a calendar year taxable year. On 
March 1, 2008, Employer VV grants Employee 
E a $10,000 bonus, payable on March 1, 2010 
(with reasonable interest), provided that Em-
ployee E continues performing services as an 
employee of Employer VV through March 1, 
2010. The amount does not qualify as per-
formance-based compensation as described in 
§ 1.409A–1(e), and Employee E already partici-
pates in another account balance non-
qualified deferred compensation plan. Em-
ployee E may make an initial deferral elec-
tion on or before March 31, 2008 (within 30 
days after obtaining a legally binding right), 
because at least 12 months of additional 
services are required after the date of elec-
tion for the risk of forfeiture to lapse. 

Example 6. Initial election to defer bonus that 
would otherwise constitute a short-term 
deferral. The same facts as Example 5, except 
that Employee E does not make an initial 
deferral election on or before March 31, 2008. 
Because the right to the compensation would 
not be treated as a deferral of compensation 
pursuant to § 1.409A–1(b)(4) absent a deferral 
election (because the arrangement would be 
treated as a short-term deferral), Employee 
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E may make an initial deferral election pro-
vided that the election may not become ef-
fective for 12 months and must defer the pay-
ment at least 5 years from March 1, 2010 (the 
first date the payment could become sub-
stantially vested). Accordingly, Employee E 
may make an election before March 1, 2009, 
provided that the election defers the pay-
ment to a date on or after March 1, 2015 
(other than a payment due to death, dis-
ability, unforeseeable emergency, or a 
change in control event). 

Example 7. Initial election to defer sales com-
missions. Employer UU has a calendar year 
taxable year. As part of Employee F’s serv-
ices for Employer UU, Employee F sells re-
frigerators to customers unrelated to Em-
ployee F or Employer UU. Under the employ-
ment arrangement, Employee F is entitled 
to 10% of the sales price of any refrigerator 
Employee F sells, payable only upon the re-
ceipt of payment from the customer who 
purchased the refrigerator. For purposes of 
the initial deferral rule, Employee F is treat-
ed as performing the services related to each 
refrigerator sale in the calendar year in 
which each customer pays for the refrig-
erator. 

Example 8. Initial election to defer renewal 
sales commissions. The same facts as Example 
7, except that Employee F also sells warran-
ties related to the refrigerators sold. Under 
the warranty arrangement, refrigerator war-
ranty customers are entitled in a future year 
to extend the warranty for an additional cost 
to be paid at the time of the extension. 
Under Employee F’s arrangement with Em-
ployer UU, Employee F is entitled to 10% of 
the amount paid for an extension of any war-
ranty, payable upon the receipt of payment 
from the customer extending the warranty. 
For purposes of the initial deferral election 
rule, Employee F is treated as performing 
the services related to the amount paid for 
the extension of the warranty in the taxable 
year in which the customer pays for the war-
ranty extension. 

Example 9. Initial election to defer investment 
commissions. Employer TT is in the trade or 
business of managing financial assets for 
customer accounts. Customers who deposit 
funds in an account with Employer TT are 
entitled to remove the account balance of 
such account upon 60 days notice to Em-
ployer TT. Employee G sells financial prod-
ucts and provides continuing customer serv-
ice to certain unrelated customers involving 
the deposit and maintenance of funds in cus-
tomer accounts managed by Employer TT. 
Under the employment arrangement, Em-
ployee G is entitled to a set percentage of 
the aggregate value of the assets held in the 
accounts of customers to whom Employee G 
sold financial products and provides cus-
tomer service. Under the arrangement, the 
aggregate value of the assets held in the ac-
counts is determined as of June 30 of each 

year, and unless Employee G elects to defer 
the payment, the amount is payable to Em-
ployee G in a lump sum on December 31 of 
the year in which the valuation is made. Em-
ployee G has no control over the valuation of 
the assets held in the accounts, or the cal-
culation of the amount due Employee G. For 
purposes of the initial deferral rule, Em-
ployee G is treated as providing the services 
to which a payment relates during the July 
1 through June 30 period ending on the June 
30 date as of which the assets held in the ac-
count are valued. 

Example 10. Initial election to defer part-year 
compensation. Employee H provides services 
as a teacher to Employer SS, a school sys-
tem. The period of services routinely begins 
on the second Monday of August of one year 
and ends on the first Friday of June of the 
subsequent year. Employer SS provides an 
election to Employee H to receive the com-
pensation for the period of services ratably 
over the period beginning on the second 
Monday of August of one year and ending on 
the last day of August of the subsequent 
year. Because the compensation constitutes 
recurring part-year compensation, as defined 
in paragraph (a)(14) of this section, and be-
cause the schedule will provide that all of 
the recurring part-year compensation is paid 
no later than September 30 of the subsequent 
year, Employee H will be deemed to have 
made a timely deferral election with respect 
to such recurring part-year compensation if 
Employee H elects before the first day of the 
service period to have the recurring part- 
year compensation paid under such schedule. 

Example 11. Initial election to defer negotiated 
separation pay. Employer RR decides to ter-
minate Employee J’s employment involun-
tarily. As part of the process of terminating 
Employee J, Employer RR enters into bona 
fide, arm’s length negotiations with respect 
to the terms of Employee J’s termination of 
employment. As part of the process, Em-
ployer RR offers Employee J an amount that 
is in addition to any amounts to which Em-
ployee J is otherwise entitled, payable either 
as a lump sum payment at the end of 3 years 
or in 3 annual payments starting at the date 
of termination of employment. The election 
of the time and form of payment by Em-
ployee J may be made at any time before 
Employee J accepts the offer and obtains a 
legally binding right to the additional 
amount. The election may not apply to any 
amount to which Employee J already had a 
legally binding right. 

Example 12. Election of time and form of pay-
ments under a window program. Employer QQ 
establishes a window program, as defined in 
§ 1.409A–1(b)(9)(vi). Individuals who elect to 
terminate employment under the window 
program are entitled to receive an amount 
equal to 2 weeks pay multiplied by every 
year of service with Employer QQ. The indi-
viduals participating in the window program 
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may elect to receive the payment as either a 
lump sum payment payable on the first day 
of the month after making the election to 
participate in the window program, or as a 
payment of 3 equal annual installments on 
each January 1 of the first 3 years following 
the election to participate in the window 
program. Employee K is eligible to partici-
pate in the window program. Employee K 
will be treated as making a timely deferral 
election if the election as to the time and 
form of payment is made on or before the 
date Employee K’s election to participate in 
the window program becomes irrevocable. 

Example 13. Initial election to defer salary 
earned during final payroll period beginning in 
one calendar year and ending in the subsequent 
calendar year. Employer PP pays the salary 
of its employees, including Employee L, on a 
bi-weekly basis. One bi-weekly payroll pe-
riod runs from December 24, 2008, through 
January 6, 2009, with a scheduled payment 
date of January 13, 2009. Employer PP spon-
sors, and Employee L participates in, a non-
qualified deferred compensation plan under 
which Employee L may defer a specified per-
centage of his annual salary. The plan does 
not specify that any salary compensation 
paid for the payroll period in which falls 
January 1 is to be treated as compensation 
for services performed during the year pre-
ceding the year in which falls that January 
1. For purposes of applying the initial defer-
ral election rules, Employee L is deemed to 
have performed the services for the payroll 
period December 24, 2008, through January 6, 
2009, during the calendar year 2009. 

Example 14. Application of deferral election 
rules and anti-acceleration rules to a non-
qualified deferred compensation plan linked to a 
qualified plan. Employee M participates in a 
qualified retirement plan that is a defined 
benefit plan that offers a subsidized early re-
tirement benefit to employees who have at-
tained age 55 and completed 30 years of serv-
ice. Employee M, who has attained age 55 
and completed 30 years of service, also par-
ticipates in a nonqualified deferred com-
pensation plan, under which the benefit pay-
able is calculated under a formula, with that 
benefit then reduced by any benefit that Em-
ployee M has accrued under the qualified re-
tirement plan. In 2008, Employee M fails to 
elect the subsidized early retirement benefit 
under the qualified retirement plan, with the 
effect that the amounts payable under the 
nonqualified deferred compensation plan are 
increased by an amount equal to the reduc-
tion in the benefit payable under the quali-
fied plan. In 2009, Employer NN amends the 
qualified retirement plan to increase bene-
fits under the plan, resulting in a decrease in 
the amounts payable under the nonqualified 
deferred compensation plan equal to the in-
crease in the benefit payable under the 
qualified plan. Neither of these actions con-
stitutes a deferral election or an accelera-

tion of a payment under the nonqualified de-
ferred compensation plan. 

Example 15. Subsequent deferral election. Em-
ployee N participates in a nonqualified de-
ferred compensation plan. Employee N elects 
to be paid in a lump sum payment at the ear-
lier of age 65 or separation from service. Em-
ployee N anticipates that he will work after 
age 65, and wishes to defer payment to a 
later date. Provided that Employee N con-
tinues in employment and makes the elec-
tion by his 64th birthday, Employee N may 
elect to receive a lump sum payment at the 
earlier of age 70 or separation from service. 

Example 16. Subsequent deferral election 
rule—change in form of payment from lump sum 
payment to life annuity. Employee P partici-
pates in a nonqualified deferred compensa-
tion plan. Employee P elects to be paid in a 
lump sum payment at age 65. Employee P 
wishes to change the payment form to a life 
annuity. Provided that Employee P makes 
the election on or before his 64th birthday, 
Employee P may elect to receive a life annu-
ity commencing at age 70. 

Example 17. Subsequent deferral election 
rule—change in form of payment from life an-
nuity to lump sum payment. Employee Q par-
ticipates in a nonqualified deferred com-
pensation plan. Employee Q elects to be paid 
in a life annuity at age 65. Employee Q wish-
es to change the payment form to a lump 
sum payment. Provided that Employee Q 
makes the election on or before his 64th 
birthday, Employee Q may elect to receive a 
lump sum payment at age 70. 

Example 18. Subsequent deferral election 
rule—installment payments designated as sepa-
rate payments. Employee R, whose taxable 
year is the calendar year, participates in a 
nonqualified deferred compensation plan 
that provides for payment in a series of 5 
equal annual amounts, each designated as a 
separate payment. The first payment is 
scheduled to be made on January 1, 2010. 
Provided that Employee R makes the elec-
tion on or before January 1, 2009, Employee 
R may elect for the first payment scheduled 
to be made on January 1, 2010, to be made on 
January 1, 2015. If Employee R makes that 
election, but does not elect to defer the re-
maining payments, the remaining payments 
continue to be due upon January 1 of the 4 
consecutive calendar years commencing on 
January 1, 2011. 

Example 19. Subsequent deferral election 
rule—change in form of payment from install-
ment payments not designated as separate pay-
ments to lump sum payment. Employee S par-
ticipates in a nonqualified deferred com-
pensation plan that provides for payment in 
a series of 5 equal annual amounts that are 
not designated as a series of 5 separate pay-
ments. The first amount is scheduled to be 
paid on January 1, 2010. Employee S wishes 
to receive the entire amount equal to the 
sum of all 5 of the amounts to be paid as a 
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lump sum payment. Provided that Employee 
S makes the election on or before January 1, 
2009, Employee S may elect to receive a lump 
sum payment on or after January 1, 2015. 

Example 20. Subsequent deferral election 
rule—change in form of payment from install-
ment payments designated as separate payments 
to lump sum payment. Employee T partici-
pates in a nonqualified deferred compensa-
tion plan that provides for payment in a se-
ries of 5 equal annual amounts each of which 
is designated as a separate payment. The 
first amount is scheduled to be paid on Janu-
ary 1, 2010. Employee T wishes to receive the 
entire amount equal to the sum of all 5 of 
the amounts in a single lump sum payment. 
Provided that Employee T makes the elec-
tion on or before January 1, 2009, Employee 
T may elect to receive a lump sum payment 
on or after January 1, 2019. 

Example 21. Subsequent deferral election 
rule—change in form of payment from one life 
annuity form to another life annuity form. Em-
ployee U participates in a nonqualified de-
ferred compensation plan that permits Em-
ployee U to elect before Employee U’s sepa-
ration from service whether to be paid in the 
form of a single life annuity beginning on 
the first day of the month following Em-
ployee U’s separation from service, or an an-
nuity beginning on the first day of the 
month following Employee U’s separation 
from service under which annuity payments 
continue for Employee U’s lifetime but not 
less than 10 years. The two types of annuities 
are actuarially equivalent at all times apply-
ing reasonable actuarial methods and as-
sumptions. For purposes of this section, the 
two types of annuities are treated as a single 
form of payment. Accordingly, the election 
provided under the plan is not treated as pro-
viding a subsequent deferral election or ac-
celerated payment, and an election by Em-
ployee U under the plan between the two an-
nuity options made before the first scheduled 
payment date for an annuity payment is not 
treated as a subsequent deferral election or 
an acceleration of a payment. 

Example 22. Subsequent deferral election 
rule—change in time of payment from payment 
at specified age to payment at later of specified 
age or separation from service. Employee V 
participates in a nonqualified deferred com-
pensation plan that provides for a lump sum 
payment at age 65. Employee V wishes to 
modify the plan so that the deferred amount 
will be payable upon the later of Employee 
V’s attainment of a specified age or separa-
tion from service. Provided that Employee V 
makes such election on or before his 64th 
birthday, Employee V may modify the plan 
so Employee V will receive a lump sum pay-
ment upon the later of age 70 or separation 
from service. 

Example 23. Subsequent deferral election 
rule—change in time of payment from payment 
at separation from service to payment at later of 

separation from service or specified age. Em-
ployee W participates in a nonqualified de-
ferred compensation plan that provides for a 
lump sum payment at separation from serv-
ice. Employee W wishes to make the pay-
ment payable upon the later of separation 
from service or a predetermined age. Pro-
vided that Employee W makes such election 
on or before the date 1 year before a separa-
tion from service, Employee W may elect to 
receive a lump sum payment upon the later 
of the date 5 years following a separation 
from service or at a specified age. 

Example 24. Subsequent deferral election 
rule—change in time of payment from payment 
at separation from service to payment at a 
change in control event. Employee X partici-
pates in a nonqualified deferred compensa-
tion plan that provides for a lump sum pay-
ment at separation from service. Employee 
X wishes to change the payment provision 
such that the payment is payable upon a 
change in control event. A change in the dis-
tribution provision to provide for a payment 
only upon a change in control event will vio-
late the rules governing payment provisions, 
because the change could result in an accel-
eration if the change in control event occurs 
before Employee X separates from service, or 
a subsequent deferral if the change in con-
trol does not occur until after Employee X 
separates from service. However, provided 
that Employee X makes such election on or 
before the date 1 year before a separation 
from service, Employee X may elect to re-
ceive a payment upon the later of a change 
in control event or 5 years following a sepa-
ration from service. 

(c) Special rules for certain resident 
aliens. For the first taxable year of an 
individual in which such individual is a 
resident alien, a nonqualified deferred 
compensation plan is deemed to meet 
the requirements of paragraph (a) of 
this section if, with respect to com-
pensation payable for services per-
formed during that first taxable year 
or with respect to compensation the 
right to which is subject to a substan-
tial risk of forfeiture as of the first day 
of that first taxable year, an initial de-
ferral election is made by the end of 
such first taxable year, provided that 
the initial deferral election may not 
apply to amounts that have already 
been paid or made available to the 
service provider before the election is 
made. For any year after the first tax-
able year in which an individual is 
classified as a resident alien, this para-
graph (c) does not apply, provided that 
a taxable year may again be treated as 
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the first taxable year in which an indi-
vidual is classified as a resident alien if 
such individual is classified as a resi-
dent alien in that taxable year and has 
not been classified as a resident alien 
for the three consecutive taxable years 
immediately preceding that taxable 
year. 

[T.D. 9321, 72 FR 19276, Apr. 17, 2007; 72 FR 
41621, July 31, 2007] 

§ 1.409A–3 Permissible payments. 
(a) In general. The requirements of 

section 409A(a)(2)(A) are met only if 
the plan provides that an amount of de-
ferred compensation under the plan 
may be paid only upon an event or at a 
time set forth in this paragraph (a): 

(1) The service provider’s separation 
from service (as defined in § 1.409A–1(h) 
and in accordance with paragraph (i)(2) 
of this section). 

(2) The service provider becoming 
disabled (in accordance with paragraph 
(i)(4) of this section). 

(3) The service provider’s death. 
(4) A time or a fixed schedule speci-

fied under the plan (in accordance with 
paragraph (i)(1) of this section). 

(5) A change in the ownership or ef-
fective control of the corporation, or in 
the ownership of a substantial portion 
of the assets of the corporation (in ac-
cordance with paragraph (i)(5) of this 
section). 

(6) The occurrence of an unforesee-
able emergency (in accordance with 
paragraph (i)(3) of this section). 

(b) Designation of payment upon a per-
missible payment event. Except as other-
wise specified in this section, a plan 
provides for the payment upon an 
event described in paragraph (a)(1), (2), 
(3), (5), or (6) of this section if the plan 
provides the date of the event is the 
payment date, or specifies another pay-
ment date that is objectively deter-
minable and nondiscretionary at the 
time the event occurs. A plan may also 
provide that a payment upon an event 
described in paragraph (a)(1), (2), (3), 
(5), or (6) of this section is to be made 
in accordance with a schedule that is 
objectively determinable and nondis-
cretionary based on the date the event 
occurs and that would qualify as a 
fixed schedule under paragraph (i)(1) of 
this section if the payment event were 
instead a fixed date, provided that the 

schedule must be fixed at the time the 
permissible payment event is des-
ignated. In addition, a plan may pro-
vide that a payment, including a pay-
ment that is part of a schedule, is to be 
made during a designated taxable year 
of the service provider that is objec-
tively determinable and nondis-
cretionary at the time the payment 
event occurs such as, for example, a 
schedule of three substantially equal 
payments payable during the first 
three taxable years following the tax-
able year in which a separation from 
service occurs. A plan may also provide 
that a payment, including a payment 
that is part of a schedule, is to be made 
during a designated period objectively 
determinable and nondiscretionary at 
the time the payment event occurs, but 
only if the designated period both be-
gins and ends within one taxable year 
of the service provider or the des-
ignated period is not more than 90 days 
and the service provider does not have 
a right to designate the taxable year of 
the payment (other than an election 
that complies with the subsequent de-
ferral election rules of § 1.409A–2(b)). 
Where a plan provides for a period of 
more than one day following a pay-
ment event during which a payment 
may be made, such as within 90 days 
following the date of the event, the 
payment date for purposes of the subse-
quent deferral rules under § 1.409A–2(b) 
is treated as the first possible date 
upon which a payment could be made 
under the terms of the plan. A plan 
may provide for payment upon the ear-
liest or latest of more than one event 
or time, provided that each event or 
time is described in paragraphs (a)(1) 
through (6) of this section. For exam-
ples illustrating the provisions of this 
paragraph, see paragraph (i)(1)(vi) of 
this section. 

(c) Designation of alternative specified 
dates or payment schedules based upon 
date of permissible event. Except as oth-
erwise provided in this paragraph (c), 
for an amount of deferred compensa-
tion under a plan, the plan may des-
ignate only one time and form of pay-
ment upon the occurrence of each 
event described in paragraph (a)(1), (2), 
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(3), (5), or (6) of this section. For exam-
ple, a plan does not satisfy the require-
ments of this paragraph (c) if it pro-
vides for one payment date or schedule 
of payments if a specified event occurs 
on a Monday, but another payment 
date or schedule of payments if the 
event occurs on any other day of the 
week. However, a plan that provides for 
a payment upon an event described in 
paragraph (a)(2), (3), (5), or (6) of this 
section may allow for an alternative 
payment schedule if the event occurs 
on or before one (but not more than 
one) specified date, provided that the 
addition or deletion of such a different 
time and form of payment applicable 
to an existing deferral is subject to 
§ 1.409A–2(b) (subsequent deferral elec-
tions) and paragraph (j) of this section 
(accelerated payments). For example, a 
plan may provide that a service pro-
vider will receive a lump sum payment 
of the service provider’s entire benefit 
under the plan on the first day of the 
month following a change in control 
event that occurs before the service 
provider attains age 55, but will receive 
5 substantially equal annual payments 
commencing on the first day of the 
month following a change in control 
event that occurs on or after the serv-
ice provider attains age 55. In the case 
of a plan that provides that a payment 
upon an event described in paragraph 
(a)(1) of this section (a payment upon a 
separation from service), a different 
time and form of payment may be des-
ignated with respect to a separation 
from service under each of the fol-
lowing conditions, provided that the 
addition or deletion of such a different 
time and form of payment applicable 
to an existing deferral is subject to 
§ 1.409A–2(b) and paragraph (j) of this 
section: 

(1) A separation from service during a 
limited period of time not to exceed 
two years following a change in control 
event (as defined in paragraph (i)(5) of 
this section). 

(2) A separation from service before 
or after a specified date (for example, 
the attainment of a specified age), or a 
separation from service before or after 
a combination of a specified date, such 
as attaining a specified age, and a spec-
ified period of service determined 
under a predetermined, nondis-

cretionary, objective formula or pursu-
ant to the method for crediting service 
under a qualified plan sponsored by the 
service recipient. 

(3) A separation from service not de-
scribed in paragraphs (c)(1) or (c)(2) of 
this section. 

(d) When a payment is treated as made 
upon the designated payment date. Ex-
cept as otherwise specified in this sec-
tion, a payment is treated as made 
upon the date specified under the plan 
(including a date specified under para-
graph (a)(4) of this section) if the pay-
ment is made at such date or a later 
date within the same taxable year of 
the service provider or, if later, by the 
15th day of the third calendar month 
following the date specified under the 
plan and the service provider is not 
permitted, directly or indirectly, to 
designate the taxable year of the pay-
ment. In addition, a payment is treated 
as made upon the date specified under 
the plan (including a date specified 
under paragraph (a)(4) of this section) 
and is not treated as an accelerated 
payment if the payment is made no 
earlier than 30 days before the des-
ignated payment date and the service 
provider is not permitted, directly or 
indirectly to designate the taxable 
year of the payment. For purposes of 
this paragraph, if the date specified is 
only a designated taxable year of the 
service provider, or a period of time 
during such a taxable year, the date 
specified under the plan is treated as 
the first day of such taxable year or 
the first day of the period of time dur-
ing such taxable year, as applicable. 
The payment with respect to a stock 
right generally occurs upon the exer-
cise of the stock right, so that where a 
stock right designates a fixed exercise 
date, the stock right will be deemed to 
have been paid at such date if the exer-
cise and payment occur on such date or 
a later date within the same taxable 
year of the service provider or, if later, 
by the 15th day of the third calendar 
month following the exercise date spec-
ified under the plan. If calculation of 
the amount of the payment is not ad-
ministratively practicable due to 
events beyond the control of the serv-
ice provider (or service provider’s bene-
ficiary), the payment will be treated as 
made upon the date specified under the 
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plan if the payment is made during the 
first taxable year of the service pro-
vider in which the calculation of the 
amount of the payment is administra-
tively practicable. For purposes of this 
paragraph, the inability of a service re-
cipient to calculate the amount or tim-
ing of a payment due to a failure of a 
service provider (or service provider’s 
beneficiary) to provide reasonably 
available information necessary to 
make such calculation does not con-
stitute an event beyond the control of 
the service provider. Similarly, if the 
making of the payment at the date 
specified under the plan would jeop-
ardize the ability of the service recipi-
ent to continue as a going concern, the 
payment will be treated as made upon 
the date specified under the plan if the 
payment is made during the first tax-
able year of the service provider in 
which the making of the payment 
would not have such effect. 

(e) Designation of time and form of pay-
ment with respect to earnings. A non-
qualified deferred compensation plan 
that provides for actual or notional 
earnings to be credited on amounts of 
deferred compensation may specify, in 
accordance with the requirements of 
§ 1.409A–2(a) (initial deferral elections), 
that such earnings are treated sepa-
rately from the right to the other 
amounts deferred under the plan for 
purposes of designating the time and 
form of payments under such plan, pro-
vided that to satisfy the requirements 
of this paragraph (e), actual or no-
tional earnings must be credited at 
least annually. For these purposes, a 
right to dividend equivalents may be 
treated analogously to a right to ac-
tual or notional earnings on an amount 
of deferred compensation. For purposes 
of this paragraph (e), the term dividend 
equivalents means the right to an 
amount equal to all or a specified por-
tion of dividends declared and paid, if 
any, on a specified number of shares of 
stock. 

(f) Substitutions. Except as otherwise 
provided under these regulations, the 
payment of an amount as a substitute 
for a payment of deferred compensa-
tion will be treated as a payment of the 
deferred compensation. A forfeiture or 
voluntary relinquishment of an 
amount of deferred compensation will 

not be treated as a payment of the 
compensation, but there is no for-
feiture or voluntary relinquishment for 
this purpose if an amount is paid, or a 
legally binding right to a payment is 
created, that acts as a substitute for 
the forfeited or voluntarily relin-
quished amount. Whether a payment or 
a right to a payment acts as a sub-
stitute for a payment of deferred com-
pensation is determined based on all 
the facts and circumstances. However, 
where the payment of an amount re-
sults in an actual or potential reduc-
tion of, or current or future offset to, 
an amount of deferred compensation, 
or if the service provider receives a 
loan the repayment of which is secured 
by or may be accomplished through an 
offset of or a reduction in an amount 
deferred under a nonqualified deferred 
compensation plan, the payment or 
loan is a substitute for the deferred 
compensation. In addition, where a 
service provider’s right to deferred 
compensation is made subject to an-
ticipation, alienation, sale, transfer, 
assignment, pledge, encumbrance, at-
tachment, or garnishment by creditors 
of the service provider or the service 
provider’s beneficiary, the deferred 
compensation is treated as having been 
paid. For the treatment of certain off-
sets, see paragraph (j)(4)(xiii) of this 
section. Even where there is no explicit 
reduction or offset, the payment of an 
amount or creation of a new right to a 
payment proximate to the purported 
forfeiture or voluntary relinquishment 
of a right to deferred compensation is 
presumed to be a substitute for the de-
ferred compensation. The presumption 
is rebuttable by a showing that the 
compensation paid would have been re-
ceived regardless of the forfeiture or 
voluntary relinquishment of the right 
to deferred compensation. Factors indi-
cating that a payment would have been 
received regardless of such forfeiture 
or voluntarily relinquishment include 
that the amount paid is materially less 
than the forfeited or relinquished 
amount, or consists of a type of pay-
ment customarily made in the ordinary 
course of business of the service recipi-
ent to service providers who do not for-
feit or relinquish deferred compensa-
tion (for example, a payment of ac-
crued but unused leave or a payment 
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for a release of actual or potential 
claims). See § 1.409A–1(b)(9)(i) with re-
spect to certain separation pay plans. 

(g) Disputed payments and refusals to 
pay. If a service recipient fails to make 
a payment in whole or in part as of the 
date specified under a plan, either in-
tentionally or unintentionally, other 
than with the express or implied con-
sent of the service provider, the pay-
ment will be treated as made upon the 
date specified under the plan if the 
service provider accepts the portion (if 
any) of the payment that the service 
recipient is willing to make (unless 
such acceptance will result in a relin-
quishment of the claim to all or part of 
the remaining amount), makes prompt 
and reasonable, good faith efforts to 
collect the remaining portion of the 
payment, and any further payment (in-
cluding payment of a lesser amount 
that satisfies the obligation to make 
the payment) is made no later than the 
end of the first taxable year of the 
service provider in which the service 
recipient and the service provider enter 
into a legally binding settlement of 
such dispute, the service recipient con-
cedes that the amount is payable, or 
the service recipient is required to 
make such payment pursuant to a final 
and nonappealable judgment or other 
binding decision. For purposes of this 
paragraph (g), efforts to collect the 
payment will be presumed not to be 
prompt, reasonable, good faith efforts, 
unless the service provider provides no-
tice to the service recipient within 90 
days of the latest date upon which the 
payment could have been timely made 
in accordance with the terms of the 
plan and these regulations, and unless, 
if not paid, the service provider takes 
further enforcement measures within 
180 days after such latest date. For pur-
poses of this paragraph (g), a service 
recipient is not treated as having failed 
to make a payment where pursuant to 
the terms of the plan the service pro-
vider is required to request payment, 
or otherwise provide information or 
take any other action, and the service 
provider has failed to take such action. 
In addition, for purposes of this para-
graph (g), the service provider is 
deemed to have requested that a pay-
ment not be made, rather than the 
service recipient having failed to make 

such payment, where the service recipi-
ent’s decision to refuse to make the 
payment is made by the service pro-
vider or a member of the service pro-
vider’s family (as defined in section 
267(c)(4) applied as if the family of an 
individual includes the spouse of any 
member of the family), or any person 
or group of persons over whom the 
service provider or service provider’s 
family member has effective control, 
or any person any portion of whose 
compensation is controlled the service 
provider or service provider’s family 
member. 

(h) Special rule for certain resident 
aliens. An agreement, method, pro-
gram, or other arrangement that is, or 
constitutes part of, a nonqualified de-
ferred compensation plan is deemed to 
meet the requirements of this section 
with respect to any amount payable in 
the first taxable year of the service 
provider in which a service provider is 
a resident alien, and with respect to 
any amount payable in a subsequent 
taxable year if no later than the last 
day of the first taxable year of the 
service provider in which the service 
provider is a resident alien, the plan is 
amended as necessary so that the times 
and forms of payment of amounts pay-
able in a subsequent year comply with 
the provisions of this section. For any 
year after the first taxable year of an 
individual in which the individual is a 
resident alien, this paragraph (h) does 
not apply, provided that a taxable year 
may again be treated as the first tax-
able year in which an individual is a 
resident alien if such individual has 
not been a resident alien for at least 
three consecutive taxable years imme-
diately preceding the taxable year in 
which the service provider is again a 
resident alien. 

(i) Definitions and special rules—(1) 
Specified time or fixed schedule—(i) In 
general. Amounts are payable at a spec-
ified time or pursuant to a fixed sched-
ule if objectively determinable 
amounts are payable at a date or dates 
that are nondiscretionary and objec-
tively determinable at the time the 
amount is deferred. An amount is ob-
jectively determinable for this purpose 
if the amount is specifically identified 
or if the amount may be determined at 
the time payment is due pursuant to 
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an objective, nondiscretionary formula 
specified at the time the amount is de-
ferred (for example, 50 percent of a 
specified account balance). Except as 
otherwise provided in paragraph (i)(1) 
of this section, an amount is not objec-
tively determinable if the amount of 
the payment is based all or in part 
upon the occurrence of an event, in-
cluding the consummation of a trans-
action by, or a payment of an amount 
to, a service recipient. If an amount is 
payable in a service provider’s taxable 
year (or pursuant to a fixed schedule of 
taxable years of the service provider) 
that is designated at the time the 
amount is deferred and that is objec-
tively determinable, the amount is 
treated as payable at a specified time 
(or pursuant to a fixed schedule), pro-
vided that for purposes of the applica-
tion of the subsequent deferral rules 
contained in § 1.409A–2(b), the specified 
time or fixed schedule of payments is 
deemed to refer to the first day of the 
relevant taxable year or years. A speci-
fied time or fixed schedule also in-
cludes the designation at the time the 
amount is deferred of a defined period 
or periods within the service provider’s 
taxable year or taxable years that are 
objectively determinable, provided 
that no such defined period may begin 
within one taxable year and end within 
another taxable year, and provided fur-
ther that for purposes of the applica-
tion of the subsequent deferral rules 
contained in § 1.409A–2(b), the specified 
time or fixed schedule of payments is 
deemed to refer to the first day of the 
relevant period in which the payment 
will be made. A plan may provide that 
a payment upon the lapse of a substan-
tial risk of forfeiture is to be made in 
accordance with a fixed schedule that 
is objectively determinable based on 
the date the substantial risk of for-
feiture lapses (disregarding any discre-
tionary acceleration of the lapse of the 
substantial risk of forfeiture), provided 
that the schedule must be fixed on the 
date the time and form of payment are 
designated, and any change in the fixed 
schedule will constitute a change in 
the time and form of payment. For ex-
ample, a plan that provides for a bonus 
payment subject to the condition that 
the service provider complete three 
years of service, and subject to the fur-

ther condition that such requirement 
of continued services will lapse upon 
the occurrence of an initial public of-
fering, which condition if applied alone 
would constitute a substantial risk of 
forfeiture, may provide that a service 
provider is entitled to substantially 
equal payments on each of the first 
three anniversaries of the date the sub-
stantial risk of forfeiture lapses (the 
earlier of three years of service or the 
date of an initial public offering). 

(ii) Payment schedules with formula 
and fixed limitations—(A) Individual limi-
tations. A schedule of payments does 
not fail to be a fixed schedule of pay-
ments where the amount of a payment 
or payments that may be paid at a 
specified time or during a specified pe-
riod is limited by an objective nondis-
cretionary formula or a specified 
amount that is not under the effective 
control of the service provider and is 
not subject to the exercise of discretion 
by the service recipient, where such 
limitation is established on or before 
the date the time and form of payment 
is otherwise required to be set under 
these regulations, and the plan speci-
fies the time and form of any payment 
that will be made or completed after 
its original payment date due to the 
application of the limitation. A change 
in the limitation or a change in the 
time and form of any payment that ex-
ceeds the limitation is subject to the 
requirements of § 1.409A–2(b) (subse-
quent deferral elections) and paragraph 
(j) of this section (accelerated pay-
ments). For purposes of this paragraph, 
a plan provision that reduces a sched-
ule of periodic payments on a dollar- 
for-dollar basis by the amount of So-
cial Security payments received or re-
ceivable may be treated as a nondis-
cretionary, objective formula limita-
tion, if such reduction does not other-
wise affect the time of payment of the 
deferred compensation (other than a 
forfeiture due to the reduction), includ-
ing changes based on the service pro-
vider’s eligibility or elections related 
to Social Security benefits. Similarly, 
a plan provision that reduces a sched-
ule of periodic payments on a dollar- 
for-dollar basis by the amount of bona 
fide disability pay (within the meaning 
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of § 1.409A–1(a)(5)) received or receiv-
able may be treated as a nondis-
cretionary, objective formula limita-
tion, if the disability payments are 
made pursuant to a plan sponsored by 
the service recipient that covers a sub-
stantial number of service providers 
and was established before the service 
provider became disabled, and if such 
reduction does not otherwise affect the 
time of payment of the deferred com-
pensation (other than a forfeiture due 
to the reduction). Whether an amend-
ment to, or other change in the benefit 
payable under, such bona fide dis-
ability plan results in an acceleration 
of a payment for purposes of paragraph 
(j) of this section or a subsequent elec-
tion to delay the time or change the 
form of payment for purposes of 
§ 1.409A–2(b) is determined based on all 
of the relevant facts and cir-
cumstances. 

(B) Limitations on aggregate payments 
to all participants in substantially iden-
tical plans. A schedule of payments does 
not fail to be a fixed schedule of pay-
ments where the amount of the aggre-
gate payments that will be made dur-
ing a specified period of time to all par-
ticipants in substantially identical 
plans is limited by an objective nondis-
cretionary formula or specified amount 
that is not under the effective control 
of the service provider and is not sub-
ject to the exercise of discretion by the 
service recipient, where the limit is es-
tablished on or before the date the 
time and form of payment of the 
amount deferred is otherwise required 
to be set under these regulations, the 
method of allocating payments among 
the participants where there is an over-
all limitation on the aggregate amount 
that may be paid to a group of service 
providers during a specified period is 
an objective nondiscretionary alloca-
tion method that is not under the ef-
fective control of the service provider 
and is not subject to the exercise of 
discretion by the service recipient, the 
method is established on or before the 
date the time and form of payment of 
the amount deferred is otherwise re-
quired to be set, and the plan specifies 
the time and form of any payment of 
any amount that will be paid after its 
original payment date due to the appli-
cation of the limitation. A change in 

the limitation or a change in the time 
and form of payment of any payment 
that is not otherwise made at the 
scheduled payment date due to applica-
tion of the formula limitation is sub-
ject to the requirements of § 1.409A–2(b) 
(subsequent deferral elections) and 
paragraph (j) of this section (acceler-
ated payments). 

(iii) Payment schedules determined by 
timing of payments received by the service 
recipient. A payment schedule deter-
mined by reference to the timing of 
payments received by the service re-
cipient (not including payments from 
one entity to another entity where 
both entities are treated as part of a 
single service recipient), meets the re-
quirements of a specified date or fixed 
schedule of payments if the following 
conditions are met: 

(A) The payments due to the service 
recipient arise from bona fide and rou-
tine transactions in the ordinary 
course of business of the service recipi-
ent. 

(B) The service provider does not 
have effective control of the service re-
cipient, the person from whom such 
amounts are due, or the collection of 
any of the amounts due to the service 
recipient. 

(C) The payment schedule provides 
an objective, nondiscretionary method 
of identification of the payments to the 
service recipient from which the 
amount of the payment from the serv-
ice recipient to the service provider is 
determined. 

(D) The payment schedule provides 
an objective, nondiscretionary sched-
ule under which the payments will be 
made to the service provider. 

(E) The payments to the service re-
cipient from which the amount of the 
payments from service recipient to the 
service provider are determined result 
from sales of a type that the service re-
cipient is in the trade or business of 
making and makes frequently, and ei-
ther all such sales by the service re-
cipient are taken into account for pur-
poses of determining the payment to 
the service provider, or there is a le-
gitimate, non-tax business reason for 
identifying the specific sales taken 
into account. 
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(iv) Reimbursement or in-kind benefit 
plans—(A) General rule. A plan that pro-
vides for reimbursements of expenses 
incurred by a service provider, or in- 
kind benefits, meets the requirements 
of a specified date or fixed schedule of 
payments with respect to such reim-
bursements or benefits if the following 
conditions are met: 

(1) The plan provides an objectively 
determinable nondiscretionary defini-
tion of the expenses eligible for reim-
bursement or of the in-kind benefits to 
be provided. 

(2) The plan provides for the reim-
bursement of expenses incurred or for 
the provision of the in-kind benefits 
during an objectively and specifically 
prescribed period (including the life-
time of the service provider). 

(3) The plan provides that the 
amount of expenses eligible for reim-
bursement, or in-kind benefits pro-
vided, during a service provider’s tax-
able year may not affect the expenses 
eligible for reimbursement, or in-kind 
benefits to be provided, in any other 
taxable year. 

(4) The reimbursement of an eligible 
expense is made on or before the last 
day of the service provider’s taxable 
year following the taxable year in 
which the expense was incurred. 

(5) The right to reimbursement or in- 
kind benefits is not subject to liquida-
tion or exchange for another benefit. 

(B) Medical reimbursement arrange-
ments. Notwithstanding the foregoing, 
an arrangement providing for the reim-
bursement of expenses referred to in 
section 105(b) will not be deemed to fail 
to meet the requirements of paragraph 
(i)(1)(iv)(A)(3) of this section solely be-
cause the arrangement provides for a 
limit on the amount of expenses that 
may be reimbursed under such arrange-
ment over some or all of the period in 
which the reimbursement arrangement 
remains in effect. 

(v) Tax gross-up payments. A plan pro-
viding a right to a tax gross-up pay-
ment will be treated as providing for 
payment at a specified time or on a 
fixed schedule of payments if the plan 
provides that payment will be made, 
and the payment is made, by the end of 
the service provider’s taxable year next 
following the service provider’s taxable 
year in which the service provider re-

mits the related taxes. For purposes of 
this paragraph (i)(1)(v), the term tax 
gross-up payment refers to a payment to 
reimburse the service provider in an 
amount equal to all or a designated 
portion of the Federal, state, local, or 
foreign taxes imposed upon the service 
provider as a result of compensation 
paid or made available to the service 
provider by the service recipient, in-
cluding the amount of additional taxes 
imposed upon the service provider due 
to the service recipient’s payment of 
the initial taxes on such compensation. 
In addition, a right to the reimburse-
ment of expenses incurred due to a tax 
audit or litigation addressing the exist-
ence or amount of a tax liability, 
whether Federal, state, local, or for-
eign, satisfies the requirement of a 
fixed time and form of payment if the 
right to the reimbursement provides 
that payment will be made, and the 
payment is made, by the end of the 
service provider’s taxable year fol-
lowing the service provider’s taxable 
year in which the taxes that are the 
subject of the audit or litigation are re-
mitted to the taxing authority, or 
where as a result of such audit or liti-
gation no taxes are remitted, the end 
of the service provider’s taxable year 
following the service provider’s taxable 
year in which the audit is completed or 
there is a final and nonappealable set-
tlement or other resolution of the liti-
gation. Nothing in this paragraph 
(i)(1)(v) otherwise alters the applica-
tion of section 409A to the underlying 
compensation arrangement or other ar-
rangement that results in the taxes 
subject to the right to the tax gross-up 
payment. 

(vi) Examples. The following examples 
(in which each employee is an indi-
vidual whose taxable year is the cal-
endar year) illustrate the principles of 
paragraphs (a), (b), (c), (d), and (i)(1) of 
this section: 

Example 1. Employee A provides services as 
an employee of Employer Z, but is not a 
specified employee. Employee A participates 
in a nonqualified deferred compensation plan 
providing for a lump sum payment payable 
on or before December 31 of the calendar 
year in which Employee A separates from 
service. The plan provides for a payment 
upon a separation from service in compli-
ance with this section. 
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Example 2. Employee B provides services as 
an employee of Employer Y, but is not a 
specified employee. Employee B participates 
in a nonqualified deferred compensation plan 
providing for a lump sum payment payable 
on or before the 90th day immediately fol-
lowing the date upon which Employee B sep-
arates from service. Employer Y retains the 
sole discretion to determine when during the 
90-day period the payment will be made. Al-
though the plan does not specify a period 
during one calendar year in which the pay-
ment will be made, the plan provides for a 
payment upon a separation from service in 
compliance with this section because the pe-
riod over which the payment may be made is 
not longer than 90 days. 

Example 3. Employee C provides services as 
an employee of Employer X, but is not a 
specified employee. Employee C participates 
in a nonqualified deferred compensation plan 
providing for a lump sum payment payable 
on or before the 180th day following the date 
upon which Employee C separates from serv-
ice. Employer X retains the sole discretion 
to determine when during the 180-day period 
the payment will be made. Because the plan 
does not specify a period during one calendar 
year in which the payment will be made, and 
because the period over which the payment 
may be made is longer than 90 days, the plan 
does not provide for a payment upon a sepa-
ration from service that complies with this 
section. 

Example 4. Employee D provides services as 
an employee of Employer W, but is not a 
specified employee. Employee D participates 
in a nonqualified deferred compensation plan 
providing for 10 installment payments pay-
able on the first 10 anniversaries of the date 
Employee D separates from service, provided 
that no installment payment in any year 
may be more than 1% of Employer W’s net 
income for the previous calendar year, and 
provided further that the excess over such 
limit that would otherwise be payable but is 
not paid due to application of the limit will 
become payable as of the first installment 
payment date at which time such amount, in 
combination with any installment payment 
otherwise due Employee D, does not exceed 
1% of Employer W’s net income for the pre-
vious calendar year. Provided that Employee 
D does not retain effective control of the cal-
culation of Employer W’s net income or the 
amount that Employee D will not be paid 
due to application of the limit, the plan pro-
vides for a schedule of payments upon a sepa-
ration from service that complies with this 
section. 

Example 5. Employee E and Employee F 
provide services as employees of Employer 
V, but neither is a specified employee. Em-
ployee E and Employee F both participate in 
substantially identical nonqualified deferred 
compensation plans providing for 10 install-
ment payments payable on the first 10 anni-

versaries of the date the respective employee 
separates from service, provided that the 
total amount of installment payments in 
any year may not be more than 1% of Em-
ployer V’s net income for the previous year, 
that where any payments are not made due 
to application of the limit the determination 
of the amount not paid to a particular em-
ployee will be made by applying the overall 
limit proportionately based upon the install-
ment payment due the employee that year, 
and that the excess over such limit that 
would otherwise be payable but is not paid 
due to application of the limit will become 
payable as of the first installment payment 
date at which time such amount, in com-
bination with any installment payments oth-
erwise due the participants, does not exceed 
1% of Employer V’s net income for the pre-
vious calendar year. Provided that neither 
Employee E nor Employee F retains effec-
tive control of the calculation of Employer 
V’s net income or the amount that the re-
spective employee will not be paid due to ap-
plication of the limit, the plan provides for a 
schedule of payments upon a separation from 
service that complies with this section. 

Example 6. Employee G provides services as 
an employee of Employer U, but is not a 
specified employee. As a bona fide part of 
this employment relationship, Employee G 
provides professional services to clients of 
Employer U as part of the bona fide, ordi-
nary course of Employer U’s trade or busi-
ness. Under an arrangement between Em-
ployee G and Employer U, Employer U 
agrees to pay Employee G upon Employee 
G’s separation from service an amount equal 
to 5% of any amount collected from Com-
pany T, a client of Employer U for which 
Employee G performed services during his 
employment with Employer U, during the 36 
months following Employee G’s separation 
from service. Under the arrangement, the 
amounts due to Employee G based upon pay-
ments received by Employer U during any 
calendar year are payable to Employee G on 
April 1 of the subsequent calendar year. Pro-
vided that Employee G does not have effec-
tive control of Employer U, Company T, or 
the collection of any amounts due Employer 
Y from Company T, the arrangement pro-
vides for a schedule of payments upon a sepa-
ration from service that complies with this 
section. 

Example 7. Employee H provides services as 
an employee of Employer S, but is not a 
specified employee. Under a plan sponsored 
by Employer S, Employee H has a legally 
binding right upon a separation from service 
to the reimbursement of country club dues 
paid in the calendar year of the separation 
from service and each of the next 3 calendar 
years following the separation from service 
in an amount not to exceed $30,000 in any 
calendar year, provided that the amount of 
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dues paid in any calendar year that are eligi-
ble for reimbursement equals only the 
amount actually expended during such cal-
endar year, and the maximum amount avail-
able for reimbursement in any calendar year 
will not be increased or decreased to reflect 
the amount expended or reimbursed in a 
prior or subsequent calendar year. The plan 
further provides that any reimbursement 
must be paid to Employee H by December 31 
of the calendar year following the year in 
which Employee H pays the country club 
dues. The reimbursement plan provides for a 
schedule of payments upon a separation from 
service that complies with this section. 

Example 8. Employee J provides services as 
an employee of Employer Q, but is not a 
specified employee. Under a plan sponsored 
by Employer Q, Employee J has a legally 
binding right upon a separation from service 
to the reimbursement of country club dues 
paid during the calendar year in which the 
separation from service occurs and the next 
3 calendar years in a total amount not to ex-
ceed $90,000. The plan further provides that 
any reimbursement must be paid to Em-
ployee J by December 31 of the calendar year 
following the year in which Employee J pays 
the country club dues. Because the reim-
bursement of a payment of country club dues 
in one calendar year may affect the amount 
of country club dues available for reimburse-
ment in another calendar year, the plan does 
not provide for a schedule of payments upon 
a separation from service that complies with 
this section. 

(2) Separation from service—required 
delay in payment to a specified employee 
pursuant to a separation from service—(i) 
In general. In the case of any service 
provider who is a specified employee 
(as defined in § 1.409A–1(i)) as of the 
date of a separation from service, the 
requirements of paragraph (a)(1) of this 
section permitting a payment upon a 
separation from service are satisfied 
only if payments may not be made be-
fore the date that is six months after 
the date of separation from service (or, 
if earlier than the end of the six-month 
period, the date of death of the speci-
fied employee). For this purpose, a 
service provider who is not a specified 
employee as of the date of a separation 
from service will not be treated as sub-
ject to this requirement even if the 
service provider would have become a 
specified employee if the service pro-
vider had continued to provide services 
through the next specified employee ef-
fective date. Similarly, a service pro-
vider who is treated as a specified em-
ployee as of the date of a separation 

from service will be subject to this re-
quirement even if the service provider 
would not have been treated as a speci-
fied employee after the next specified 
employee effective date had the speci-
fied employee continued providing 
services through the next specified em-
ployee effective date. Notwithstanding 
the foregoing, this paragraph (i)(2)(i) 
does not apply to a payment made 
under the circumstances described in 
paragraph (j)(4)(ii) (domestic relations 
order), (j)(4)(iii) (conflicts of interest), 
or (j)(4)(vi) (payment of employment 
taxes) of this section. 

(ii) Application of payment rules to de-
layed payments. The required delay in 
payment is met if payments to which a 
specified employee would otherwise be 
entitled during the first six months fol-
lowing the date of separation from 
service are accumulated and paid on 
the first day of the seventh month fol-
lowing the date of separation from 
service, or if each payment to which a 
specified employee is otherwise enti-
tled upon a separation from service is 
delayed by six months. A service re-
cipient may retain discretion to choose 
which method will be implemented, 
provided that no direct or indirect 
election as to the method may be pro-
vided to the service provider. For an af-
fected specified employee, a date upon 
which the plan or the service recipient 
designates that the payment will be 
made after the six-month delay is 
treated as a fixed payment date for 
purposes of paragraph (d) of this sec-
tion once the separation from service 
has occurred. 

(3) Unforeseeable emergency—(i) Defini-
tion. For purposes of §§ 1.409A–1 and 
1.409A–2, this section, and §§ 1.409A–4 
through 1.409A–6, an unforeseeable emer-
gency is a severe financial hardship to 
the service provider resulting from an 
illness or accident of the service pro-
vider, the service provider’s spouse, the 
service provider’s beneficiary, or the 
service provider’s dependent (as defined 
in section 152, without regard to sec-
tion 152(b)(1), (b)(2), and (d)(1)(B)); loss 
of the service provider’s property due 
to casualty (including the need to re-
build a home following damage to a 
home not otherwise covered by insur-
ance, for example, not as a result of a 
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natural disaster); or other similar ex-
traordinary and unforeseeable cir-
cumstances arising as a result of 
events beyond the control of the serv-
ice provider. For example, the immi-
nent foreclosure of or eviction from the 
service provider’s primary residence 
may constitute an unforeseeable emer-
gency. In addition, the need to pay for 
medical expenses, including non-re-
fundable deductibles, as well as for the 
costs of prescription drug medication, 
may constitute an unforeseeable emer-
gency. Finally, the need to pay for the 
funeral expenses of a spouse, a bene-
ficiary, or a dependent (as defined in 
section 152, without regard to section 
152(b)(1), (b)(2), and (d)(1)(B)) may also 
constitute an unforeseeable emer-
gency. Except as otherwise provided in 
this paragraph (i)(3)(i), the purchase of 
a home and the payment of college tui-
tion are not unforeseeable emer-
gencies. Whether a service provider is 
faced with an unforeseeable emergency 
permitting a distribution under this 
paragraph (i)(3)(i) is to be determined 
based on the relevant facts and cir-
cumstances of each case, but, in any 
case, a distribution on account of un-
foreseeable emergency may not be 
made to the extent that such emer-
gency is or may be relieved through re-
imbursement or compensation from in-
surance or otherwise, by liquidation of 
the service provider’s assets, to the ex-
tent the liquidation of such assets 
would not cause severe financial hard-
ship, or by cessation of deferrals under 
the plan. A plan may provide for a pay-
ment upon a specific type or types of 
unforeseeable emergency, without pro-
viding for payment upon all unforesee-
able emergencies, provided that any 
event upon which a payment may be 
made qualifies as an unforeseeable 
emergency. 

(ii) Amount of payment permitted upon 
an unforeseeable emergency. Distribu-
tions because of an unforeseeable emer-
gency must be limited to the amount 
reasonably necessary to satisfy the 
emergency need (which may include 
amounts necessary to pay any Federal, 
state, local, or foreign income taxes or 
penalties reasonably anticipated to re-
sult from the distribution). Determina-
tions of amounts reasonably necessary 
to satisfy the emergency need must 

take into account any additional com-
pensation that is available if the plan 
provides for cancellation of a deferral 
election upon a payment due to an un-
foreseeable emergency. See paragraph 
(j)(4)(viii) of this section. However, the 
determination of amounts reasonably 
necessary to satisfy the emergency 
need is not required to take into ac-
count any additional compensation 
that is available from a qualified em-
ployer plan as defined in § 1.409A–1(a)(2) 
(including any amount available by ob-
taining a loan under the plan), or that 
due to the unforeseeable emergency is 
available under another nonqualified 
deferred compensation plan (including 
a plan that would provide for deferred 
compensation except due to the appli-
cation of the effective date provisions 
under § 1.409A–6). The payment may be 
made from any plan in which the serv-
ice provider participates that provides 
for payment upon an unforeseeable 
emergency, provided that the plan 
under which the payment was made 
must be designated at the time of pay-
ment. 

(iii) Payments due to an unforeseeable 
emergency. A service provider may re-
tain discretion with respect to whether 
to apply for a payment upon an unfore-
seeable emergency, and a service re-
cipient may retain discretion with re-
spect to whether to make a payment 
available under the plan due to an un-
foreseeable emergency. A service pro-
vider who has experienced an unfore-
seeable emergency will not be treated 
as making a subsequent deferral elec-
tion under § 1.409A–2(b) (subsequent de-
ferral election rules) if the service pro-
vider does not apply for or elect to re-
ceive a payment available under the 
plan. A service recipient will not be 
treated as making a subsequent defer-
ral election under § 1.409A–2(b) (subse-
quent deferral election rules) if the 
service recipient exercises its discre-
tion not to make a payment otherwise 
available due to an unforeseeable emer-
gency. 

(4) Disability—(i) In general. For pur-
poses of §§ 1.409A–1 and 1.409A–2, this 
section, and §§ 1.409A–4 through 1.409A– 
6, except as otherwise specifically pro-
vided, a service provider is considered 
disabled if the service provider meets 
one of the following requirements: 
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(A) The service provider is unable to 
engage in any substantial gainful ac-
tivity by reason of any medically de-
terminable physical or mental impair-
ment that can be expected to result in 
death or can be expected to last for a 
continuous period of not less than 12 
months. 

(B) The service provider is, by reason 
of any medically determinable physical 
or mental impairment that can be ex-
pected to result in death or can be ex-
pected to last for a continuous period 
of not less than 12 months, receiving 
income replacement benefits for a pe-
riod of not less than three months 
under an accident and health plan cov-
ering employees of the service pro-
vider’s employer. 

(ii) Limited plan definition of disability. 
A plan may provide for a payment upon 
any disability, and need not provide for 
a payment upon all disabilities, pro-
vided that any disability upon which a 
payment may be made under the plan 
complies with the provisions of this 
paragraph (i)(4). 

(iii) Determination of disability. A plan 
may provide that a service provider 
will be deemed disabled if determined 
to be totally disabled by the Social Se-
curity Administration or Railroad Re-
tirement Board. A plan may also pro-
vide that a service provider will be 
deemed disabled if determined to be 
disabled in accordance with a dis-
ability insurance program, provided 
that the definition of disability applied 
under such disability insurance pro-
gram complies with the requirements 
of this paragraph (i)(4). 

(5) Change in the ownership or effective 
control of a corporation, or a change in 
the ownership of a substantial portion of 
the assets of a corporation—(i) In general. 
Pursuant to section 409A(a)(2)(A)(v), a 
plan may permit a payment upon the 
occurrence of a change in the owner-
ship of the corporation (as defined in 
paragraph (i)(5)(v) of this section), a 
change in effective control of the cor-
poration (as defined in paragraph 
(i)(5)(vi) of this section), or a change in 
the ownership of a substantial portion 
of the assets of the corporation (as de-
fined in paragraph (i)(5)(vii) of this sec-
tion) (collectively referred to as a 
change in control event). To qualify as 
a change in control event, the occur-

rence of the event must be objectively 
determinable and any requirement that 
any other person or group, such as a 
plan administrator or compensation 
committee, certify the occurrence of a 
change in control event must be strict-
ly ministerial and not involve any dis-
cretionary authority. The plan may 
provide for a payment on a particular 
type or types of change in control 
events, and need not provide for a pay-
ment on all such events, provided that 
each event upon which a payment is 
provided qualifies as a change in con-
trol event. For rules regarding the abil-
ity of the service recipient to termi-
nate the plan and pay amounts of de-
ferred compensation upon a change in 
control event, see paragraph 
(j)(4)(ix)(B) of this section. 

(ii) Identification of relevant corpora-
tion—(A) In general. To constitute a 
change in control event with respect to 
the service provider, the change in con-
trol event must relate to— 

(1) The corporation for whom the 
service provider is performing services 
at the time of the change in control 
event; 

(2) The corporation that is liable for 
the payment of the deferred compensa-
tion (or all corporations liable for the 
payment if more than one corporation 
is liable) but only if either the deferred 
compensation is attributable to the 
performance of service by the service 
provider for such corporation (or cor-
porations) or there is a bona fide busi-
ness purpose for such corporation or 
corporations to be liable for such pay-
ment and, in either case, no significant 
purpose of making such corporation or 
corporations liable for such payment is 
the avoidance of Federal income tax; 
or 

(3) A corporation that is a majority 
shareholder of a corporation identified 
in paragraph (i)(5)(ii)(A)(1) or (2) of this 
section, or any corporation in a chain 
of corporations in which each corpora-
tion is a majority shareholder of an-
other corporation in the chain, ending 
in a corporation identified in para-
graph (i)(5)(ii)(A)(1) or (2) of this sec-
tion. 

(B) Majority shareholder. For purposes 
of this paragraph (i)(5)(ii), a majority 
shareholder is a shareholder owning 
more than 50 percent of the total fair 
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market value and total voting power of 
such corporation. 

(C) Example. The following example 
illustrates the rules of this paragraph 
(i)(5)(ii): 

Example. Corporation A is a majority 
shareholder of Corporation B, which is a ma-
jority shareholder of Corporation C. A 
change in ownership of Corporation B con-
stitutes a change in control event to service 
providers performing services for Corpora-
tion B or Corporation C, and to service pro-
viders for which Corporation B or Corpora-
tion C is solely liable for payments under the 
plan (for example, former employees), but is 
not a change in control event as to Corpora-
tion A or any other corporation of which 
Corporation A is a majority shareholder un-
less the sale constitutes a change in the own-
ership of a substantial portion of Corpora-
tion A’s assets (see paragraph (i)(5)(vii) of 
this section). 

(iii) Attribution of stock ownership. For 
purposes of paragraph (i)(5) of this sec-
tion, section 318(a) applies to deter-
mine stock ownership. Stock under-
lying a vested option is considered 
owned by the individual who holds the 
vested option (and the stock under-
lying an unvested option is not consid-
ered owned by the individual who holds 
the unvested option). For purposes of 
the preceding sentence, however, if a 
vested option is exercisable for stock 
that is not substantially vested (as de-
fined by § 1.83–3(b) and (j)), the stock 
underlying the option is not treated as 
owned by the individual who holds the 
option. 

(iv) Special rules for certain delayed 
payments pursuant to a change in control 
event—(A) Certain transaction-based 
compensation. Payments of compensa-
tion related to a change in control 
event described in paragraph (i)(5)(v) of 
this section (change in the ownership 
of a corporation) or paragraph 
(i)(5)(vii) of this section (change in the 
ownership of a substantial portion of a 
corporation’s assets), that occur be-
cause a service recipient purchases its 
stock held by the service provider or 
because the service recipient or a third 
party purchases a stock right held by a 
service provider, or that are calculated 
by reference to the value of stock of 
the service recipient (collectively, 
transaction-based compensation), may 
be treated as paid at a designated date 
or pursuant to a payment schedule 

that complies with the requirements of 
section 409A if the transaction-based 
compensation is paid on the same 
schedule and under the same terms and 
conditions as apply to payments to 
shareholders generally with respect to 
stock of the service recipient pursuant 
to a change in control event described 
in paragraph (i)(5)(v) of this section 
(change in the ownership of a corpora-
tion) or as apply to payments to the 
service recipient pursuant to a change 
in control event described in paragraph 
(i)(5)(vii) of this section (change in the 
ownership of a substantial portion of a 
corporation’s assets), and to the extent 
that the transaction-based compensa-
tion is paid not later than five years 
after the change in control event, the 
payment of such compensation will not 
violate the initial or subsequent defer-
ral election rules set out in § 1.409A–2(a) 
and (b) solely as a result of such trans-
action-based compensation being paid 
pursuant to such schedule and terms 
and conditions. If before and in connec-
tion with a change in control event de-
scribed in paragraph (i)(5)(v) or 
(i)(5)(vii) of this section, transaction- 
based compensation that would other-
wise be payable as a result of such 
event is made subject to a condition on 
payment that constitutes a substantial 
risk of forfeiture (as defined in § 1.409A– 
1(d), without regard to the provisions 
of that section under which additions 
or extensions of forfeiture conditions 
are disregarded) and the transaction- 
based compensation is payable under 
the same terms and conditions as apply 
to payments made to shareholders gen-
erally with respect to stock of the serv-
ice recipient pursuant to a change in 
control event described in paragraph 
(i)(5)(v) of this section or to payments 
to the service recipient pursuant to a 
change in control event described in 
paragraph (i)(5)(vii) of this section, for 
purposes of determining whether such 
transaction-based compensation is a 
short-term deferral the requirements of 
§ 1.409A–1(b)(4) are applied as if the le-
gally binding right to such trans-
action-based compensation arose on 
the date that it became subject to such 
substantial risk of forfeiture. 

(B) Certain nonvested compensation. 
Notwithstanding the provisions of 
§ 1.409A–1(d) (definition of a substantial 
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risk of forfeiture) that disregard the 
extension or modification of a condi-
tion for purposes of determining 
whether a condition on payment con-
stitutes a substantial risk of forfeiture, 
a condition that is a substantial risk of 
forfeiture that otherwise would lapse 
as a result of a change in control event 
described in paragraph (i)(5)(v) or 
(i)(5)(vii) of this section may be ex-
tended or modified before and in con-
nection with such event to provide for 
a condition on payment that will not 
lapse as a result of such change in con-
trol event, and such extended or modi-
fied condition will be treated as con-
tinuing to subject the amount to a sub-
stantial risk of forfeiture, provided 
that the transaction constituting the 
change in control event is a bona fide 
arm’s length transaction between the 
service recipient or its shareholders 
and one or more parties who are unre-
lated to the service recipient and serv-
ice provider (applying the rules of 
§ 1.409A–1(f)(2)(ii)) and the modified or 
extended condition to which the pay-
ment is subject would otherwise be 
treated as a substantial risk of for-
feiture under § 1.409A–1(d) (without re-
gard to the provisions disregarding ad-
ditions or extensions of forfeiture con-
ditions). In such a case, the continued 
application of a fixed schedule of pay-
ments based upon the lapse of the sub-
stantial risk of forfeiture, so that pay-
ments commence upon the lapse of the 
modified or extended condition on pay-
ment, will not be treated as a change 
in the fixed schedule of payments for 
purposes of § 1.409A–2(b) (subsequent de-
ferral elections) or paragraph (j) of this 
section (prohibition on the accelera-
tion of payments). 

(v) Change in the ownership of a cor-
poration—(A) In general. Except as pro-
vided in paragraph (i)(5)(vi)(C) of this 
section, a change in the ownership of a 
corporation occurs on the date that 
any one person, or more than one per-
son acting as a group (as defined in 
paragraph (i)(5)(v)(B) of this section), 
acquires ownership of stock of the cor-
poration that, together with stock held 
by such person or group, constitutes 
more than 50 percent of the total fair 
market value or total voting power of 
the stock of such corporation. A non-
qualified deferred compensation plan 

may provide that amounts payable 
upon a change in the ownership of a 
corporation will be paid only if the 
conditions in the preceding sentence 
are satisfied but substituting a per-
centage specified in the plan that is 
higher than 50 percent for the words 
‘‘50 percent’’ in the preceding sentence, 
but only if the provision is set forth in 
the plan no later than the date by 
which the time and form of payment 
must be established under § 1.409A–2. 
However, if any one person, or more 
than one person acting as a group, is 
considered to own more than 50 percent 
of the total fair market value or total 
voting power of the stock of a corpora-
tion (or such higher percentage speci-
fied in accordance with the preceding 
sentence), the acquisition of additional 
stock by the same person or persons is 
not considered to cause a change in the 
ownership of the corporation (or to 
cause a change in the effective control 
of the corporation (within the meaning 
of paragraph (i)(5)(vi) of this section)). 
An increase in the percentage of stock 
owned by any one person, or persons 
acting as a group, as a result of a 
transaction in which the corporation 
acquires its stock in exchange for prop-
erty will be treated as an acquisition of 
stock for purposes of this section. This 
section applies only when there is a 
transfer of stock of a corporation (or 
issuance of stock of a corporation) and 
stock in such corporation remains out-
standing after the transaction (see 
paragraph (i)(5)(vii) of this section for 
rules regarding the transfer of assets of 
a corporation). See § 1.280G–1, Q&A– 
27(d), Example 1, Example 2, Example 5, 
and Example 6. 

(B) Persons acting as a group. For pur-
poses of paragraph (i)(5)(v)(A) of this 
section, persons will not be considered 
to be acting as a group solely because 
they purchase or own stock of the same 
corporation at the same time, or as a 
result of the same public offering. How-
ever, persons will be considered to be 
acting as a group if they are owners of 
a corporation that enters into a merg-
er, consolidation, purchase or acquisi-
tion of stock, or similar business trans-
action with the corporation. If a per-
son, including an entity, owns stock in 
both corporations that enter into a 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00698 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



687 

Internal Revenue Service, Treasury § 1.409A–3 

merger, consolidation, purchase or ac-
quisition of stock, or similar trans-
action, such shareholder is considered 
to be acting as a group with other 
shareholders only with respect to the 
ownership in that corporation before 
the transaction giving rise to the 
change and not with respect to the 
ownership interest in the other cor-
poration. See § 1.280G–1, Q&A–27(d), Ex-
ample 3 and Example 4. 

(vi) Change in the effective control of a 
corporation—(A) In general. Notwith-
standing that a corporation has not un-
dergone a change in ownership under 
paragraph (i)(5)(v) of this section, a 
change in the effective control of the 
corporation occurs only on either of 
the following dates: 

(1) The date any one person, or more 
than one person acting as a group (as 
determined under paragraph (i)(5)(v)(B) 
of this section), acquires (or has ac-
quired during the 12-month period end-
ing on the date of the most recent ac-
quisition by such person or persons) 
ownership of stock of the corporation 
possessing 30 percent or more of the 
total voting power of the stock of such 
corporation. A nonqualified deferred 
compensation plan may provide that 
amounts payable upon an effective 
change in control of a corporation will 
be paid only if the conditions in the 
preceding sentence are satisfied but 
substituting a percentage specified in 
the plan that is higher than 30 percent 
for the word ‘‘30 percent’’ in the pre-
ceding sentence, but only if the per-
centage is set forth in the plan no later 
than the date by which the time and 
form of payment must be established 
under § 1.409A–2). 

(2) The date a majority of members of 
the corporation’s board of directors is 
replaced during any 12-month period by 
directors whose appointment or elec-
tion is not endorsed by a majority of 
the members of the corporation’s board 
of directors before the date of the ap-
pointment or election, provided that 
for purposes of this paragraph 
(i)(5)(vi)(A) the term corporation refers 
solely to the relevant corporation iden-
tified in paragraph (i)(5)(ii) of this sec-
tion for which no other corporation is 
a majority shareholder for purposes of 
that paragraph. For example, if Cor-
poration A is a publicly held corpora-

tion with no majority shareholder, and 
Corporation A is the majority share-
holder of Corporation B, which is the 
majority shareholder of Corporation C, 
the term corporation for purposes of 
this paragraph (i)(5)(vi)(A)(2) would 
refer solely to Corporation A. A non-
qualified deferred compensation plan 
may provide that amounts payable 
upon a change in the effective control 
of a corporation will be paid only if the 
conditions in the first sentence of this 
paragraph are satisfied substituting a 
portion of the members of the corpora-
tion’s board of directors that is higher 
than the words ‘‘a majority of the 
members of the corporation’s board of 
directors’’ in the first sentence of this 
paragraph, but only if the higher por-
tion is set forth in the plan no later 
than the date by which the time and 
form of payment must be established 
under § 1.409A–2(a)). 

(B) Multiple change in control events. A 
change in effective control may occur 
in a transaction in which one of the 
two corporations involved in the trans-
action has a change in control event 
under paragraph (i)(5)(v) or (i)(5)(vii) of 
this section. Thus, for example, assume 
Corporation P transfers more than 40 
percent of the total gross fair market 
value of its assets to Corporation O in 
exchange for 35 percent of O’s stock. P 
has undergone a change in ownership of 
a substantial portion of its assets 
under paragraph (i)(5)(vii) of this sec-
tion and O has a change in effective 
control under this paragraph (i)(5)(vi). 

(C) Acquisition of additional control. If 
any one person, or more than one per-
son acting as a group, is considered to 
effectively control a corporation (with-
in the meaning of this paragraph 
(i)(5)(vi)), the acquisition of additional 
control of the corporation by the same 
person or persons is not considered to 
cause a change in the effective control 
of the corporation (or to cause a 
change in the ownership of the corpora-
tion within the meaning of paragraph 
(i)(5)(v) of this section). 

(D) Persons acting as a group. Persons 
will not be considered to be acting as a 
group solely because they purchase or 
own stock of the same corporation at 
the same time, or as a result of the 
same public offering. However, persons 
will be considered to be acting as a 
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group if they are owners of a corpora-
tion that enters into a merger, consoli-
dation, purchase or acquisition of 
stock, or similar business transaction 
with the corporation. If a person, in-
cluding an entity, owns stock in both 
corporations that enter into a merger, 
consolidation, purchase or acquisition 
of stock, or similar transaction, such 
shareholder is considered to be acting 
as a group with other shareholders in a 
corporation only with respect to the 
ownership in that corporation before 
the transaction giving rise to the 
change and not with respect to the 
ownership interest in the other cor-
poration. See § 1.280G–1, Q&A–27(d), Ex-
ample 4. 

(vii) Change in the ownership of a sub-
stantial portion of a corporation’s assets— 
(A) In general. A change in the owner-
ship of a substantial portion of a cor-
poration’s assets occurs on the date 
that any one person, or more than one 
person acting as a group (as deter-
mined in paragraph (i)(5)(v)(B) of this 
section), acquires (or has acquired dur-
ing the 12-month period ending on the 
date of the most recent acquisition by 
such person or persons) assets from the 
corporation that have a total gross fair 
market value equal to or more than 40 
percent of the total gross fair market 
value of all of the assets of the corpora-
tion immediately before such acquisi-
tion or acquisitions (or such higher 
amount specified by the plan no later 
than the date by which the time and 
form of payment must be established 
under § 1.409A–2). For this purpose, 
gross fair market value means the 
value of the assets of the corporation, 
or the value of the assets being dis-
posed of, determined without regard to 
any liabilities associated with such as-
sets. 

(B) Transfers to a related person—(1) 
There is no change in control event 
under this paragraph (i)(5)(vii) when 
there is a transfer to an entity that is 
controlled by the shareholders of the 
transferring corporation immediately 
after the transfer, as provided in this 
paragraph (i)(5)(vii)(B). A transfer of 
assets by a corporation is not treated 
as a change in the ownership of such 
assets if the assets are transferred to— 

(i) A shareholder of the corporation 
(immediately before the asset transfer) 

in exchange for or with respect to its 
stock; 

(ii) An entity, 50 percent or more of 
the total value or voting power of 
which is owned, directly or indirectly, 
by the corporation; 

(iii) A person, or more than one per-
son acting as a group, that owns, di-
rectly or indirectly, 50 percent or more 
of the total value or voting power of all 
the outstanding stock of the corpora-
tion; or 

(iv) An entity, at least 50 percent of 
the total value or voting power of 
which is owned, directly or indirectly, 
by a person described in paragraph 
(i)(5)(vii)(B)(1)(iii) of this section. 

(2) For purposes of this paragraph 
(i)(5)(vii)(B) and except as otherwise 
provided in this paragraph (i), a per-
son’s status is determined immediately 
after the transfer of the assets. For ex-
ample, a transfer to a corporation in 
which the transferor corporation has 
no ownership interest before the trans-
action, but that is a majority-owned 
subsidiary of the transferor corpora-
tion after the transaction is not treat-
ed as a change in the ownership of the 
assets of the transferor corporation. 

(C) Persons acting as a group. Persons 
will not be considered to be acting as a 
group solely because they purchase as-
sets of the same corporation at the 
same time. However, persons will be 
considered to be acting as a group if 
they are owners of a corporation that 
enters into a merger, consolidation, 
purchase or acquisition of assets, or 
similar business transaction with the 
corporation. If a person, including an 
entity shareholder, owns stock in both 
corporations that enter into a merger, 
consolidation, purchase or acquisition 
of assets, or similar transaction, such 
shareholder is considered to be acting 
as a group with other shareholders in a 
corporation only to the extent of the 
ownership in that corporation before 
the transaction giving rise to the 
change and not with respect to the 
ownership interest in the other cor-
poration. See § 1.280G–1, Q&A–27(d), Ex-
ample 4. 

(6) Certain back-to-back arrange-
ments—(i) In general. This paragraph 
(i)(6) applies where a service provider is 
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providing services to a service recipi-
ent (the intermediate service recipi-
ent), who in turn is providing services 
to another service recipient (the ulti-
mate service recipient), the services 
provided by the service provider to the 
intermediate service recipient are 
closely related to the services provided 
by the intermediate service recipient 
to the ultimate service recipient, there 
is a nonqualified deferred compensa-
tion plan providing for payments by 
the ultimate service recipient to the 
intermediate service recipient (the ul-
timate service recipient plan), there is 
a nonqualified deferred compensation 
plan or other agreement, method, pro-
gram, or other arrangement providing 
for payments of compensation by the 
intermediate service recipient to the 
service provider (the intermediate 
service recipient plan), and the inter-
mediate service recipient plan provides 
for a payment upon the occurrence of 
an event described in paragraph (a)(1), 
(2), (3), (5), or (6) of this section. In such 
a case, notwithstanding the generally 
applicable limits on payments in para-
graph (a) of this section, the ultimate 
service recipient plan may provide for 
a payment to the intermediate service 
recipient upon the occurrence of a pay-
ment event under the intermediate 
service recipient plan described in 
paragraph (a)(1), (2), (3), (5), or (6) of 
this section if the time and form of 
payment is defined as the same time 
and form of payment provided under 
the intermediate service recipient 
plan, the amount of the payment under 
the ultimate service recipient plan 
does not exceed the amount of the pay-
ment under the intermediate service 
recipient plan, and the ultimate serv-
ice recipient plan and the intermediate 
service recipient plan otherwise satisfy 
the requirements of section 409A (re-
gardless of whether such plan is subject 
to section 409A). 

(ii) Example. The provisions of para-
graph (i)(6)(i) of this section are illus-
trated by the following example: 

Example. Company B (intermediate service 
recipient) provides services to Company C 
(ultimate service recipient). Employee A 
(service provider) provides services to Com-
pany B that are closely related to the serv-
ices Company B provides to Company C. Pur-
suant to a nonqualified deferred compensa-
tion plan meeting the requirements of sec-

tion 409A, Employee A is entitled to a pay-
ment of deferred compensation upon a sepa-
ration from service with Company B (the in-
termediate service recipient plan). Under an 
arrangement between Company B and Com-
pany C (the ultimate service recipient plan), 
Company C agrees to pay an amount of de-
ferred compensation to Company B upon Em-
ployee A’s separation from service with 
Company B, in accordance with the time, 
form and amount of payment provided in the 
intermediate service recipient plan. Provided 
that the intermediate service recipient plan 
and the ultimate service recipient plan oth-
erwise comply with the requirements of sec-
tion 409A (regardless of whether such ar-
rangements are subject to section 409A), 
Company C’s payment to Company B of the 
amount due under the ultimate service re-
cipient plan upon the separation from serv-
ice of Employee A from Company B may con-
stitute a permissible payment event for pur-
poses of paragraph (a) of this section. 

(j) Prohibition on acceleration of pay-
ments—(1) In general. Except as pro-
vided in paragraph (j)(4) of this section, 
a nonqualified deferred compensation 
plan may not permit the acceleration 
of the time or schedule of any payment 
or amount scheduled to be paid pursu-
ant to the terms of the plan, and no 
such accelerated payment may be 
made whether or not provided for 
under the terms of such plan. For pur-
poses of determining whether a pay-
ment of deferred compensation has 
been made, the rules of paragraph (f) of 
this section (substituted payments) 
apply. For purposes of this paragraph 
(j), an impermissible acceleration does 
not occur if payment is made in ac-
cordance with plan provisions or an 
election as to the time and form of 
payment in effect at the time of initial 
deferral (or added in accordance with 
the rules applicable to subsequent de-
ferral elections under § 1.409A–2(b)) pur-
suant to which payment is required to 
be made on an accelerated schedule as 
a result of an intervening event that is 
an event described in paragraph (a)(1), 
(2), (3), (5), or (6) of this section. For ex-
ample, a plan may provide that a par-
ticipant will receive six installment 
payments commencing at separation 
from service, and also provide that if 
the participant dies after such pay-
ments commence but before all pay-
ments have been made, all remaining 
amounts will be paid in a lump sum 
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payment. Additionally, it is not an ac-
celeration of the time or schedule of 
payment of a deferral of compensation 
if a service recipient waives or acceler-
ates the satisfaction of a condition 
constituting a substantial risk of for-
feiture applicable to such deferral of 
compensation, provided that the re-
quirements of section 409A (including 
the requirement that the payment be 
made upon a permissible payment 
event) are otherwise satisfied with re-
spect to such deferral of compensation. 
For example, if a nonqualified deferred 
compensation plan provides for a lump 
sum payment of the vested benefit 
upon separation from service, and the 
benefit vests under the plan only after 
10 years of service, it is not a violation 
of the requirements of section 409A if 
the service recipient reduces the vest-
ing requirement to five years of serv-
ice, even if a service provider becomes 
vested as a result and receives a pay-
ment in connection with a separation 
from service before the service provider 
would have completed 10 years of serv-
ice. However, if the plan in this exam-
ple had provided for a payment at a 
fixed date, rather than at separation 
from service, the date of payment 
could not be accelerated due to the ac-
celerated vesting. For the definition of 
a payment for purposes of this para-
graph (j), see § 1.409A–2(b)(5) (coordina-
tion of the subsequent deferral election 
rules with the prohibition on accelera-
tion of payments). For other permis-
sible payments, see § 1.409A–2(b)(2)(iii) 
(certain immediate payments of re-
maining installments) and paragraph 
(d) of this section (certain payments 
made no more than 30 days before the 
designated payment date). 

(2) Application to multiple payment 
events. Generally, the addition of a per-
missible payment event, the deletion of 
a permissible payment event, or the 
substitution of one permissible pay-
ment event for another permissible 
payment event, results in an accelera-
tion of a payment if the addition, dele-
tion, or substitution could result in the 
payment being made at an earlier date 
than such payment would have been 
made absent such addition, deletion, or 
substitution. Notwithstanding the pre-
vious sentence, the addition of death, 
disability (as defined in paragraph (i)(4) 

of this section), or an unforeseeable 
emergency (as defined in paragraph 
(i)(3) of this section), as a potentially 
earlier alternative payment event to 
an amount previously deferred will not 
be treated as resulting in an accelera-
tion of a payment, even if such addi-
tion results in the payment being paid 
at an earlier time than such payment 
would have been made absent the addi-
tion of the payment event. However, 
the addition of such a payment event 
as a potentially later alternative pay-
ment event generally is subject to the 
rules governing changes in the time 
and form of payment (see § 1.409A–2(b)). 

(3) Beneficiaries. The rules of this 
paragraph (j) apply to elections by 
beneficiaries with respect to the time 
and form of payment, as well as elec-
tions by service providers or service re-
cipients with respect to the time and 
form of payment to beneficiaries. An 
election to change the identity of a 
beneficiary does not constitute an ac-
celeration of a payment merely be-
cause the election changes the identity 
of the recipient of the payment, if the 
time and form of the payment is not 
otherwise changed. In addition, an 
election before the commencement of a 
life annuity to change the identity of a 
beneficiary does not constitute an ac-
celeration of a payment if the change 
in the time of payments stems solely 
from the different life expectancy of 
the new beneficiary, such as in the case 
of a joint and survivor annuity, and 
does not change the commencement 
date of the life annuity. 

(4) Exceptions—(i) In general. Except 
as otherwise expressly provided, a plan 
may provide for the acceleration of a 
payment in accordance with para-
graphs (j)(4)(ii) through (xiv) of this 
section, or may provide a service re-
cipient discretion to accelerate pay-
ments in accordance with the provi-
sions of paragraphs (j)(4)(ii) through 
(xiv) of this section. A plan may not 
provide a service provider discretion 
with respect to whether a payment will 
be accelerated, and a service recipient 
may not provide a service provider a 
direct or indirect election as to wheth-
er the service recipient’s discretion to 
accelerate a payment will be exercised, 
even if such acceleration would be per-
mitted under paragraphs (j)(4)(ii) 
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through (xiv) of this section. Whether a 
service recipient has provided a service 
provider an election as to whether the 
service recipient’s discretion to accel-
erate a payment will be exercised is de-
termined based on all the facts and cir-
cumstances, including whether simi-
larly situated service providers have 
been treated differently. Except as oth-
erwise provided in paragraphs (j)(4)(ii) 
through (xiv) of this section, the plan 
need not set forth the exception in 
writing, and provided all other require-
ments of this section are met, the mak-
ing of such a payment or the addition 
of a plan term permitting the making 
of such a payment will not constitute 
the acceleration of a payment, and the 
failure to make such a payment or the 
deletion or modification of a plan term 
permitting the making of such a pay-
ment will not be subject to the rules 
regarding a change in the time and 
form of payment under § 1.409A–2(b). 

(ii) Domestic relations order. A plan 
may provide for acceleration of the 
time or schedule of a payment under 
the plan to an individual other than 
the service provider, or a payment 
under such plan may be made to an in-
dividual other than the service pro-
vider, to the extent necessary to fulfill 
a domestic relations order (as defined 
in section 414(p)(1)(B)). 

(iii) Conflicts of interest—(A) Compli-
ance with ethics agreements with the Fed-
eral government. A plan may provide for 
acceleration of the time or schedule of 
a payment under the plan, or a pay-
ment may be made under a plan, to the 
extent necessary for any Federal offi-
cer or employee in the executive 
branch to comply with an ethics agree-
ment with the Federal government. 

(B) Compliance with ethics laws or con-
flicts of interest laws. A plan may pro-
vide for acceleration of the time or 
schedule of a payment under the plan, 
or a payment may be made under a 
plan, to the extent reasonably nec-
essary to avoid the violation of an ap-
plicable Federal, state, local, or foreign 
ethics law or conflicts of interest law 
(including where such payment is rea-
sonably necessary to permit the service 
provider to participate in activities in 
the normal course of his or her position 
in which the service provider would 
otherwise not be able to participate 

under an applicable rule). A payment is 
reasonably necessary to avoid the vio-
lation of a Federal, state, local, or for-
eign ethics law or conflicts of interest 
law if the payment is a necessary part 
of a course of action that results in 
compliance with a Federal, state, local, 
or foreign ethics law or conflicts of in-
terest law that would be violated ab-
sent such course of action, regardless 
of whether other actions would also re-
sult in compliance with the Federal, 
state, local, or foreign ethics law or 
conflicts of interest law. For this pur-
pose, a provision of foreign law is con-
sidered applicable only to foreign 
earned income (as defined under sec-
tion 911(b)(1) without regard to section 
911(b)(1)(B)(iv) and without regard to 
the requirement that the income be at-
tributable to services performed during 
the period described in section 
911(d)(1)(A) or (B)) from sources within 
the foreign country that promulgated 
such law. 

(iv) Section 457 plans. A plan subject 
to section 457(f) may provide for an ac-
celeration of the time or schedule of a 
payment to a service provider, or a 
payment may be made under such a 
plan, to pay Federal, state, local, and 
foreign income taxes due upon a vest-
ing event, provided that the amount of 
such payment is not more than an 
amount equal to the Federal, state, 
local, and foreign income tax with-
holding that would have been remitted 
by the employer if there had been a 
payment of wages equal to the income 
includible by the service provider 
under section 457(f) at the time of the 
vesting. 

(v) Limited cashouts. A plan may re-
quire or provide a service recipient dis-
cretion to require (or be amended to re-
quire or to provide a service recipient 
discretion to require), a mandatory 
lump sum payment of amounts de-
ferred under the plan that do not ex-
ceed a specified amount, provided that 
such plan term or amendment is exe-
cuted and effective, and any required 
exercise of service recipient discretion 
is evidenced in writing, no later than 
the date of such payment, and provided 
that— 

(A) The payment results in the ter-
mination and liquidation of the en-
tirety of the service provider’s interest 
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under the plan, including all agree-
ments, methods, programs, or other ar-
rangements with respect to which de-
ferrals of compensation are treated as 
having been deferred under a single 
nonqualified deferred compensation 
plan under § 1.409A–1(c)(2); and 

(B) The payment is not greater than 
the applicable dollar amount under 
section 402(g)(1)(B). 

(vi) Payment of employment taxes. A 
plan may provide for the acceleration 
of the time or schedule of a payment, 
or a payment may be made under the 
plan, to pay the Federal Insurance Con-
tributions Act (FICA) tax imposed 
under section 3101, section 3121(a), and 
section 3121(v)(2), or the Railroad Re-
tirement Act tax imposed under sec-
tion 3201, section 3211, section 
3231(e)(1), and section 3231(e)(8), where 
applicable, on compensation deferred 
under the plan (the FICA or RRTA 
amount). Additionally, a plan may pro-
vide for the acceleration of the time or 
schedule of a payment, or a payment 
may be made under the plan, to pay 
the income tax at source on wages im-
posed under section 3401 or the cor-
responding withholding provisions of 
applicable state, local, or foreign tax 
laws as a result of the payment of the 
FICA or RRTA amount, and to pay the 
additional income tax at source on 
wages attributable to the pyramiding 
section 3401 wages and taxes. However, 
the total payment under this accelera-
tion provision must not exceed the ag-
gregate of the FICA or RRTA amount, 
and the income tax withholding related 
to such FICA or RRTA amount. 

(vii) Payment upon income inclusion 
under section 409A. A plan may provide 
for the acceleration of the time or 
schedule of a payment, or a payment 
under such plan may be made, at any 
time the plan fails to meet the require-
ments of section 409A and these regula-
tions. Such payment may not exceed 
the amount required to be included in 
income as a result of the failure to 
comply with the requirements of sec-
tion 409A and these regulations. 

(viii) Cancellation of deferrals fol-
lowing an unforeseeable emergency or 
hardship distribution. A plan may pro-
vide for a cancellation of a service pro-
vider’s deferral election, or such a can-
cellation may be made, due to an un-

foreseeable emergency or a hardship 
distribution pursuant to § 1.401(k)– 
1(d)(3). The deferral election must be 
cancelled, not merely postponed or oth-
erwise delayed. Accordingly, any later 
deferral election will be subject to the 
provisions governing initial deferral 
elections. See § 1.409A–2(a). 

(ix) Plan terminations and liquidations. 
A plan may provide for the accelera-
tion of the time and form of a pay-
ment, or a payment under such plan 
may be made, where the acceleration 
of the payment is made pursuant to a 
termination and liquidation of the plan 
in accordance with one of the fol-
lowing: 

(A) The service recipient’s termi-
nation and liquidation of the plan 
within 12 months of a corporate dis-
solution taxed under section 331, or 
with the approval of a bankruptcy 
court pursuant to 11 U.S.C. 
§ 503(b)(1)(A), provided that the 
amounts deferred under the plan are 
included in the participants’ gross in-
comes in the latest of the following 
years (or, if earlier, the taxable year in 
which the amount is actually or con-
structively received). 

(1) The calendar year in which the 
plan termination and liquidation oc-
curs. 

(2) The first calendar year in which 
the amount is no longer subject to a 
substantial risk of forfeiture. 

(3) The first calendar year in which 
the payment is administratively prac-
ticable. 

(B) The service recipient’s termi-
nation and liquidation of the plan pur-
suant to irrevocable action taken by 
the service recipient within the 30 days 
preceding or the 12 months following a 
change in control event (as defined in 
paragraph (i)(5) of this section), pro-
vided that this paragraph will only 
apply to a payment under a plan if all 
agreements, methods, programs, and 
other arrangements sponsored by the 
service recipient immediately after the 
time of the change in control event 
with respect to which deferrals of com-
pensation are treated as having been 
deferred under a single plan under 
§ 1.409A–1(c)(2) are terminated and liq-
uidated with respect to each partici-
pant that experienced the change in 
control event, so that under the terms 
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of the termination and liquidation all 
such participants are required to re-
ceive all amounts of compensation de-
ferred under the terminated agree-
ments, methods, programs, and other 
arrangements within 12 months of the 
date the service recipient irrevocably 
takes all necessary action to terminate 
and liquidate the agreements, methods, 
programs, and other arrangements. 
Solely for purposes of this paragraph 
(j)(4)(ix)(B), the applicable service re-
cipient with the discretion to liquidate 
and terminate the agreements, meth-
ods, programs, and other arrangements 
is the service recipient that is pri-
marily liable immediately after the 
transaction for the payment of the de-
ferred compensation. 

(C) The service recipient’s termi-
nation and liquidation of the plan, pro-
vided that— 

(1) The termination and liquidation 
does not occur proximate to a down-
turn in the financial health of the serv-
ice recipient; 

(2) The service recipient terminates 
and liquidates all agreements, meth-
ods, programs, and other arrangements 
sponsored by the service recipient that 
would be aggregated with any termi-
nated and liquidated agreements, 
methods, programs, and other arrange-
ments under § 1.409A–1(c) if the same 
service provider had deferrals of com-
pensation under all of the agreements, 
methods, programs, and other arrange-
ments that are terminated and liq-
uidated; 

(3) No payments in liquidation of the 
plan are made within 12 months of the 
date the service recipient takes all nec-
essary action to irrevocably terminate 
and liquidate the plan other than pay-
ments that would be payable under the 
terms of the plan if the action to ter-
minate and liquidate the plan had not 
occurred; 

(4) All payments are made within 24 
months of the date the service recipi-
ent takes all necessary action to irrev-
ocably terminate and liquidate the 
plan; and 

(5) The service recipient does not 
adopt a new plan that would be aggre-
gated with any terminated and liq-
uidated plan under § 1.409A–1(c) if the 
same service provider participated in 
both plans, at any time within three 

years following the date the service re-
cipient takes all necessary action to ir-
revocably terminate and liquidate the 
plan. 

(D) Such other events and conditions 
as the Commissioner may prescribe in 
generally applicable guidance pub-
lished in the Internal Revenue Bulletin 
(see § 601.601(d)(2) of this chapter). 

(x) Certain distributions to avoid a non-
allocation year under section 409(p). A 
plan may provide for an acceleration of 
the time and form of a payment, or a 
payment may be made under such plan, 
to prevent the occurrence of a non-
allocation year (within the meaning of 
section 409(p)(3)) in the plan year of an 
employee stock ownership plan next 
following the plan year in which such 
payment is made, provided that the 
amount distributed may not exceed 125 
percent of the minimum amount of dis-
tribution necessary to avoid the occur-
rence of a nonallocation year. Solely 
for purposes of determining permissible 
distributions under this paragraph 
(j)(4)(x), synthetic equity (within the 
meaning of section 409(p)(6)(C) and 
§ 1.409(p)–1(f)) granted during the plan 
year of the employee stock ownership 
plan in which such payment is made is 
disregarded for purposes of determining 
whether the subsequent plan year 
would result in a nonallocation year. 

(xi) Payment of state, local, or foreign 
taxes. A plan may provide for an accel-
eration of the time and form of a pay-
ment, or a payment may be made 
under such plan, to reflect payment of 
state, local, or foreign tax obligations 
arising from participation in the plan 
that apply to an amount deferred under 
the plan before the amount is paid or 
made available to the participant (the 
state, local, or foreign tax amount). 
Such payment may not exceed the 
amount of such taxes due as a result of 
participation in the plan. Such pay-
ment may be made by distributions to 
the participant in the form of with-
holding pursuant to provisions of appli-
cable state, local, or foreign law or by 
distribution directly to the partici-
pant. Additionally, an arrangement 
may provide for the acceleration of the 
time or schedule of payment, or a pay-
ment may be made under such arrange-
ment, to pay the income tax at source 
on wages imposed under section 3401 as 
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a result of such payment and to pay 
the additional income tax at source on 
wages imposed under section 3401 at-
tributable to such additional section 
3401 wages and taxes. However, the 
total payment under this acceleration 
provision must not exceed the aggre-
gate of the state, local, and foreign tax 
amount, and the income tax with-
holding related to such state, local, 
and foreign tax amount. 

(xii) Cancellation of deferral elections 
due to disability. A plan may provide for 
a cancellation of a service provider’s 
deferral election, or a cancellation of 
such election may be made, where such 
cancellation occurs by the later of the 
end of the taxable year of the service 
provider or the 15th day of the third 
month following the date the service 
provider incurs a disability. For pur-
poses of this paragraph, a disability re-
fers to any medically determinable 
physical or mental impairment result-
ing in the service provider’s inability 
to perform the duties of his or her posi-
tion or any substantially similar posi-
tion, where such impairment can be ex-
pected to result in death or can be ex-
pected to last for a continuous period 
of not less than six months. 

(xiii) Certain offsets. A plan may pro-
vide for the acceleration of the time or 
schedule of a payment, or a payment 
may be made under such plan, as satis-
faction of a debt of the service provider 
to the service recipient, where such 
debt is incurred in the ordinary course 
of the service relationship between the 
service recipient and the service pro-
vider, the entire amount of reduction 
in any of the service recipient’s taxable 
years does not exceed $5,000, and the re-
duction is made at the same time and 
in the same amount as the debt other-
wise would have been due and collected 
from the service provider. 

(xiv) Bona fide disputes as to a right to 
a payment. A plan may provide for the 
acceleration of the time or schedule of 
one or more payments, or a payment 
may be made under such plan, where 
such payments occur as part of a set-
tlement between the service provider 
and the service recipient of an arm’s 
length, bona fide dispute as to the serv-
ice provider’s right to the deferred 
amount. Discretion to accelerate pay-
ments, other than due to an arm’s 

length settlement of a bona fide dis-
pute as to the service provider’s right 
to the deferred amount, is not per-
mitted under this paragraph (j)(4)(xiv). 
Whether a payment qualifies for the 
exception under this paragraph is based 
on all relevant facts and cir-
cumstances. A payment will be pre-
sumed not to meet this exception un-
less the payment is subject to a sub-
stantial reduction in the value of the 
payment made in relation to the 
amount that would have been payable 
had there been no dispute as to the 
service provider’s right to the pay-
ment. For this purpose, a reduction 
that is less than 25 percent of the 
present value of the deferred amount in 
dispute generally is not a substantial 
reduction. In addition, a payment will 
be presumed not to meet this exception 
if the payment is made proximate to a 
downturn in the financial health of the 
service recipient. 

(5) Nonqualified deferred compensation 
plans linked to qualified employer plans 
or certain other arrangements. If a non-
qualified deferred compensation plan 
provides that the amount deferred 
under the plan is the amount deter-
mined under the formula determining 
benefits under a qualified employer 
plan (as defined in § 1.409A–1(a)(2)), or a 
broad-based foreign retirement plan (as 
defined in § 1.409A–1(a)(3)(v)) main-
tained by the service recipient but ap-
plied without regard to one or more 
limitations applicable to the qualified 
employer plan under the Internal Rev-
enue Code or to the broad-based foreign 
retirement plan under other applicable 
law, or that the amount deferred under 
the nonqualified deferred compensation 
plan is determined as an amount offset 
by some or all of the benefits provided 
under the qualified employer plan or 
broad-based foreign retirement plan, a 
decrease in amounts deferred under the 
nonqualified deferred compensation 
plan that results directly from the op-
eration of the qualified employer plan 
or broad-based foreign retirement plan 
(other than service provider actions de-
scribed in paragraphs (j)(5)(iii) and (iv) 
of this section) including changes in 
benefit limitations applicable to the 
qualified employer plan or the broad- 
based foreign retirement plan under 
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the Internal Revenue Code or other ap-
plicable law does not constitute an ac-
celeration of a payment under the non-
qualified deferred compensation plan, 
provided that such operation does not 
otherwise result in a change in the 
time or form of a payment under the 
nonqualified deferred compensation 
plan, and provided further that the 
change in the amounts deferred under 
the nonqualified deferred compensation 
plan does not exceed such change in 
the amounts deferred under the quali-
fied employer plan or the broad-based 
foreign retirement plan, as applicable. 
In addition, with respect to such a non-
qualified deferred compensation plan, 
the following actions or failures to act 
will not constitute an acceleration of a 
payment under the nonqualified de-
ferred compensation plan even if in ac-
cordance with the terms of the non-
qualified deferred compensation plan, 
the actions or inactions result in a de-
crease in the amounts deferred under 
the plan, provided that such actions or 
inactions do not otherwise affect the 
time or form of payment under the 
nonqualified deferred compensation 
plan, and provided further that with re-
spect to actions or inactions described 
in paragraphs (j)(5)(i) and (ii) of this 
section, the change in the amount de-
ferred under the nonqualified deferred 
compensation plan does not exceed the 
change in the amounts deferred under 
the qualified employer plan or the 
broad-based foreign retirement plan, as 
applicable: 

(i) A service provider’s action or in-
action under the qualified employer 
plan or broad-based foreign retirement 
plan with respect to whether to elect 
to receive a subsidized benefit or an an-
cillary benefit under the qualified em-
ployer plan or broad-based foreign re-
tirement plan. 

(ii) The amendment of a qualified 
employer plan or broad-based foreign 
retirement plan to increase benefits 
provided under such plan, or to add or 
remove a subsidized benefit or an ancil-
lary benefit. 

(iii) A service provider’s action or in-
action under a qualified employer plan 
with respect to elective deferrals and 
other employee pre-tax contributions 
subject to the contribution restrictions 
under section 401(a)(30) or section 

402(g), including an adjustment to a de-
ferral election under such qualified em-
ployer plan, provided that for any 
given taxable year, the service pro-
vider’s action or inaction does not re-
sult in a decrease in the amounts de-
ferred under all nonqualified deferred 
compensation plans in which the serv-
ice provider participates (other than 
amounts described in paragraph 
(j)(5)(iv) of this section) in excess of the 
limit with respect to elective deferrals 
under section 402(g)(1)(A), (B), and (C) 
in effect for the taxable year in which 
such action or inaction occurs. 

(iv) A service provider’s action or in-
action under a qualified employer plan 
with respect to elective deferrals and 
other employee pre-tax contributions 
subject to the contributions restric-
tions under section 401(a)(30) or section 
402(g), and after-tax contributions by 
the service provider to a qualified em-
ployer plan that provides for such con-
tributions, that affects the amounts 
that are credited under one or more 
nonqualified deferred compensation 
plans as matching amounts or other 
similar amounts contingent on such 
elective deferrals, pre-tax contribu-
tions, or after-tax contributions, pro-
vided that the total of such matching 
or contingent amounts, as applicable, 
never exceeds 100 percent of the match-
ing or contingent amounts that would 
be provided under the qualified em-
ployer plan absent any plan-based re-
strictions that reflect limits on quali-
fied plan contributions under the Inter-
nal Revenue Code. 

(6) Changes in elections under a cafe-
teria plan. A change in an election 
under a cafeteria plan (as defined in 
section 125(d)) does not result in an ac-
celerated payment of an amount de-
ferred under a nonqualified deferred 
compensation plan to the extent that 
the change in the amount deferred 
under the nonqualified deferred com-
pensation plan results solely from the 
application of the change in amount el-
igible to be treated as compensation 
under the terms of the nonqualified de-
ferred compensation plan resulting 
from the election change under the caf-
eteria plan, to a benefit formula under 
the nonqualified deferred compensation 
plan based upon the service provider’s 
eligible compensation, and only to the 
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extent that such change applies in the 
same manner as any other increase or 
decrease in compensation would apply 
to such benefit formula. 

[T.D. 9321, 72 FR 19276, Apr. 17, 2007; 72 FR 
41622, July 31, 2007] 

§ 1.409A–4 Calculation of income inclu-
sion. [Reserved] 

§ 1.409A–5 Funding. [Reserved] 

§ 1.409A–6 Application of section 409A 
and effective dates. 

(a) Statutory application and effective 
dates—(1) Application to amounts de-
ferred—(i) In general. Except as other-
wise provided in this section, section 
409A applies with respect to amounts 
deferred in taxable years beginning 
after December 31, 2004, and with re-
spect to amounts deferred in taxable 
years beginning before January 1, 2005, 
if the plan under which the deferral is 
made is materially modified after Oc-
tober 3, 2004. For amounts deferred in 
taxable years beginning before January 
1, 2005, under a plan that is materially 
modified after October 3, 2004, whether 
the plan complies with the require-
ments of section 409A and these regula-
tions is determined by reference to the 
terms of the plan in effect as of, and 
any actions taken under the plan on or 
after, the date of the material modi-
fication. Section 409A is applicable 
with respect to earnings on amounts 
deferred only to the extent that section 
409A is applicable with respect to the 
amounts deferred. Accordingly, section 
409A does not apply with respect to 
earnings on amounts deferred before 
January 1, 2005, unless section 409A ap-
plies with respect to the amounts de-
ferred. For this purpose, a right to 
earnings that is subject to a substan-
tial risk of forfeiture (as defined in 
§ 1.83–3(c)) or a requirement to perform 
further services, on an amount deferred 
that is not subject to a substantial risk 
of forfeiture (as defined in § 1.83–3(c)) or 
a requirement to perform further serv-
ices, is not treated as earnings on the 
amount deferred, but a separate right 
to compensation. Except as otherwise 
provided in applicable guidance (see 
§ 601.601(d)(2) of this chapter), the provi-
sions of §§ 1.409A–1 through 1.409A–5 and 
this section provide the exclusive 

means of identifying agreements, 
methods, programs, or other arrange-
ments subject to section 409A, and the 
exclusive means of satisfying the re-
quirements of section 409A with respect 
to such agreements, methods, pro-
grams, or other arrangements. 

(ii) Collectively bargained plans. Sec-
tion 409A does not apply with respect 
to amounts deferred under a plan main-
tained pursuant to one or more bona 
fide collective bargaining agreements 
in effect on October 3, 2004, for the pe-
riod ending on the earlier of the date 
on which the last of such collective 
bargaining agreements terminates (de-
termined without regard to any exten-
sion thereof after October 3, 2004) or 
December 31, 2009. 

(2) Identification of date of deferral for 
statutory effective date purposes. For 
purposes of determining whether sec-
tion 409A is applicable with respect to 
an amount, the amount is considered 
deferred before January 1, 2005, if be-
fore January 1, 2005, the service pro-
vider had a legally binding right to be 
paid the amount, and the right to the 
amount was earned and vested. For 
purposes of this paragraph (a)(2), a 
right to an amount was earned and 
vested only if the amount was not sub-
ject to a substantial risk of forfeiture 
(as defined in § 1.83–3(c)) or a require-
ment to perform further services. 
Amounts to which the service provider 
did not have a legally binding right be-
fore January 1, 2005 (for example, be-
cause the service recipient retained 
discretion to reduce the amount), will 
not be considered deferred before Janu-
ary 1, 2005. In addition, amounts to 
which the service provider had a le-
gally binding right before January 1, 
2005, but the right to which was subject 
to a substantial risk of forfeiture or a 
requirement to perform further serv-
ices after December 31, 2004, are not 
considered deferred before January 1, 
2005, for purposes of the effective date. 
Notwithstanding the foregoing, an 
amount to which the service provider 
had a legally binding right before Jan-
uary 1, 2005, but for which the service 
provider was required to continue per-
forming services to retain the right 
only through the completion of the 
payroll period (as defined in § 1.409A– 
1(b)(3)) that includes December 31, 2004, 
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is not treated as subject to a require-
ment to perform further services (or a 
substantial risk of forfeiture) for pur-
poses of the effective date. For pur-
poses of this paragraph (a)(2), a stock 
option, stock appreciation right, or 
similar compensation that on or before 
December 31, 2004, was immediately ex-
ercisable for cash or substantially vest-
ed property (as defined in § 1.83–3(b)) is 
treated as earned and vested, regard-
less of whether the right would termi-
nate if the service provider ceased pro-
viding services for the service recipi-
ent. 

(3) Calculation of amount of compensa-
tion deferred for statutory effective date 
purposes—(i) Nonaccount balance plans. 
The amount of compensation deferred 
before January 1, 2005, under a non-
qualified deferred compensation plan 
that is a nonaccount balance plan (as 
defined in § 1.409A–1(c)(2)(i)(C)), equals 
the present value of the amount to 
which the service provider would have 
been entitled under the plan if the 
service provider voluntarily termi-
nated services without cause on De-
cember 31, 2004, and received a payment 
of the benefits available from the plan 
on the earliest possible date allowed 
under the plan to receive a payment of 
benefits following the termination of 
services, and received the benefits in 
the form with the maximum value. 

Notwithstanding the foregoing, for 
any subsequent taxable year of the 
service provider, the grandfathered 
amount may increase to equal the 
present value of the benefit the service 
provider actually becomes entitled to, 
in the form and at the time actually 
paid, determined under the terms of 
the plan (including applicable limits 
under the Internal Revenue Code), as in 
effect on October 3, 2004, without re-
gard to any further services rendered 
by the service provider after December 
31, 2004, or any other events affecting 
the amount of or the entitlement to 
benefits (other than a participant elec-
tion with respect to the time or form of 
an available benefit). For purposes of 
calculating the present value of a ben-
efit under this paragraph (a)(3)(i), rea-
sonable actuarial assumptions and 
methods must be used. Whether as-
sumptions and methods are reasonable 
for this purpose is determined as of 

each date the benefit is valued for pur-
poses of determining the grandfathered 
benefit, provided that any reasonable 
actuarial assumptions and methods 
that were used by the service recipient 
with respect to such benefit as of De-
cember 31, 2004, will continue to be 
treated as reasonable assumptions and 
methods for purposes of calculating the 
grandfathered benefit. 

Actuarial assumptions and methods 
will be presumed reasonable if they are 
the same as those used to value bene-
fits under a qualified plan sponsored by 
the service recipient the benefits under 
which are part of the benefit formula 
under, or otherwise impact the amount 
of benefits under, the nonaccount bal-
ance nonqualified deferred compensa-
tion plan. 

(ii) Account balance plans. The 
amount of compensation deferred be-
fore January 1, 2005, under a non-
qualified deferred compensation plan 
that is an account balance plan (as de-
fined in § 1.409A–1(c)(2)(i)(A)), equals 
the portion of the service provider’s ac-
count balance as of December 31, 2004, 
the right to which was earned and vest-
ed (as defined in paragraph (a)(2) of this 
section) as of December 31, 2004, plus 
any future contributions to the ac-
count, the right to which was earned 
and vested (as defined in paragraph 
(a)(2) of this section) as of December 31, 
2004, to the extent such contributions 
are actually made. 

(iii) Equity-based compensation plans. 
For purposes of determining the 
amounts deferred before January 1, 
2005, under an equity-based compensa-
tion plan, the rules of paragraph 
(a)(3)(ii) of this section governing ac-
count balance plans are applied except 
that the account balance is deemed to 
be the amount of the payment avail-
able to the service provider on Decem-
ber 31, 2004 (or that would be available 
to the service provider if the right were 
immediately exercisable) the right to 
which is earned and vested (as defined 
in paragraph (a)(2) of this section) as of 
December 31, 2004. For this purpose, the 
payment available to the service pro-
vider excludes any exercise price or 
other amount that must be paid by the 
service provider. 

(iv) Earnings. Earnings on amounts 
deferred under a plan before January 1, 
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2005, include only income (whether ac-
tual or notional) attributable to the 
amounts deferred under a plan as of 
December 31, 2004, or to such income. 
For example, notional interest earned 
under the plan on amounts deferred in 
an account balance plan as of Decem-
ber 31, 2004, generally will be treated as 
earnings on amounts deferred under 
the plan before January 1, 2005. Simi-
larly, an increase in the amount of 
payment available pursuant to a stock 
option, stock appreciation right, or 
other equity-based compensation above 
the amount of payment available as of 
December 31, 2004, due to appreciation 
in the underlying stock after December 
31, 2004, or accrual of other earnings 
such as dividends, is treated as earn-
ings on the amount deferred. In the 
case of a nonaccount balance plan, 
earnings include the increase, due sole-
ly to the passage of time, in the 
present value of the future payments 
to which the service provider has ob-
tained a legally binding right, the 
present value of which constituted the 
amounts deferred under the plan before 
January 1, 2005. Thus, for each year, 
there will be an increase (determined 
using the same interest rate used to de-
termine the amounts deferred under 
the plan before January 1, 2005) result-
ing from the shortening of the discount 
period before the future payments are 
made, plus, if applicable, an increase in 
the present value resulting from the 
service provider’s survivorship during 
the year. However, an increase in the 
potential benefits under a nonaccount 
balance plan due to, for example, an 
application of an increase in compensa-
tion after December 31, 2004, to a final 
average pay plan or subsequent eligi-
bility for an early retirement subsidy, 
does not constitute earnings on the 
amounts deferred under the plan before 
January 1, 2005. 

(v) Definition of plan. For purposes of 
paragraphs (a)(1), (2), and (3) of this 
section, the term ‘‘plan’’ has the mean-
ing provided in § 1.409A–1(c), except 
that the plan aggregation rules do not 
apply for purposes of the actuarial as-
sumptions and methods used in para-
graph (a)(3)(i) of this section. Accord-
ingly, different reasonable actuarial 
assumptions and methods may be used 
to calculate the amounts deferred by a 

service provider in two different agree-
ments, methods, programs, or other ar-
rangements each of which constitutes a 
nonaccount balance plan. 

(4) Material modifications—(i) In gen-
eral. Except as otherwise provided, a 
modification of a plan is a material 
modification if a benefit or right exist-
ing as of October 3, 2004, is materially 
enhanced or a new material benefit or 
right is added, and such material en-
hancement or addition affects amounts 
earned and vested before January 1, 
2005. Such material benefit enhance-
ment or addition is a material modi-
fication whether it occurs pursuant to 
an amendment or to the service recipi-
ent’s exercise of discretion under the 
terms of the plan. For example, an 
amendment to a plan to add a provi-
sion that payments of deferred 
amounts earned and vested before Jan-
uary 1, 2005, may be allowed upon re-
quest if service providers are required 
to forfeit 20 percent of the amount of 
the payment (a haircut) would be a ma-
terial modification to the plan. Simi-
larly, a material modification would 
occur if a service recipient exercised 
discretion to accelerate vesting of a 
benefit under the plan to a date on or 
before December 31, 2004. However, it is 
not a material modification for a serv-
ice recipient to exercise discretion over 
the time and manner of payment of a 
benefit to the extent such discretion is 
provided under the terms of the plan as 
of October 3, 2004. It is not a material 
modification for a service provider to 
exercise a right permitted under the 
plan as in effect on October 3, 2004. The 
amendment of a plan to bring the plan 
into compliance with the provisions of 
section 409A will not be treated as a 
material modification. However, a plan 
amendment or the exercise of discre-
tion under the terms of the plan that 
materially enhances an existing ben-
efit or right or adds a new material 
benefit or right will be considered a 
material modification even if the en-
hanced or added benefit would be per-
mitted under section 409A. For exam-
ple, the addition of a right to a pay-
ment upon an unforeseeable emergency 
of an amount earned and vested before 
January 1, 2005, would be considered a 
material modification. The reduction 
of an existing benefit is not a material 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00710 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



699 

Internal Revenue Service, Treasury § 1.409A–6 

modification. For example, the re-
moval of a haircut provision generally 
would not constitute a material modi-
fication. The following modifications 
also are not material modifications for 
purposes of this paragraph (a)(4)(i): 

(A) The establishment of or contribu-
tions to a trust or other arrangement 
from which benefits under the plan are 
to be paid is not a material modifica-
tion of the plan, provided that the con-
tribution to the trust or other arrange-
ment would not otherwise cause an 
amount to be includible in the service 
provider’s gross income. 

(B) The modification of a provision 
requiring the immediate cancellation 
of a current deferral election, to re-
quire the cancellation of deferrals for 
the same length of time beginning with 
the first date at which the application 
of such cancellation would not violate 
section 409A (for example, the first 
date of the service provider’s first tax-
able year following the cancellation). 

(C) Compliance with a domestic rela-
tions order (as defined in § 1.409A– 
3(j)(4)(ii)) with respect to payments to 
an individual other than the service 
provider, or an amendment to a plan to 
require compliance with a domestic re-
lations order with respect to payments 
to an individual other than the service 
provider. 

(D) The modification of a plan pro-
viding a life annuity form of payment 
to permit an election between the ex-
isting life annuity form of payment 
and other forms of annuity payments 
that would be treated as a single form 
of payment with the existing life annu-
ity form of payment under § 1.409A– 
2(b)(2)(ii). 

(E) The modification of a grand-
fathered plan to add a limited cashout 
feature consistent with § 1.409A– 
3(j)(4)(v) (exception to prohibition on 
accelerated payments). 

(ii) Adoptions of new plans. It is pre-
sumed that the adoption of a new plan 
or the grant of an additional benefit 
under an existing plan after October 3, 
2004, and before January 1, 2005, con-
stitutes a material modification of a 
plan. However, the presumption may be 
rebutted by demonstrating that the 
adoption of the plan or grant of the ad-
ditional benefit was consistent with 
the service recipient’s historical com-

pensation practices. For example, the 
presumption that the grant of a dis-
counted stock option on November 1, 
2004, is a material modification of a 
plan may be rebutted by demonstrating 
that the grant was consistent with the 
historic practice of granting substan-
tially similar discounted stock options 
(both as to terms and amounts) each 
November for a significant number of 
years. Notwithstanding paragraph 
(a)(4)(i) of this section and this para-
graph (a)(4)(ii), the grant of an addi-
tional benefit under an existing plan 
that consists of a deferral of additional 
compensation not otherwise provided 
under the plan as of October 3, 2004, 
will be treated as a material modifica-
tion of the plan only as to the addi-
tional deferral of compensation, if the 
plan explicitly identifies the additional 
deferral of compensation and provides 
that the additional deferral of com-
pensation is subject to section 409A. 
Accordingly, amendments to conform a 
plan to the requirements of section 
409A with respect to deferrals under a 
plan occurring after December 31, 2004, 
will not constitute a material modi-
fication of the plan with respect to 
amounts deferred that are earned and 
vested on or before December 31, 2004, 
provided that there is no concurrent 
material modification with respect to 
the amount of, or rights to, amounts 
deferred that were earned and vested 
on or before December 31, 2004. Simi-
larly, a grant of an additional benefit 
under a new plan adopted after October 
3, 2004, and before January 1, 2005, will 
not be treated as a material modifica-
tion of an existing plan to the extent 
that the new plan explicitly identifies 
additional deferrals of compensation 
and provides that the additional defer-
rals of compensation are subject to sec-
tion 409A. 

(iii) Suspension or termination of a 
plan. A cessation of deferrals under, or 
termination of, a plan, pursuant to the 
provisions of such plan, is not a mate-
rial modification. Amending a plan to 
provide participants an election wheth-
er to terminate participation in a plan 
generally constitutes a material modi-
fication of the plan. 

(iv) Changes to investment measures— 
account balance plans. With respect to 
an account balance plan (as defined in 
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§ 1.409A–1(c)(2)(i)(A)), it is not a mate-
rial modification to change a notional 
investment measure to, or to add to an 
existing investment measure, an in-
vestment measure that qualifies as a 
predetermined actual investment with-
in the meaning of § 31.3121(v)(2)–1(d)(2) 
of this chapter or, for any given tax-
able year, reflects a reasonable rate of 
interest (determined in accordance 
with § 31.3121(v)(2)–1(d)(2)(i)(C) of this 
chapter). 

(v) Stock rights. The modification, ex-
tension, or renewal of a stock right 
will not constitute a material modi-
fication of the stock right, if the modi-
fication, extension, or renewal would 
not be treated as the grant of a new 
stock right under § 1.409A–1(b)(5)(v)(A), 
and would not result in the stock right 
being treated as having had a deferral 
feature from the date of grant pursuant 
to § 1.409A–1(b)(5)(v)(C). 

(vi) Rescission of modifications. Any 
modification to the terms of a plan 
that would inadvertently result in 
treatment as a material modification 
under this section is not considered a 
material modification of the plan to 
the extent the modification in the 
terms of the plan is rescinded by the 
earlier of a date before the right is ex-
ercised (if the change grants a discre-
tionary right) or the last day of the 
taxable year of the service provider 
during which such change occurred. 
Thus, for example, if a service recipi-
ent modifies the terms of a plan on 
March 1 to allow an individual em-
ployee to elect a new change in the 
time or form of payment without real-
izing that such a change constituted a 
material modification that would sub-
ject the plan to the requirements of 
section 409A, and the modification is 
rescinded on November 1, then if no 
change in the time or form of payment 
has been made pursuant to the modi-
fication before November 1, the plan is 
not considered materially modified 
under this section. 

(vii) Definition of plan. For purposes 
of this paragraph (a)(4), the term 
‘‘plan’’ has the same meaning provided 
in § 1.409A–1(c), except that the plan ag-
gregation rules of § 1.409A–1(c)(2) do not 
apply. 

(b) Regulatory applicability date. 
§ 1.409A–1, § 1.409A–2, § 1.409A–3 and this 

section are applicable for taxable years 
beginning on or after January 1, 2008. 

[T.D. 9321, 72 FR 19276, Apr. 17, 2007; 72 FR 
41623, July 31, 2007; 73 FR 54945, Sept. 24, 2008; 
73 FR 58438, Oct. 7, 2008] 

§ 1.409(p)–1 Prohibited allocation of se-
curities in an S corporation. 

(a) Organization of this section and def-
inition—(1) Organization of this section. 
Section 409(p) applies if a nonalloca-
tion year occurs in an ESOP that holds 
shares of stock of an S corporation 
that are employer securities. Para-
graph (b) of this section sets forth the 
general rule under section 409(p)(1) and 
(2) prohibiting any accrual or alloca-
tion to a disqualified person in a non-
allocation year. Paragraph (c) of this 
section sets forth rules under section 
409(p)(3), (5), and (7) for determining 
whether a year is a nonallocation year, 
generally based on whether disqualified 
persons own at least 50 percent of the 
shares of the S corporation, either tak-
ing into account only the outstanding 
shares of the S corporation (including 
shares held by the ESOP) or taking 
into account both the outstanding 
shares and synthetic equity of the S 
corporation. Paragraphs (d), (e), and (f) 
of this section contain definitions of 
disqualified person under section 
409(p)(4) and (5), deemed-owned ESOP 
shares under section 409(p)(4)(C), and 
synthetic equity under section 
409(p)(6)(C). Paragraph (g) of this sec-
tion contains a standard for deter-
mining when the principal purpose of 
the ownership structure of an S cor-
poration constitutes an avoidance or 
evasion of section 409(p). 

(2) Definitions. The following defini-
tions apply for purposes of section 
409(p) and this section, as well as for 
purposes of section 4979A, which im-
poses an excise tax on certain events. 

(i) Deemed-owned ESOP shares has the 
meaning set forth in paragraph (e) of 
this section. 

(ii) Disqualified person has the mean-
ing set forth in paragraph (d) of this 
section. 

(iii) Employer has the meaning set 
forth in § 1.410(b)–9. 

(iv) Employer securities means em-
ployer securities within the meaning of 
section 409(l). 
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(v) ESOP means an employee stock 
ownership plan within the meaning of 
section 4975(e)(7). 

(vi) Prohibited allocation has the 
meaning set forth in paragraph (b)(2) of 
this section. 

(vii) S corporation means S corpora-
tion within the meaning of section 
1361. 

(viii) Synthetic equity has the mean-
ing set forth in paragraph (f) of this 
section. 

(b) Prohibited allocation in a nonalloca-
tion year—(1) General rule. Section 
409(p)(1) provides that an ESOP holding 
employer securities consisting of stock 
in an S corporation must provide that 
no portion of the assets of the plan at-
tributable to (or allocable in lieu of) 
such employer securities may, during a 
nonallocation year, accrue under the 
ESOP, or be allocated directly or indi-
rectly under any plan of the employer 
(including the ESOP) meeting the re-
quirements of section 401(a), for the 
benefit of any disqualified person. 

(2) Additional rules—(i) Prohibited allo-
cation definition. For purposes of sec-
tion 409(p) and this section, a prohibited 
allocation means an impermissible ac-
crual or an impermissible allocation. 
Whether there is impermissible accrual 
is determined under paragraph (b)(2)(ii) 
of this section and whether there is an 
impermissible allocation is determined 
under paragraph (b)(2)(iii) of this sec-
tion. The amount of the prohibited al-
location is equal to the sum of the 
amount of the impermissible accrual 
plus the amount of the impermissible 
allocation. 

(ii) Impermissible accrual. There is an 
impermissible accrual to the extent 
that employer securities consisting of 
stock in an S corporation owned by the 
ESOP and any assets attributable 
thereto are held under the ESOP for 
the benefit of a disqualified person dur-
ing a nonallocation year. For this pur-
pose, assets attributable to stock in an 
S corporation owned by an ESOP in-
clude any distributions, within the 
meaning of section 1368, made on S cor-
poration stock held in a disqualified 
person’s account in the ESOP (includ-
ing earnings thereon), plus any pro-
ceeds from the sale of S corporation se-
curities held for a disqualified person’s 
account in the ESOP (including any 

earnings thereon). Thus, in the event of 
a nonallocation year, all S corporation 
shares and all other ESOP assets at-
tributable to S corporation stock, in-
cluding distributions, sales proceeds, 
and earnings on either distributions or 
proceeds, held for the account of such 
disqualified person in the ESOP during 
that year are an impermissible accrual 
for the benefit of that person, whether 
attributable to contributions in the 
current year or in prior years. 

(iii) Impermissible allocation. An im-
permissible allocation occurs during a 
nonallocation year to the extent that a 
contribution or other annual addition 
(within the meaning of section 
415(c)(2)) is made with respect to the 
account of a disqualified person, or the 
disqualified person otherwise accrues 
additional benefits, directly or indi-
rectly under the ESOP or any other 
plan of the employer qualified under 
section 401(a) (including a release and 
allocation of assets from a suspense ac-
count, as described at § 54.4975–11(c) and 
(d) of this chapter) that, for the non-
allocation year, would have been added 
to the account of the disqualified per-
son under the ESOP and invested in 
employer securities consisting of stock 
in an S corporation owned by the ESOP 
but for a provision in the ESOP that 
precludes such addition to the account 
of the disqualified person, and invest-
ment in employer securities during a 
nonallocation year. 

(iv) Effects of prohibited allocation— 
(A) Deemed distribution. If a plan year is 
a nonallocation year, the amount of 
any prohibited allocation in the ac-
count of a disqualified person as of the 
first day of the plan year, as deter-
mined under this paragraph (b)(2), is 
treated as distributed from the ESOP 
(or other plan of the employer) to the 
disqualified person on the first day of 
the plan year. In the case of an imper-
missible accrual or impermissible allo-
cation that is not in the account of the 
disqualified person as of the first day of 
the plan year, the amount of the pro-
hibited allocation, as determined under 
this paragraph (b)(2), is treated as dis-
tributed on the date of the prohibited 
allocation. Thus, the fair market value 
of assets in the disqualified person’s ac-
count that constitutes an impermis-
sible accrual or allocation is included 
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in gross income (to the extent in excess 
of any investment in the contract allo-
cable to such amount) and is subject to 
any additional income tax that applies 
under section 72(t). A deemed distribu-
tion under this paragraph (b)(2)(iv)(A) 
is not an actual distribution from the 
ESOP. Thus, the amount of the prohib-
ited allocation is not an eligible roll-
over distribution under section 402(c). 
However, for purposes of applying sec-
tions 72 and 402 with respect to any 
subsequent distribution from the 
ESOP, the amount that the disquali-
fied person previously took into ac-
count as income as a result of the 
deemed distribution is treated as in-
vestment in the contract. 

(B) Other effects. If there is a prohib-
ited allocation, then the plan fails to 
satisfy the requirements of section 
4975(e)(7) and ceases to be an ESOP. In 
such a case, the exemption from the ex-
cise tax on prohibited transactions for 
loans to leveraged ESOPs contained in 
section 4975(d)(3) would cease to apply 
to any loan (with the result that the 
employer would owe an excise tax with 
respect to the previously exempt loan). 
As a result of these failures, the plan 
would lose the prohibited transaction 
exemption for loans to an ESOP under 
section 4975(d)(3) of the Code and sec-
tion 408(b)(3) of title I of the Employee 
Retirement Income Security Act of 
1974, as amended (ERISA). Finally, a 
plan that does not operate in accord-
ance with its terms to reflect section 
409(p) fails to satisfy the qualification 
requirements of section 401(a), which 
would cause the corporation’s S elec-
tion to terminate under section 1362. 
See also section 4979A(a) which imposes 
an excise tax in certain events, includ-
ing a prohibited allocation under sec-
tion 409(p). 

(C) Example. The rules of this para-
graph (b)(2)(iv) are illustrated by the 
following example: 

Example. (i) Facts. Corporation M, an S cor-
poration under section 1361, establishes Plan 
P as an ESOP in 2006, with a calendar plan 
year. Plan P is a qualified plan that includes 
terms providing that a prohibited allocation 
will not occur during a nonallocation year in 
accordance with section 409(p). On December 
31, 2006, all of the 1,000 outstanding shares of 
stock of Corporation M, with a fair market 
value of $30 per share, are contributed to 
Plan P and allocated among accounts estab-

lished within Plan P for the benefit of Cor-
poration M’s three employees, individuals A, 
B, and C, based on their compensation for 
2006. As a result, on December 31, 2006, par-
ticipant A’s account includes 800 of the 
shares ($24,000); participant B’s account in-
cludes 140 of the shares ($4,200); and partici-
pant C’s account includes the remaining 60 
shares ($1,800). The plan year 2006 is a non-
allocation year, participants A and B are dis-
qualified persons on December 31, 2006, and a 
prohibited allocation occurs for A and B on 
December 31, 2006. 

(ii) Conclusion. On December 31, 2006, par-
ticipants A and B each have a deemed dis-
tribution as a result of the prohibited alloca-
tion, resulting in income of $24,000 for partic-
ipant A and $4,200 for participant B. Corpora-
tion M owes an excise tax under section 
4979A, based on an amount involved of 
$28,200. Plan P ceases to be an ESOP on the 
date of the prohibited allocation (December 
31, 2006) and also fails to satisfy the quali-
fication requirements of section 401(a) on 
that date due to the failure to comply with 
the provisions requiring compliance with 
section 409(p). As a result of having an ineli-
gible shareholder under section 1361(b)(1)(B), 
Corporation M ceases to be an S corporation 
under section 1361 on December 31, 2006. 

(v) Prevention of prohibited allocation— 
(A) Transfer of account to non-ESOP. An 
ESOP may prevent a nonallocation 
year or a prohibited allocation during a 
nonallocation year by providing for as-
sets (including S corporation securi-
ties) allocated to the account of a dis-
qualified person (or a person reason-
ably expected to become a disqualified 
person absent a transfer described in 
this paragraph (b)(2)(v)(A)) to be trans-
ferred into a separate portion of the 
plan that is not an ESOP, as described 
in § 54.4975–11(a)(5) of this chapter, or to 
another plan of the employer that sat-
isfies the requirements of section 401(a) 
and that is not an ESOP. Any such 
transfer must be effectuated by an af-
firmative action taken no later than 
the date of the transfer, and all subse-
quent actions (including benefit state-
ments) generally must be consistent 
with the transfer having occurred on 
that date. In the event of such a trans-
fer involving S corporation securities, 
the recipient plan is subject to tax on 
unrelated business taxable income 
under section 512. 

(B) Relief from nondiscrimination re-
quirement. Pursuant to this paragraph 
(b)(2)(v)(B), if a transfer described in 
paragraph (b)(2)(v)(A) of this section is 
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made from an ESOP to a separate por-
tion of the plan or to another qualified 
plan of the employer that is not an 
ESOP, then both the ESOP and the 
plan or portion of a plan that is not an 
ESOP do not fail to satisfy the require-
ments of § 1.401(a)(4)–4 merely because 
of the transfer. Further, subsequent to 
the transfer, that plan will not fail to 
satisfy the requirements of § 1.401(a)(4)– 
4 merely because of the benefits, 
rights, and features with respect to the 
transferred benefits if those benefits, 
rights, and features would satisfy the 
requirements of § 1.401(a)(4)–4 if the 
mandatory disaggregation rule for 
ESOPs at § 1.410(b)–7(c)(2) did not apply. 

(c) Nonallocation year. A year is a 
nonallocation year if it is described in 
the general definition in paragraph 
(c)(1) of this section or if the special 
rule of paragraph (c)(3) of this section 
applies. 

(1) General definition. For purposes of 
section 409(p) and this section, a non-
allocation year means a plan year of an 
ESOP during which, at any time, the 
ESOP holds any employer securities 
that are shares of an S corporation and 
either— 

(i) Disqualified persons own at least 
50 percent of the number of out-
standing shares of stock in the S cor-
poration (including deemed-owned 
ESOP shares); or 

(ii) Disqualified persons own at least 
50 percent of the sum of: 

(A) The outstanding shares of stock 
in the S corporation (including 
deemed-owned ESOP shares); and 

(B) The shares of synthetic equity in 
the S corporation owned by disquali-
fied persons. 

(2) Attribution rules. For purposes of 
this paragraph (c), the rules of section 
318(a) apply to determine ownership of 
shares in the S corporation (including 
deemed-owned ESOP shares) and syn-
thetic equity. However, for this pur-
pose, section 318(a)(4) (relating to op-
tions to acquire stock) is disregarded 
and, in applying section 318(a)(1), the 
members of an individual’s family in-
clude members of the individual’s fam-
ily under paragraph (d)(2) of this sec-
tion. In addition, an individual is treat-
ed as owning deemed-owned ESOP 
shares of that individual notwith-
standing the employee trust exception 

in section 318(a)(2)(B)(i). If the attribu-
tion rules in paragraph (f)(1) of this 
section apply, then the rules of para-
graph (f)(1) of this section are applied 
before (and in addition to) the rules of 
this paragraph (c)(2). 

(3) Special rule for avoidance or eva-
sion. (i) Any ownership structure de-
scribed in paragraph (g)(3) of this sec-
tion results in a nonallocation year. In 
addition, each individual referred to in 
paragraph (g)(3) of this section is treat-
ed as a disqualified person and the indi-
vidual’s interest in the separate entity 
described in paragraph (g)(3) of this 
section is treated as synthetic equity. 

(ii) Pursuant to section 409(p)(7)(B), 
the Commissioner, in revenue rulings, 
notices, and other guidance published 
in the Internal Revenue Bulletin (see 
§ 601.601(d)(2)(ii)(b) of this chapter), 
may provide that a nonallocation year 
occurs in any case in which the prin-
cipal purpose of the ownership struc-
ture of an S corporation constitutes an 
avoidance or evasion of section 409(p). 
For any year that is a nonallocation 
year under this paragraph (c)(3), the 
Commissioner may treat any person as 
a disqualified person. See paragraph (g) 
of this section for guidance regarding 
when the principal purpose of an own-
ership structure of an S corporation in-
volving synthetic equity constitutes an 
avoidance or evasion of section 409(p). 

(4) Special rule for certain stock rights. 
(i) For purposes of paragraph (c)(1) of 
this section, a person is treated as own-
ing stock if the person has an exer-
cisable right to acquire the stock, the 
stock is both issued and outstanding, 
and the stock is held by persons other 
than the ESOP, the S corporation, or a 
related entity (as defined in paragraph 
(f)(3) of this section). 

(ii) This paragraph (c)(4) applies only 
if treating persons as owning the 
shares described in paragraph (c)(4)(i) 
of this section results in a nonalloca-
tion year. This paragraph (c)(4) does 
not apply to a right to acquire stock of 
an S corporation held by a shareholder 
that is subject to Federal income tax 
that, under § 1.1361–1(l)(2)(iii)(A) or 
(l)(4)(iii)(C), would not be taken into 
account in determining if an S corpora-
tion has a second class of stock, pro-
vided that a principal purpose of the 
right is not the avoidance or evasion of 
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section 409(p). Under the last sentence 
of paragraph (f)(2)(i) of this section, 
this paragraph (c)(4)(ii) does not apply 
for purposes of determining ownership 
of deemed-owned ESOP shares or 
whether an interest constitutes syn-
thetic equity. 

(5) Application with respect to shares 
treated as owned by more than one per-
son. For purposes of applying para-
graph (c)(1) of this section, if, by appli-
cation of the rules of paragraph (c)(2), 
(c)(4), or (f)(1) of this section, any share 
is treated as owned by more than one 
person, then that share is counted as a 
single share and that share is treated 
as owned by disqualified persons if any 
of the owners is a disqualified person. 

(6) Effect of nonallocation year. See 
paragraph (b) of this section for a pro-
hibition applicable during a nonalloca-
tion year. See also section 4979A for an 
excise tax applicable in certain cases, 
including section 4979A(a)(3) and (4) 
which applies during a nonallocation 
year (whether or not there is a prohib-
ited allocation during the year). 

(d) Disqualified persons. A person is a 
disqualified person if the person is de-
scribed in paragraph (d)(1), (d)(2), or 
(d)(3) of this section. 

(1) General definition. For purposes of 
section 409(p) and this section, a dis-
qualified person means any person for 
whom— 

(i) The number of such person’s 
deemed-owned ESOP shares of the S 
corporation is at least 10 percent of the 
number of the deemed-owned ESOP 
shares of the S corporation; 

(ii) The aggregate number of such 
person’s deemed-owned ESOP shares 
and synthetic equity shares of the S 
corporation is at least 10 percent of the 
sum of— 

(A) The total number of deemed- 
owned ESOP shares of the S corpora-
tion; and 

(B) The person’s synthetic equity 
shares of the S corporation; 

(iii) The aggregate number of the S 
corporation’s deemed-owned ESOP 
shares of such person and of the mem-
bers of such person’s family is at least 
20 percent of the number of deemed- 
owned ESOP shares of the S corpora-
tion; or 

(iv) The aggregate number of the S 
corporation’s deemed-owned ESOP 

shares and synthetic equity shares of 
such person and of the members of such 
person’s family is at least 20 percent of 
the sum of— 

(A) The total number of deemed- 
owned ESOP shares of the S corpora-
tion; and 

(B) The synthetic equity shares of 
the S corporation owned by such per-
son and the members of such person’s 
family. 

(2) Treatment of family members; defini-
tion—(i) Rule. Each member of the fam-
ily of any person who is a disqualified 
person under paragraph (d)(1)(iii) or 
(iv) of this section and who owns any 
deemed-owned ESOP shares or syn-
thetic equity shares is a disqualified 
person. 

(ii) General definition. For purposes of 
section 409(p) and this section, member 
of the family means, with respect to an 
individual— 

(A) The spouse of the individual; 
(B) An ancestor or lineal descendant 

of the individual or the individual’s 
spouse; 

(C) A brother or sister of the indi-
vidual or of the individual’s spouse and 
any lineal descendant of the brother or 
sister; and 

(D) The spouse of any individual de-
scribed in paragraph (d)(2)(ii)(B) or (C) 
of this section. 

(iii) Spouse. A spouse of an individual 
who is legally separated from such in-
dividual under a decree of divorce or 
separate maintenance is not treated as 
such individual’s spouse under para-
graph (d)(2)(ii) of this section. 

(3) Special rule for certain nonalloca-
tion years. See paragraph (c)(3) of this 
section (relating to avoidance or eva-
sion of section 409(p)) for special rules 
under which certain persons are treat-
ed as disqualified persons. 

(4) Example. The rules of this para-
graph (d) are illustrated by the fol-
lowing examples: 

Example 1. (i) Facts. An S corporation has 
800 outstanding shares, of which 100 are 
owned by individual O and 700 are held in an 
employee stock ownership plan (ESOP) dur-
ing 2006, including 200 shares held in the 
ESOP account of O, 65 shares held in the 
ESOP account of participant P, 65 shares 
held in the ESOP account of participant Q 
who is P’s spouse, and 14 shares held in the 
ESOP account of R, who is the daughter of P 
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and Q. There are no unallocated suspense ac-
count shares in the ESOP. The S corporation 
has no synthetic equity. 

(ii) Conclusion. Under paragraph (d)(1)(i) of 
this section, O is a disqualified person during 
2006 because O’s account in the ESOP holds 
at least 10% of the shares owned by the 
ESOP (200 is 28.6% of 700). During 2006, nei-
ther P, Q, nor R is a disqualified person 
under paragraph (d)(1)(i) of this section, be-
cause each of their accounts holds less than 
10% of the shares owned by the ESOP. How-
ever, each of P, Q, and R is a disqualified per-
son under paragraph (d)(1)(iii) of this section 
because P and members of P’s family own at 
least 20% of the deemed-owned ESOP shares 
(144 (the sum of 65, 65 and 14) is 20.6% of 700). 
As a result, disqualified persons own at least 
50% of the outstanding shares of the S cor-
poration during 2006 (O’s 100 directly owned 
shares, O’s 200 deemed-owned shares, P’s 65 
deemed-owned shares, Q’s 65 deemed-owned 
shares, and R’s 14 deemed-owned shares are 
55.5% of 800). 

Example 2. (i) Facts. An S corporation has 
shares that are owned by an ESOP and var-
ious individuals. Individuals S and T are 
married and have a son, U. Individuals V and 
W are married and have a daughter, X. Indi-
viduals U and X are married. Individual V 
has a brother Y. Their percentages of the 
deemed-owned ESOP shares of the S corpora-
tion are as follows: T has 6%; U has 7%; and 
V has 8%. Neither S, W, X, nor Y has any 
deemed-owned ESOP shares and the S cor-
poration has no synthetic equity. However, 
individual S and individual Y each own di-
rectly a number of shares of the outstanding 
shares of the S corporation. 

(ii) Conclusion. In this example, individual 
U is a disqualified person under paragraph 
(d)(1) of this section (because U’s family con-
sists of S, T, U, V, W, and X, and, in the ag-
gregate, those persons own more than 20% of 
the deemed-owned ESOP shares) and indi-
vidual X is also a disqualified person under 
paragraph (d)(1) of this section (because T’s 
family consists of S, T, U, V, W, and X, and, 
in the aggregate, those persons own more 
than 20% of the deemed-owned ESOP shares). 
Further, individuals T and V are each a dis-
qualified person under paragraph (d)(2) of 
this section because each is a member of a 
family that includes one or more disqualified 
persons and each has deemed-owned ESOP 
shares. However, individuals S, W, and Y are 
not disqualified persons under this paragraph 
(d). For example, S does not own more than 
10% of the deemed-owned ESOP shares, and 
S’s family, which consists of S, T, U, and X, 
owns, in the aggregate, only 13% of the 
deemed-owned ESOP shares (X’s parents are 
not members of S’s family because the fam-
ily members of a person do not include the 
parents-in-law of the person’s descendants). 
Further, note that, for purposes of deter-
mining whether the ESOP has a nonalloca-

tion year under paragraph (c) of this section, 
the shares directly owned by S and Y would 
be taken into account as shares owned by 
disqualified persons under the attribution 
rules in paragraph (c)(2) of this section. 

(e) Deemed-owned ESOP shares. For 
purposes of section 409(p) and this sec-
tion, a person is treated as owning his 
or her deemed-owned ESOP shares. 
Deemed-owned ESOP shares owned by 
a person mean, with respect to any per-
son— 

(1) Any shares of stock in the S cor-
poration constituting employer securi-
ties that are allocated to such person’s 
account under the ESOP; and 

(2) Such person’s share of the stock 
in the S corporation that is held by the 
ESOP but is not allocated to the ac-
count of any participant or beneficiary 
(with such person’s share to be deter-
mined in the same proportion as the 
shares released and allocated from a 
suspense account, as described at 
§ 54.4975–11(c) and (d) of the Excise Tax 
Regulations, under the ESOP for the 
most recently ended plan year for 
which there were shares released and 
allocated from a suspense account, or if 
there has been no such prior release 
and allocation from a suspense ac-
count, then determined in proportion 
to a reasonable estimate of the shares 
that would be released and allocated in 
the first year of a loan repayment). 

(f) Synthetic equity and rights to ac-
quire stock of the S corporation—(1) Own-
ership of synthetic equity. For purposes 
of section 409(p) and this section, syn-
thetic equity means the rights de-
scribed in paragraph (f)(2) of this sec-
tion. Synthetic equity is treated as 
owned by the person that has any of 
the rights specified in paragraph (f)(2) 
of the section. In addition, the attribu-
tion rules as set forth in paragraph 
(c)(2) of this section apply for purposes 
of attributing ownership of synthetic 
equity. 

(2) Synthetic equity—(i) Rights to ac-
quire stock of the S corporation—(A) Gen-
eral rule. Synthetic equity includes any 
stock option, warrant, restricted stock, 
deferred issuance stock right, stock ap-
preciation right payable in stock, or 
similar interest or right that gives the 
holder the right to acquire or receive 
stock of the S corporation in the fu-
ture. Rights to acquire stock in an S 
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corporation with respect to stock that 
is, at all times during the period when 
such rights are effective, both issued 
and outstanding, and held by a person 
other than the ESOP, the S corpora-
tion, or a related entity are not syn-
thetic equity but only if that person is 
subject to federal income taxes. (See 
also paragraph (c)(4) of this section.) 

(B) Exception for certain rights of first 
refusal. A right of first refusal to ac-
quire stock held by an ESOP is not 
treated as a right to acquire stock of 
an S corporation under this paragraph 
if the right to acquire stock would not 
be taken into account under § 1.1361– 
1(l)(2)(iii)(A) in determining if an S cor-
poration has a second class of stock 
and the price at which the stock is ac-
quired under the right of first refusal is 
not less than the price determined 
under section 409(h). See § 54.4975– 
11(d)(5) of the Excise Tax Regulations. 
The right of first refusal must also 
comply with the requirements of 
§ 54.4975–7(b)(9) of the Excise Tax Regu-
lations. This paragraph (f)(2)(i)(B) does 
not apply if, based on the facts and cir-
cumstances, the Commissioner finds 
that the right to acquire stock held by 
the ESOP constitutes an avoidance or 
an evasion of section 409(p). See also 
section 408(d) of ERISA, under which 
the exemption provided by section 
408(e) of ERISA (and the related exemp-
tion at section 4975(d)(13) of the Code) 
does not apply to an owner-employee, 
including an employee or officer of an 
S corporation who is a 5 percent owner. 

(ii) Special rule for certain stock rights. 
Synthetic equity also includes a right 
to a future payment (payable in cash or 
any other form other than stock of the 
S corporation) from an S corporation 
that is based on the value of the stock 
of the S corporation, such as apprecia-
tion in such value. Thus, for example, 
synthetic equity includes a stock ap-
preciation right with respect to stock 
of an S corporation that is payable in 
cash or a phantom stock unit with re-
spect to stock of an S corporation that 
is payable in cash. 

(iii) Rights to acquire interests in or as-
sets of an S corporation or a related enti-
ty. Synthetic equity includes a right to 
acquire stock or other similar interests 
in a related entity to the extent of the 
S corporation’s ownership. Synthetic 

equity also includes a right to acquire 
assets of an S corporation or a related 
entity other than either rights to ac-
quire goods, services, or property at 
fair market value in the ordinary 
course of business or fringe benefits ex-
cluded from gross income under section 
132. 

(iv) Special rule for nonqualified de-
ferred compensation. (A) Synthetic eq-
uity also includes any of the following 
with respect to an S corporation or a 
related entity: any remuneration to 
which section 404(a)(5) applies; remu-
neration for which a deduction would 
be permitted under section 404(a)(5) if 
separate accounts were maintained; 
any right to receive property, as de-
fined in § 1.83–3(e) of the Income Tax 
Regulations (including a payment to a 
trust described in section 402(b) or to 
an annuity described in section 403(c)) 
in a future year for the performance of 
services; any transfer of property in 
connection with the performance of 
services to which section 83 applies to 
the extent that the property is not sub-
stantially vested within the meaning of 
§ 1.83–3(i) by the end of the plan year in 
which transferred; and a split-dollar 
life insurance arrangement under § 1.61– 
22(b) entered into in connection with 
the performance of services (other than 
one under which, at all times, the only 
economic benefit that will be provided 
under the arrangement is current life 
insurance protection as described in 
§ 1.61–22(d)(3)). Synthetic equity also in-
cludes any other remuneration for 
services under a plan, method, or ar-
rangement deferring the receipt of 
compensation to a date that is after 
the 15th day of the 3rd calendar month 
after the end of the entity’s taxable 
year in which the related services are 
rendered. However, synthetic equity 
does not include benefits under a plan 
that is an eligible retirement plan 
within the meaning of section 
402(c)(8)(B). 

(B) For purposes of applying para-
graph (f)(2)(iv)(A) of this section with 
respect to an ESOP, synthetic equity 
does not include any interest described 
in such paragraph (f)(2)(iv)(A) of this 
section to the extent that— 
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(1) The interest is nonqualified de-
ferred compensation (within the mean-
ing of section 3121(v)(2)) that was out-
standing on December 17, 2004; 

(2) The interest is an amount that 
was taken into account (within the 
meaning of § 31.3121(v)(2)–1(d) of this 
chapter) prior to January 1, 2005, for 
purposes of taxation under chapter 21 
of the Internal Revenue Code (or in-
come attributable thereto); and 

(3) The interest was held before the 
first date on which the ESOP acquires 
any employer securities. 

(v) No overlap among shares of deemed- 
owned ESOP shares or synthetic equity. 
Synthetic equity under this paragraph 
(f)(2) does not include shares that are 
deemed-owned ESOP shares (or any 
rights with respect to deemed-owned 
ESOP shares to the extent such rights 
are specifically provided under section 
409(h)). In addition, synthetic equity 
under a specific subparagraph of this 
paragraph (f)(2) does not include any-
thing that is synthetic equity under a 
preceding provision of paragraph 
(f)(2)(i), (ii), (iii), or (iv) of this section. 

(3) Related entity. For purposes of this 
paragraph (f), related entity means any 
entity in which the S corporation holds 
an interest and which is a partnership, 
a trust, an eligible entity that is dis-
regarded as an entity that is separate 
from its owner under § 301.7701–3 of this 
chapter, or a qualified subchapter S 
subsidiary under section 1361(b)(3). 

(4) Number of synthetic shares—(i) Syn-
thetic equity determined by reference to S 
corporation shares. In the case of syn-
thetic equity that is determined by ref-
erence to shares of stock of the S cor-
poration, the person who is entitled to 
the synthetic equity is treated as own-
ing the number of shares of stock deliv-
erable pursuant to such synthetic eq-
uity. In the case of synthetic equity 
that is determined by reference to 
shares of stock of the S corporation, 
but for which payment is made in cash 
or other property (besides stock of the 
S corporation), the number of shares of 
synthetic equity treated as owned is 
equal to the number of shares of stock 
having a fair market value equal to the 
cash or other property (disregarding 
lapse restrictions as described in § 1.83– 
3(i)). Where such synthetic equity is a 
right to purchase or receive S corpora-

tion shares, the corresponding number 
of shares of synthetic equity is deter-
mined without regard to lapse restric-
tions as described in § 1.83–3(i) or to any 
amount required to be paid in exchange 
for the shares. Thus, for example, if a 
corporation grants an employee of an S 
corporation an option to purchase 100 
shares of the corporation’s stock, exer-
cisable in the future only after the sat-
isfaction of certain performance condi-
tions, the employee is the deemed 
owner of 100 synthetic equity shares of 
the corporation as of the date the op-
tion is granted. If the same employee 
were granted 100 shares of restricted S 
corporation stock (or restricted stock 
units), subject to forfeiture until the 
satisfaction of performance or service 
conditions, the employee would like-
wise be the deemed owner of 100 syn-
thetic equity shares from the grant 
date. However, if the same employee 
were granted a stock appreciation 
right with regard to 100 shares of S cor-
poration stock (whether payable in 
stock or in cash), the number of syn-
thetic equity shares the employee is 
deemed to own equals the number of 
shares having a value equal to the ap-
preciation at the time of measurement 
(determined without regard to lapse re-
strictions). 

(ii) Synthetic equity determined by ref-
erence to shares in a related entity. In the 
case of synthetic equity that is deter-
mined by reference to shares of stock 
(or similar interests) in a related enti-
ty, the person who is entitled to the 
synthetic equity is treated as owning 
shares of stock of the S corporation 
with the same aggregate value as the 
number of shares of stock (or similar 
interests) of the related entity (with 
such value determined without regard 
to any lapse restriction as defined at 
§ 1.83–3(i)). 

(iii) Other synthetic equity—(A) Gen-
eral rule. In the case of any synthetic 
equity to which neither paragraph 
(f)(4)(i) of this section nor paragraph 
(f)(4)(ii) of this section apply, the per-
son who is entitled to the synthetic eq-
uity is treated as owning on any date a 
number of shares of stock in the S cor-
poration equal to the present value (on 
that date) of the synthetic equity (with 
such value determined without regard 
to any lapse restriction as defined at 
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§ 1.83–3(i)) divided by the fair market 
value of a share of the S corporation’s 
stock as of that date. 

(B) Use of annual or more frequent de-
termination dates. A year is a nonalloca-
tion year if the thresholds in paragraph 
(c) of this section are met at any time 
during that year. However, for pur-
poses of this paragraph (f)(4)(iii), an 
ESOP may provide that the number of 
shares of S corporation stock treated 
as owned by a person who is entitled to 
synthetic equity to which this para-
graph (f)(4)(iii) applies is determined 
annually (or more frequently), as of the 
first day of the ESOP’s plan year or as 
of any other reasonable determination 
date or dates during a plan year. If the 
ESOP so provides, the number of 
shares of synthetic equity to which 
this paragraph (f)(4)(iii) applies that 
are treated as owned by that person for 
any period from a given determination 
date through the date immediately pre-
ceding the next following determina-
tion date is the number of shares treat-
ed as owned on the given determina-
tion date. 

(C) Use of triennial recalculations. (1) 
Although an ESOP must have a deter-
mination date that is no less frequent 
than annually, if the terms of the 
ESOP so provide, then the number of 
shares of synthetic equity with respect 
to grants of synthetic equity to which 
this paragraph (f)(4)(iii) applies may be 
fixed for a specified period from a de-
termination date identified under the 
ESOP through the day before a deter-
mination date that is not later than 
the third anniversary of the identified 
determination date. Thus, the ESOP 
must provide for the number of shares 
of synthetic equity to which this para-
graph (f)(4)(iii) applies to be re-deter-
mined not less frequently than every 
three years, based on the S corporation 
share value on a determination date 
that is not later than the third anni-
versary of the identified determination 
date and the aggregate present value of 
the synthetic equity to which this 
paragraph (f)(4)(iii) applies (including 
all grants made during the three-year 
period) on that determination date. 

(2) However, additional accruals, al-
locations, or grants (to which this 
paragraph (f)(4)(iii) applies) that are 
made during such three-year period are 

taken into account on each determina-
tion date during that period, based on 
the number of synthetic equity shares 
resulting from the additional accrual, 
allocation, or grant (determined as of 
the determination date on or next fol-
lowing the date of the accrual, alloca-
tion, or grant). See Example 3 of para-
graph (h) of this section for an example 
illustrating this paragraph (f)(4)(iii)(C). 

(3) If, as permitted under this para-
graph (f)(4)(iii)(C), an ESOP provides 
for the number of shares of synthetic 
equity to be fixed for a specified period 
from a determination date to a subse-
quent determination date, then that 
subsequent determination date can be 
changed to a new determination date, 
subject to the following conditions: 

(i) The change in the subsequent de-
termination date must be effectuated 
through a plan amendment adopted be-
fore the new determination date; 

(ii) The new determination date must 
be earlier than the prior determination 
date (that is, the new determination 
date must be earlier than the deter-
mination date applicable in the ab-
sence of the plan amendment); 

(iii) The conditions in paragraph 
(f)(4)(iii)(C)(2) of this section must be 
satisfied measured from the new deter-
mination date; and 

(iv) Except to the extent permitted 
by the Commissioner in revenue rul-
ings, notices, or other guidance pub-
lished in the Internal Revenue Bulletin 
(see § 601.601(d)(2)(ii)(b) of this chapter), 
the change must be adopted in connec-
tion with either a change in the plan 
year of the ESOP or a merger, consoli-
dation, or transfer of plan assets of the 
ESOP under section 414(l) (and the new 
determination date must consistent 
with that plan year change or section 
414(l) event). 

(4) Conditions for application of rules. 
This paragraph (f)(4)(iii)(C) only ap-
plies with respect to grants of syn-
thetic equity to which this paragraph 
(f)(4)(iii) applies. In addition, para-
graph (f)(4)(iii)(C) of this section ap-
plies only if the fair market value of a 
share of the S corporation securities on 
any determination date is not unrepre-
sentative of the value of the S corpora-
tion securities throughout the rest of 
the plan year and only if the terms of 
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the ESOP include provisions con-
forming to paragraph (f)(4)(iii)(C)(1) of 
this section which are consistently 
used by the ESOP for all persons. In 
addition, paragraph (f)(4)(iii)(C)(1) of 
this section applies only if the terms of 
the ESOP include provisions con-
forming to paragraphs (f)(4)(iii)(C)(1) of 
this section which are consistently 
used by the ESOP for all persons. 

(iv) Adjustment of number of synthetic 
equity shares where ESOP owns less than 
100 percent of S corporation. The number 
of synthetic shares otherwise deter-
mined under this paragraph (f)(4) is de-
creased ratably to the extent that 
shares of the S corporation are owned 
by a person who is not an ESOP and 
who is subject to Federal income taxes. 
For example, if an S corporation has 
200 outstanding shares, of which indi-
vidual A owns 50 shares and the ESOP 
owns the other 150 shares, and indi-
vidual B would be treated under this 
paragraph (f)(4) as owning 100 synthetic 
equity shares of the S corporation but 
for this paragraph (f)(4)(iv), then, under 
the rule of this paragraph (f)(4)(iv), the 
number of synthetic shares treated as 
owned by B under this paragraph (f)(4) 
is decreased from 100 to 75 (because the 
ESOP only owns 75 percent of the out-
standing stock of the S corporation, 
rather than 100 percent). 

(v) Special rule for shares with greater 
voting power than ESOP shares. Not-
withstanding any other provision of 
this paragraph (f)(4), if a synthetic eq-
uity right includes (directly or indi-
rectly) a right to purchase or receive 
shares of S corporation stock that have 
per-share voting rights greater than 
the per-share voting rights of one or 
more shares of S corporation stock 
held by the ESOP, then the number of 
shares of deemed owned synthetic eq-
uity attributable to such right is not 
less than the number of shares that 
would have the same voting rights if 
the shares had the same per-share vot-
ing rights as shares held by the ESOP 
with the least voting rights. For exam-
ple, if shares of S corporation stock 
held by the ESOP have one voting 
right per share, then an individual who 
holds an option to purchase one share 
with 100 voting rights is treated as 
owning 100 shares of synthetic equity. 

(g) Avoidance or evasion of section 
409(p) involving synthetic equity—(1) 
General rule. Paragraph (g)(2) of this 
section sets forth a standard for deter-
mining whether the principal purpose 
of the ownership structure of an S cor-
poration involving synthetic equity 
constitutes an avoidance or evasion of 
section 409(p). Paragraph (g)(3) of this 
section identifies certain specific own-
ership structures that constitute an 
avoidance or evasion of section 409(p). 
See also paragraph (c)(3) of this section 
for a rule under which the ownership 
structures in paragraph (g)(3) of this 
section result in a nonallocation year 
for purposes of section 409(p). 

(2) Standard for determining when there 
is an avoidance or evasion of section 
409(p) involving synthetic equity. For 
purposes of section 409(p) and this sec-
tion, whether the principal purpose of 
the ownership structure of an S cor-
poration involving synthetic equity 
constitutes an avoidance or evasion of 
section 409(p) is determined by taking 
into account all the surrounding facts 
and circumstances, including all fea-
tures of the ownership of the S cor-
poration’s outstanding stock and re-
lated obligations (including synthetic 
equity), any shareholders who are tax-
able entities, and the cash distribu-
tions made to shareholders, to deter-
mine whether, to the extent of the 
ESOP’s stock ownership, the ESOP re-
ceives the economic benefits of owner-
ship in the S corporation that occur 
during the period that stock of the S 
corporation is owned by the ESOP. 
Among the factors indicating that the 
ESOP receives those economic benefits 
include shareholder voting rights, the 
right to receive distributions made to 
shareholders, and the right to benefit 
from the profits earned by the S cor-
poration, including the extent to which 
actual distributions of profits are made 
from the S corporation to the ESOP 
and the extent to which the ESOP’s 
ownership interest in undistributed 
profits and future profits is subject to 
dilution as a result of synthetic equity. 
For example, the ESOP’s ownership in-
terest is not subject to dilution if the 
total amount of synthetic equity is a 
relatively small portion of the total 
number of shares and deemed-owned 
shares of the S corporation. 
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(3) Specific transactions that constitute 
an avoidance or evasion of section 409(p) 
involving segregated profits. Taking into 
account the standard in paragraph 
(g)(2) of this section, the principal pur-
pose of the ownership structure of an S 
corporation constitutes an avoidance 
or evasion of section 409(p) in any case 
in which— 

(i) The profits of the S corporation 
generated by the business activities of 
a specific individual or individuals are 
not provided to the ESOP, but are in-
stead substantially accumulated and 
held for the benefit of the individual or 
individuals on a tax-deferred basis 
within an entity related to the S cor-
poration, such as a partnership, trust, 
or corporation (such as in a subsidiary 
that is a disregarded entity), or any 
other method that has the same effect 
of segregating profits for the benefit of 
such individual or individuals (such as 
nonqualified deferred compensation de-
scribed in paragraph (f)(2)(iv) of this 
section); 

(ii) The individual or individuals for 
whom profits are segregated have 
rights to acquire 50 percent or more of 
those profits directly or indirectly (for 
example, by purchase of the sub-
sidiary); and 

(iii) A nonallocation year would 
occur if this section were separately 
applied with respect to either the sepa-
rate entity or whatever method has the 
effect of segregating profits of the indi-
vidual or individuals, treating such en-
tity as a separate S corporation owned 
by an ESOP (or in the case of any other 
method of segregation of profits by 
treating those profits as the only as-
sets of a separate S corporation owned 
by an ESOP). 

(h) Examples. The rules of this section 
are illustrated by the following exam-
ples: 

Example 1. Relating to determination of dis-
qualified persons and nonallocation year if 
there is no synthetic equity. (i) Facts. Corpora-
tion X is a calendar year S corporation that 
maintains an ESOP. X has a single class of 
common stock, of which there are a total of 
1,200 shares outstanding. X has no synthetic 
equity. In 2006, individual A, who is not an 
employee of X (and is not related to any em-
ployee of X), owns 100 shares directly, B, who 
is an employee of X, owns 100 shares directly, 
and the remaining 1,000 shares are owned by 
an ESOP maintained by X for its employees. 
The ESOP’s 1,000 shares are allocated to the 
accounts of individuals who are employees of 
X (none of whom are related), as set forth in 
columns 1 and 2 in the following table: 

1 
Shareholders 

2 3 4 

Deemed-owned 
ESOP shares (total 

of 1,000) 

Percentage deemed- 
owned ESOP shares Disqualified person 

B ........................................................................................ 330 33 Yes. 
C ........................................................................................ 145 14.5 Yes. 
D ........................................................................................ 75 7.5 No. 
E ........................................................................................ 30 3 No. 
F ........................................................................................ 20 2 No. 
Other participants .............................................................. 1 400 (2) No. 

1 None exceed 10 shares. 
2 1% or less. 

(ii) Conclusion with respect to disqualified 
persons. As shown in column 4 in the table 
contained in paragraph (i) of Example 1, indi-
viduals B and C are disqualified persons for 
2006 under paragraph (d)(1) of this section be-
cause each owns at least 10% of X’s deemed- 
owned ESOP shares. However, the synthetic 
equity shares owned by any person do not af-
fect the calculation for any other person’s 
ownership of shares. 

(iii) Conclusion with respect to nonallocation 
year. 2006 is not a nonallocation year under 
section 409(p) because disqualified persons do 

not own at least 50% of X’s outstanding 
shares (the 100 shares owned directly by B, 
B’s 330 deemed-owned ESOP shares, plus C’s 
145 deemed-owned ESOP shares equal only 
47.9% of the 1,200 outstanding shares of X). 

Example 2. Relating to determination of dis-
qualified persons and nonallocation year if 
there is synthetic equity. (i) Facts. The facts 
are the same as in Example 1, except that, as 
shown in column 4 of the table in this Exam-
ple 2, individuals E and F have options to ac-
quire 110 and 130 shares, respectively, of the 
common stock of X from X: 
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1 
Shareholder 

2 
Deemed- 

owned ESOP 
shares 

(total of 1,000) 

3 
Percentage 

deemed- 
owned ESOP 

shares 

4 
Options 

(240) 

5 
Shareholder percentage 

of deemed-owned 
ESOP plus synthetic eq-

uity shares 

6 
Disqualified 

person 

B .................................... 330 33 ........................ ....................................... Yes (col. 3). 
C .................................... 145 14.5 ........................ ....................................... Yes (col. 3). 
D .................................... 75 7.5 ........................ ....................................... No. 
E .................................... 30 3 110 11.1% ([30+ 91.7] di-

vided by 1,091.7).
Yes (col. 5). 

F ..................................... 20 2 130 11.6% ([20 +108.3] di-
vided by 1,108.3).

Yes (col. 5). 

Other participants .......... 1 400 (2) ........................ ....................................... No. 

1 None exceeds 10 shares. 
2 1% or less. 

(ii) Conclusion with respect to disqualified 
persons. Individual E’s synthetic equity 
shares are counted in determining whether E 
is a disqualified person for 2006, and indi-
vidual F’s synthetic equity shares are count-
ed in determining whether F is a disqualified 
person for 2006. Applying the rule of para-
graph (f)(4)(iv) of this section, E’s option to 
acquire 110 shares of the S corporation con-
verts under paragraph (f)(4)(iv) of this sec-
tion, into 91.7 shares of synthetic equity (110 
times the ratio of the 1,000 deemed-owned 
ESOP shares to the sum of the 1,000 deemed- 
owned ESOP shares plus the 200 shares held 
outside the ESOP by A and B). Similarly, F’s 
option to acquire 130 shares of the S corpora-
tion converts into 108.3 shares of synthetic 
equity (130 times the ratio of the 1,000 
deemed-owned ESOP shares to the sum of 
the 1,000 deemed-owned ESOP shares plus the 
200 shares held outside the ESOP by A and 
B). However, the synthetic equity shares 
owned by any person do not affect the cal-
culation for any other person’s ownership of 
shares. Accordingly, as shown in column 6 in 
the table contained in paragraph (i) of Exam-
ple 2, individuals B, C, E, and F are disquali-
fied persons for 2006. 

(iii) Conclusion with respect to nonallocation 
year. The 100 shares owned directly by B, B’s 
330 deemed-owned ESOP shares, C’s 145 
deemed-owned ESOP shares, E’s 30 deemed- 
owned ESOP shares, E’s 91.7 synthetic equity 
shares, F’s 20 deemed-owned ESOP shares, 
plus F’s 108.3 synthetic equity shares total 
825, which equals 58.9% of 1,400, which is the 

sum of the 1,200 outstanding shares of X and 
the 200 shares of synthetic equity shares of X 
held by disqualified persons. Thus, 2006 is a 
nonallocation year for X’s ESOP under sec-
tion 409(p) because disqualified persons own 
at least 50% of the total shares of out-
standing stock of X and the total synthetic 
equity shares of X held by disqualified per-
sons. In addition, independent of the pre-
ceding conclusion, 2006 would be a nonalloca-
tion year because disqualified persons own at 
least 50% of X’s outstanding shares because 
the 100 shares owned directly by B, B’s 330 
deemed-owned ESOP shares, C’s 145 deemed- 
owned ESOP shares, E’s 30 deemed-owned 
ESOP shares, plus F’s 20 deemed-owned 
ESOP shares equal 52.1% of the 1,200 out-
standing shares of X. 

Example 3. Relating to determination of num-
ber of shares of synthetic equity. (i) Facts. Cor-
poration Y is a calendar year S corporation 
that maintains an ESOP. Y has a single class 
of common stock, of which there are a total 
of 1,000 shares outstanding, all of which are 
owned by the ESOP. Y has no synthetic eq-
uity, except for four grants of nonqualified 
deferred compensation that are made to an 
individual during the period from 2005 
through 2011, as set forth in column 2 in the 
following table. The ESOP provides for the 
special rules in paragraph (f)(4)(iii) of this 
section to determine the number of shares of 
synthetic equity owned by that individual 
with a determination date of January 1 and 
the triennial rule redetermining value, as 
shown in columns 4 and 5: 

1 2 3 4 5 

Determination date Present value of nonqualified deferred compensa-
tion on determination date 

Share value on 
determination date 

New shares of 
synthetic eq-
uity on deter-
mination date 

Aggregate 
number of 

synthetic eq-
uity shares on 
determination 

date 

January 1, 2005 ... A grant is made on January 1, 2005, with a present 
value of $1,000. An additional grant of non-
qualified deferred compensation with a present 
value of $775 is made on March 1, 2005.

$10 per share ...... 100 100 
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1 2 3 4 5 

Determination date Present value of nonqualified deferred compensa-
tion on determination date 

Share value on 
determination date 

New shares of 
synthetic eq-
uity on deter-
mination date 

Aggregate 
number of 

synthetic eq-
uity shares on 
determination 

date 

January 1, 2006 ... An additional grant is made on December 31, 2005, 
which has a present value of $800 on January 1, 
2006. The March 1, 2005, grant has a present 
value on January 1, 2006, of $800.

$8 per share ........ 200 300 

January 1, 2007 ... No new grants made ................................................ $12 per share ...... ........................ 300 
January 1, 2008 ... An additional grant is made on December 31, 2007, 

which has a present value of $3,000 on January 
1, 2008. The grants made during 2005 through 
2007 have an aggregate present value on Janu-
ary 1, 2008, of $3,750.

$15 per share ...... 200 450 

January 1, 2009 ... No new grants are made .......................................... $11 per share ...... ........................ 450 
January 1, 2010 ... No new grants are made .......................................... $22 per share ...... ........................ 450 
January 1, 2011 ... No new grants are made. The grants made during 

2005 through 2008 have an aggregate present 
value on January 1, 2011, of $7,600.

$20 per share ...... ........................ 380 

(ii) Conclusion. The grant made on January 
1, 2005, is treated as 100 shares until the de-
termination date in 2008. The grant made on 
March 1, 2005, is not taken into account until 
the 2006 determination date and its present 
value on that date, along with the then 
present value of the grant made on December 
31, 2005, is treated as a number of shares that 
are based on the $8 per share value on the 
2006 determination date, with the resulting 
number of shares continuing to apply until 
the determination date in 2008. On the Janu-
ary 1, 2008, determination date, the grant 
made on the preceding day is taken into ac-
count at its present value of $3,000 on Janu-
ary 1, 2008 and the $15 per share value on that 
date with the resulting number of shares 
(200) continuing to apply until the next de-
termination date. In addition, on the Janu-
ary 1, 2008, determination date, the number 
of shares determined under other grants 
made between January 1, 2005 and December 
31, 2007, must be revalued. Accordingly, the 
aggregate value of all nonqualified deferred 
compensation granted during that period is 
determined to be $3750 on January 1, 2008, 
and the corresponding number of shares of 
synthetic equity based on the $15 per share 
value is determined to be 250 shares on the 
2008 determination date, with the resulting 
aggregate number of shares (450) continuing 
to apply until the determination date in 2011. 
On the January 1, 2011, determination date, 
the aggregate value of all nonqualified de-
ferred compensation is determined to be 
$7,600 and the corresponding number of 
shares of synthetic equity based on the $20 
per share value on the 2011 determination 
date is determined to be 380 shares (with the 
resulting number of shares continuing to 
apply until the day before the determination 
date in 2014, assuming no further grants are 
made). 

(i) Effective dates—(1) Statutory effec-
tive date. (i) Except as otherwise pro-
vided in paragraph (i)(1)(ii) of this sec-
tion, section 409(p) applies for plan 
years ending after March 14, 2001. 

(ii) If an ESOP holding stock in an S 
corporation was established on or be-
fore March 14, 2001, and the election 
under section 1362(a) with respect to 
that S corporation was in effect on 
March 14, 2001, section 409(p) applies for 
plan years beginning on or after Janu-
ary 1, 2005. 

(2) Regulatory effective date. This sec-
tion applies for plan years beginning on 
or after January 1, 2006. For plan years 
beginning before January 1, 2006, 
§ 1.409(p)–1T (as it appeared in the April 
1, 2005, edition of 26 CFR part 1) ap-
plies. 

[T.D. 9302, 71 FR 76137, Dec. 20, 2006] 

§ 1.409(p)–1T Prohibited allocations of 
securities in an S corporation (tem-
porary). 

(a) Organization of this section. Sec-
tion 409(p) applies if a nonallocation 
year occurs in an employee stock own-
ership plan (ESOP), as defined in sec-
tion 4975(e)(7), that holds shares of 
stock of an S corporation, as defined in 
section 1361, that are employer securi-
ties as defined in section 409(l). Para-
graph (b) of this section sets forth the 
general rule under section 409(p)(1) and 
(2) prohibiting any accrual or alloca-
tion to a disqualified person in a non-
allocation year. Paragraph (c) of this 
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section sets forth rules under section 
409(p)(3), (5), and (7) for determining 
whether a year is a nonallocation year, 
generally based on whether disqualified 
persons own at least 50 percent of the 
shares of the S corporation, either tak-
ing into account only the outstanding 
shares of the S corporation (including 
shares held by the ESOP) or taking 
into account both the outstanding 
shares and synthetic equity of the S 
corporation. Paragraphs (d), (e), and (f) 
of this section contain definitions of 
disqualified person under section 
409(p)(4) and (5), deemed-owned ESOP 
shares under section 409(p)(4)(C), and 
synthetic equity under section 
409(p)(6)(C). Paragraph (g) of this sec-
tion contains a standard for deter-
mining when the principal purpose of 
the ownership structure of an S cor-
poration constitutes an avoidance or 
evasion of section 409(p). The defini-
tions used in section 409(p) and this 
section are also applicable for purposes 
of section 4979A, which imposes an ex-
cise tax on certain events, including a 
nonallocation year under section 
409(p). 

(b) Prohibited allocation in a nonalloca-
tion year—(1) General rule. An ESOP 
holding employer securities consisting 
of stock in an S corporation must pro-
vide that no portion of the assets of the 
plan attributable to (or allocable in 
lieu of) such employer securities may, 
during a nonallocation year, accrue 
under the ESOP, or be allocated di-
rectly or indirectly under any plan of 
the employer (including the ESOP) 
meeting the requirements of section 
401(a), for the benefit of any disquali-
fied person (a prohibited allocation). 

(2) Additional rules—(i) Prohibited allo-
cation definition. For purposes of sec-
tion 409(p)(2)(A) and paragraph (b)(1) of 
this section, there is a prohibited allo-
cation (i.e., assets accrue or are allo-
cated as prohibited under paragraph 
(b)(1) of this section) if there is either 
an impermissible accrual as defined in 
paragraph (b)(2)(ii) of this section or an 
impermissible allocation as defined in 
paragraph (b)(2)(iii) of this section. The 
amount of the prohibited allocation is 
equal to the sum of the impermissible 
accrual plus the amount of the imper-
missible allocation (if any). 

(ii) Impermissible accrual. There is an 
impermissible accrual to the extent 
(and only to the extent) that employer 
securities consisting of stock in an S 
corporation owned by the ESOP and 
any assets attributable thereto are 
held under the ESOP for the benefit of 
a disqualified person during a non-
allocation year. For this purpose, as-
sets attributable to S corporation secu-
rities include any distributions, within 
the meaning of section 1368, made on S 
corporation stock held in a disqualified 
person’s account in the ESOP (includ-
ing earnings thereon), plus any pro-
ceeds from the sale of S corporation se-
curities held for a disqualified person’s 
account in the ESOP (including any 
earnings thereon). Thus, for example, 
in the event of a nonallocation year, 
all S corporation shares and all other 
ESOP assets attributable to S corpora-
tion stock, including distributions, 
sales proceeds, and earnings on either 
the distribution or proceeds, held for 
the account of such disqualified person 
in the ESOP during that year are an 
impermissible accrual for the benefit of 
that person, whether attributable to 
contributions in the current year or in 
prior years. 

(iii) Impermissible allocation. An im-
permissible allocation means any allo-
cation for a disqualified person directly 
or indirectly under any plan of the em-
ployer qualified under section 401(a) 
that occurs during a nonallocation 
year to the extent that a contribution 
or other annual addition is made, or 
the disqualified person otherwise ac-
crues additional benefits, under the 
ESOP or any other plan of the em-
ployer qualified under section 401(a) 
(including a release and allocation of 
assets from a suspense account, as de-
scribed at § 54.4975–11(c) and (d) of this 
chapter) that, for the nonallocation 
year, would otherwise have been added 
to the account of the disqualified per-
son under the ESOP and invested in 
employer securities consisting of stock 
in an S corporation owned by the ESOP 
but for a provision in the ESOP to 
comply with section 409(p). 

(iv) Effects of prohibited allocation— 
(A) Deemed distribution. If there is a 
prohibited allocation, the amount of 
the prohibited allocation, as deter-
mined under this paragraph (b)(2), is 
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treated as distributed from the ESOP 
(or other plan of the employer) to the 
disqualified person on the first day of 
the plan year on which there is an im-
permissible accrual or on the date of 
the allocation in the case of an addi-
tional impermissible accrual or imper-
missible allocation during the plan 
year but after the first day of the plan 
year. Thus, the fair market value of as-
sets in the disqualified person’s ac-
count that constitutes an impermis-
sible accrual or allocation is included 
in gross income (to the extent in excess 
of any investment in the contract allo-
cable to such amount) and is subject to 
any additional income tax that applies 
under section 72(t). A deemed distribu-
tion under this paragraph (b)(2)(iv)(A) 
is not an actual distribution from the 
ESOP. Thus, the amount of the prohib-
ited allocation is not an eligible roll-
over distribution under section 402(c). 
However, for purposes of applying sec-
tions 72 and 402 with respect to any 
subsequent distribution from the 
ESOP, the amount that the disquali-
fied person previously took into ac-
count as income as a result of the 
deemed distribution is treated as an in-
vestment in the contract. 

(B) Other effects. If there is a prohib-
ited allocation, then the plan fails to 
satisfy the requirements of section 
4975(e)(7) and ceases to be an ESOP. In 
such a case, the exemption from the ex-
cise tax on prohibited transactions for 
loans to leveraged ESOPs contained in 
section 4975(d)(3) would cease to apply 
to any loan (with the result that the 
employer would owe an excise tax with 
respect to the previously exempt loan) 
and, further, the exception in section 
512(e)(3) would not apply to the plan 
(with the result that the plan may owe 
income tax as a result of unrelated 
business taxable income under section 
512 with respect to S corporation stock 
held by the plan). See also section 
4979A(a) which imposes an excise tax in 
certain events, including a prohibited 
allocation under section 409(p). 

(v) Prevention of prohibited allocation— 
(A) Transfer of account to non-ESOP. An 
ESOP may prevent a nonallocation 
year or a prohibited allocation during a 
nonallocation year by permitting as-
sets (including S corporation securi-
ties) allocated to the account of a dis-

qualified person (or a person reason-
ably expected to become a disqualified 
person absent a transfer described in 
this paragraph (b)(2)(v)(A)) to be trans-
ferred into a separate portion of the 
plan that is not an ESOP, as described 
in § 54.4975–11(a)(5) of this chapter, or to 
another plan of the employer that sat-
isfies the requirements of section 401(a) 
(and that is not an ESOP). In the event 
of such a transfer involving S corpora-
tion securities, the recipient plan is 
subject to tax on unrelated business 
taxable income under section 512. 

(B) Relief from nondiscrimination re-
quirement. Pursuant to this paragraph 
(b)(2)(v)(B), if a transfer described in 
paragraph (b)(2)(v)(A) of this section is 
made from an ESOP to a separate por-
tion of the plan or to another qualified 
plan of the employer that is not an 
ESOP, then both the ESOP and the 
plan or portion of a plan that is not an 
ESOP will not fail to satisfy the re-
quirements of § 1.401(a)(4)–4 merely be-
cause of the transfer. Further, subse-
quent to the transfer, that plan will 
not fail to satisfy the requirements of 
§ 1.401(a)(4)–4 merely because of the 
benefits, rights, or features with re-
spect to the transferred benefits if 
those benefits, rights, or features 
would satisfy the requirements of 
§ 1.401(a)(4)–4 if the mandatory 
disaggregation rule for ESOPs at 
§ 1.410(b)–7(c)(2) did not apply. 

(c) Nonallocation year—(1) Definition 
generally. For purposes of section 409(p) 
and this section, a nonallocation year 
means a plan year of an ESOP during 
which, at any time, the ESOP holds 
any employer securities that are shares 
of an S corporation and either— 

(i) Disqualified persons own at least 
50 percent of the number of out-
standing shares of stock in the S cor-
poration (including deemed-owned 
ESOP shares); or 

(ii) Disqualified persons own at least 
50 percent of the sum of: 

(A) The outstanding shares of stock 
in the S corporation (including 
deemed-owned ESOP shares), plus 

(B) The shares of synthetic equity in 
the S corporation owned by disquali-
fied persons. 

(2) Attribution rules. For purposes of 
this paragraph (c), the rules of section 
318(a) apply to determine ownership of 
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shares in the S corporation (including 
deemed-owned ESOP shares) and syn-
thetic equity. However, for this pur-
pose, section 318(a)(4) (relating to op-
tions to acquire stock) is disregarded 
and, in applying section 318(a)(1), the 
members of an individual’s family in-
clude members of the individual’s fam-
ily under paragraph (d)(2) of this sec-
tion. In addition, an individual is treat-
ed as owning deemed-owned ESOP 
shares of that individual notwith-
standing the employee trust exception 
in section 318(a)(2)(B)(i). If the attribu-
tion rules in paragraph (f)(1) of this 
section apply, then the rules of para-
graph (f)(1) of this section are applied 
before the rules of this paragraph (c)(2). 

(3) Special rule for avoidance or eva-
sion. (i) The ownership structures de-
scribed in paragraph (g)(3) of this sec-
tion result in a nonallocation year. In 
addition, under the ownership struc-
tures described in paragraph (g)(3) of 
this section, the individual referred to 
in paragraph (g)(3) of this section is 
treated as a disqualified person and 
that person’s interest in the separate 
entity is treated as synthetic equity. 

(ii) Under section 409(p)(7)(B), the 
Commissioner, in revenue rulings, no-
tices, and other guidance published in 
the Internal Revenue Bulletin (see 
§ 601.601(d)(2)(ii)(b) of this chapter), 
may provide that a nonallocation year 
occurs in any case in which the prin-
cipal purpose of the ownership struc-
ture of an S corporation constitutes an 
avoidance or evasion of section 409(p). 
For any year that is a nonallocation 
year under this paragraph (c)(3), the 
Commissioner may treat any person as 
a disqualified person. See paragraph (g) 
of this section for guidance regarding 
when the principal purpose of an own-
ership structure of an S corporation in-
volving synthetic equity constitutes an 
avoidance or evasion of section 409(p). 

(4) Special rule for certain stock rights. 
(i) For purposes of paragraph (c)(1) of 
this section, a person is treated as own-
ing stock that the person has a right to 
acquire if, at all times during the pe-
riod when such right is effective, the 
stock that the person has the right to 
acquire is both issued and outstanding 
and is held by persons other than the 
ESOP, the S corporation, or a related 

entity (as defined in paragraph (f)(3) of 
this section). 

(ii) This paragraph (c)(4) applies only 
if treating persons as owning the 
shares described in paragraph (c)(4)(i) 
of this section results in a nonalloca-
tion year. This paragraph (c)(4) does 
not apply to a right to acquire stock of 
an S corporation held by a shareholder 
subject to Federal income tax that, 
under § 1.1361–1(l)(2)(iii) or (l)(4)(iii)(C), 
would not be taken into account in de-
termining if an S corporation has a 
second class of stock provided that a 
principal purpose of the right is not the 
avoidance or evasion of section 409(p). 
Under the last sentence of paragraph 
(f)(2)(i) of this section, this paragraph 
(c)(4)(ii) does not apply for purposes of 
determining ownership of deemed- 
owned ESOP shares or whether an in-
terest constitutes synthetic equity. 

(5) Application with respect to shares 
treated as owned by more than one per-
son. For purposes of applying para-
graph (c)(1) of this section, if, by appli-
cation of the rules of paragraph (c)(2), 
(c)(4), or (f)(1) of this section, any share 
is treated as owned by more than one 
person, then that share is counted as a 
single share and that share is treated 
as owned by disqualified persons if any 
of the owners is a disqualified person. 

(6) Effect of nonallocation year. See 
paragraph (b) of this section for a pro-
hibition applicable during a nonalloca-
tion year. See also section 4979A for an 
excise tax applicable in certain cases, 
including section 4979A(a)(3) and (4) 
which applies during a nonallocation 
year (whether or not there is a prohib-
ited allocation during the year). 

(d) Disqualified persons—(1) General 
definition. For purposes of section 409(p) 
and this section, a disqualified person 
means any person for whom— 

(i) The number of such person’s 
deemed-owned ESOP shares of the S 
corporation is at least 10 percent of the 
number of the deemed-owned ESOP 
shares of the S corporation; 

(ii) The aggregate number of such 
person’s deemed-owned ESOP shares 
and synthetic equity shares of the S 
corporation is at least 10 percent of the 
sum of: 

(A) The total number of deemed- 
owned ESOP shares; and 
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(B) The person’s synthetic equity 
shares of the S corporation; 

(iii) The aggregate number of the S 
corporation’s deemed-owned ESOP 
shares of such person and of the mem-
bers of such person’s family is at least 
20 percent of the number of deemed- 
owned ESOP shares of the S corpora-
tion; or 

(iv) The aggregate number of the S 
corporation’s deemed-owned ESOP 
shares and synthetic equity shares of 
such person and of the members of such 
person’s family is at least 20 percent of 
the sum of: 

(A) The total number of deemed- 
owned ESOP shares, and 

(B) The synthetic equity shares of 
the S corporation owned by such per-
son and the members of such person’s 
family. 

(2) Treatment of family members; defini-
tion—(i) Rule. Each member of the fam-
ily of any person who is a disqualified 
person under paragraph (d)(1) (iii) or 
(iv) of this section is a disqualified per-
son. 

(ii) General definition. For purposes of 
section 409(p) and this section, member 
of the family means, with respect to an 
individual— 

(A) The spouse of the individual; 
(B) An ancestor or lineal descendant 

of the individual or the individual’s 
spouse; 

(C) A brother or sister of the indi-
vidual or of the individual’s spouse and 
any lineal descendant of the brother or 
sister; and 

(D) The spouse of any individual de-
scribed in paragraph (d)(2)(ii) (B) or (C) 
of this section. 

(iii) Spouse. A spouse of an individual 
who is legally separated from such in-
dividual under a decree of divorce or 
separate maintenance is not treated as 
such individual’s spouse under para-
graph (d)(2)(ii)(A) of this section. 

(3) Special rule for certain nonalloca-
tion years. See paragraph (c)(3) of this 
section (relating to avoidance or eva-
sion of section 409(p)) for special rules 
permitting certain persons to be treat-
ed as disqualified persons in certain 
nonallocation years. 

(4) Example. The rules of this para-
graph (d) are illustrated by the fol-
lowing example: 

Example. (i) Facts. An S corporation has 800 
outstanding shares of which 100 are owned by 
individual O and 700 are held in an employee 
stock ownership plan (ESOP) during 2005, in-
cluding 200 shares held in the ESOP account 
of O, 65 shares held in the ESOP account of 
participant P, and 40 shares held in the 
ESOP account of participant Q who is P’s 
spouse. The S corporation has no synthetic 
equity. 

(ii) Conclusion. O is a disqualified person 
during 2005 because O’s account in the ESOP 
holds at least 10 percent of the shares owned 
by the ESOP (200 is 28.6 percent of 700). In ad-
dition, P is a disqualified person during 2005 
because, under paragraph (d)(2) of this sec-
tion, P is treated as owning the shares held 
by Q and P’s total deemed-owned shares are 
thus at least 10 percent of the shares owned 
by the plan (65 plus 40 is more than 10 per-
cent of 700). In addition, Q is a disqualified 
person as a result of the rules in paragraph 
(d)(2) of this section. As a result, disqualified 
persons own at least 50 percent of the out-
standing shares of the S corporation during 
2005 (O’s 100 directly owned shares, O’s 200 
deemed-owned shares, P’s 65 deemed-owned 
shares, plus Q’s 40 deemed owned shares are 
50.6 percent of 800). 

(e) Deemed-owned ESOP shares. For 
purposes of section 409(p) and this sec-
tion, a person is treated as owning his 
or her deemed-owned ESOP shares. 

Deemed-owned ESOP shares mean, 
with respect to any person— 

(1) Any shares of stock in the S cor-
poration constituting employer securi-
ties that are allocated to such person’s 
account under the ESOP; and 

(2) Such person’s share of the stock 
in the S corporation that is held by the 
ESOP but is not allocated to the ac-
count of any participant or beneficiary 
(with such person’s share to be deter-
mined in the same proportion as the 
shares released and allocated from a 
suspense account, as described at 
§ 54.4975–11(c) and (d) of this chapter, 
under the ESOP for the most recently 
ended plan year for which there were 
shares released and allocated from a 
suspense account, or if there has been 
no such prior release and allocation 
from a suspense account, then deter-
mined in proportion to a reasonable es-
timate of the shares that would be re-
leased and allocated in the first year of 
loan repayment). 

(f) Synthetic equity—(1) Ownership of 
synthetic equity. For purposes of section 
409(p) and this section, synthetic eq-
uity is treated as owned by a person in 
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the same manner as stock is treated as 
owned by a person, directly or under 
the rules of section 318(a)(2) and (3). 
Synthetic equity means the rights de-
scribed in paragraph (f)(2) of this sec-
tion. 

(2) Synthetic equity—(i) Rights to ac-
quire stock of the S corporation. Syn-
thetic equity includes any stock op-
tion, warrant, restricted stock, de-
ferred issuance stock right, stock ap-
preciation right payable in stock, or 
similar interest or right that gives the 
holder the right to acquire or receive 
stock of the S corporation in the fu-
ture. Rights to acquire stock in an S 
corporation with respect to stock that 
is, at all times during the period when 
such rights are effective, both issued 
and outstanding and held by persons 
(who are subject to federal income 
taxes) other than the ESOP, the S cor-
poration, or a related entity are not 
synthetic equity (but see paragraph 
(c)(4) of this section). 

(ii) Special rule for certain stock rights. 
Synthetic equity also includes a right to 
a future payment (payable in cash or 
any other form other than stock of the 
S corporation) from an S corporation 
that is based on the value of the stock 
of the S corporation, such as apprecia-
tion in such value. Thus, synthetic eq-
uity includes a stock appreciation 
right with respect to stock of an S cor-
poration that is payable in cash or a 
phantom stock unit with respect to 
stock of an S corporation that is pay-
able in cash. 

(iii) Rights to acquire interests in or as-
sets of an S corporation or a related enti-
ty. Synthetic equity includes a right to 
acquire stock or other similar interests 
in a related entity to the extent of the 
S corporation’s ownership. Synthetic 
equity also includes a right to acquire 
assets of an S corporation or a related 
entity other than either rights to ac-
quire goods, services, or property at 
fair market value in the ordinary 
course of business or fringe benefits ex-
cluded from gross income under section 
132. 

(iv) Special rule for nonqualified de-
ferred compensation. (A) Synthetic eq-
uity also includes any of the following 
with respect to an S corporation or a 
related entity: any remuneration to 
which section 404(a)(5) applies; remu-

neration for which a deduction would 
be permitted under section 404(a)(5) if 
separate accounts were maintained; 
any right to receive property to which 
section 83 applies (including a payment 
to a trust described in section 402(b) or 
to an annuity described in section 
403(c)) in a future year for the perform-
ance of services; any transfer of prop-
erty (to which section 83 applies) in 
connection with the performance of 
services to the extent that the prop-
erty is not substantially vested within 
the meaning of § 1.83–3(i) by the end of 
the plan year in which transferred; and 
a split-dollar life insurance arrange-
ment under § 1.61–22(b) entered into in 
connection with the performance of 
services (other than one under which, 
at all times, the only economic benefit 
that will be provided under the ar-
rangement is current life insurance 
protection as described in § 1.61– 
22(d)(3)). Synthetic equity also includes 
any other remuneration for services 
under a plan, or method or arrange-
ment, deferring the receipt of com-
pensation to a date that is after the 
15th day of the 3rd calendar month 
after the end of the entity’s taxable 
year in which the related services are 
rendered. However, synthetic equity 
does not include benefits under a plan 
that is an eligible retirement plan 
within the meaning of section 
402(c)(8)(B). 

(B) For purposes of applying para-
graph (f)(2)(iv)(A) of this section with 
respect to an ESOP, synthetic equity 
does not include any interest described 
in such paragraph (f)(2)(iv)(A) of this 
section to the extent that— 

(1) The interest is nonqualified de-
ferred compensation (within the mean-
ing of section 3121(v)(2)) that was out-
standing on December 17, 2004; 

(2) The interest is an amount that 
was taken into account (within the 
meaning of § 31.3121(v)(2)–1(d) of this 
chapter) prior to January 1, 2005, for 
purposes of taxation under chapter 21 
of the Internal Revenue Code (or in-
come attributable thereto); and 

(3) The interest was held before the 
first date on which the ESOP acquires 
any employer securities. 

(v) No overlap among shares of deemed- 
owned ESOP shares or synthetic equity. 
Synthetic equity under this paragraph 
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(f)(2) does not include shares that are 
deemed-owned ESOP shares (or any 
rights with respect to deemed-owned 
ESOP shares to the extent such rights 
are specifically permitted under sec-
tion 409(h)). In addition, synthetic eq-
uity under a specific subparagraph of 
this paragraph (f)(2) does not include 
anything that is synthetic equity 
under paragraph (f)(2)(i), (ii), (iii) or 
(iv) of this section. 

(3) Related entity. For purposes of this 
paragraph (f), related entity means any 
entity in which the S corporation holds 
an interest and which is a partnership, 
a trust, an eligible entity that is dis-
regarded as an entity that is separate 
from its owner under § 301.7701–3 of this 
chapter, or a Qualified Subchapter S 
Subsidiary under section 1361(b)(3). 

(4) Number of synthetic shares—(i) Syn-
thetic equity determined by reference to S 
corporation shares. In the case of syn-
thetic equity that is determined by ref-
erence to shares of stock of the S cor-
poration, the person who is entitled to 
the synthetic equity is treated as own-
ing the number of shares of stock deliv-
erable pursuant to such synthetic eq-
uity. In the case of synthetic equity 
that is determined by reference to 
shares of stock of the S corporation, 
but for which payment is made in cash 
or other property (besides stock of the 
S corporation), the number of shares of 
synthetic equity treated as owned is 
equal to the number of shares of stock 
having a fair market value equal to the 
cash or other property (disregarding 
lapse restrictions as described in § 1.83– 
3(i)). Where such synthetic equity is a 
right to purchase or receive S corpora-
tion shares, the corresponding number 
of shares of synthetic equity is deter-
mined without regard to lapse restric-
tions as described in § 1.83–3(i) or to any 
amount required to be paid in exchange 
for the shares. Thus, for example, if a 
corporation grants an employee of an S 
corporation an option to purchase 100 
shares of the corporation’s stock, exer-
cisable in the future only after the sat-
isfaction of certain performance condi-
tions, the employee is the deemed 
owner of 100 synthetic equity shares of 
the corporation as of the date the op-
tion is granted. If the same employee 
were granted 100 shares of restricted S 
corporation stock (or restricted stock 

units), subject to forfeiture until the 
satisfaction of performance or service 
conditions, the employee would like-
wise be the deemed owner of 100 syn-
thetic equity shares from the grant 
date. However, if the same employee 
were granted a stock appreciation 
right with regard to 100 shares of S cor-
poration stock (whether payable in 
stock or in cash), the number of syn-
thetic equity shares the employee is 
deemed to own equals the number of 
shares having a value equal to the ap-
preciation at the time of measurement 
(determined without regard to lapse re-
strictions). 

(ii) Synthetic equity determined by ref-
erence to shares in a related entity. In the 
case of synthetic equity that is deter-
mined by reference to shares of stock 
(or similar interests) in a related enti-
ty, the person who is entitled to the 
synthetic equity is treated as owning 
shares of stock of the S corporation 
with the same aggregate value as the 
number of shares of stock (or similar 
interests) of the related entity (with 
such value determined without regard 
to any lapse restriction as defined at 
§ 1.83–3(i)). 

(iii) Other synthetic equity—(A) Gen-
eral rule. In the case of any synthetic 
equity to which neither paragraph 
(f)(4)(i) nor paragraph (f)(4)(ii) of this 
section apply, the person who is enti-
tled to the synthetic equity is treated 
as owning on any date a number of 
shares of stock in the S corporation 
equal to the present value (on that 
date) of the synthetic equity (with 
such value determined without regard 
to any lapse restriction as defined at 
§ 1.83–3(i)) divided by the fair market 
value of a share of the S corporation’s 
stock as of that date. 

(B) Special rules—(1) Use of annual or 
more frequent determination dates. For 
purposes of this paragraph (f)(4)(iii), 
while the determination of whether 
there is a nonallocation year depends 
on day-by-day determinations under 
paragraph (c) of this section, the num-
ber of shares of S corporation stock 
treated as owned by a person who is en-
titled to synthetic equity to which this 
paragraph (f)(4)(iii) applies is permitted 
to be determined only annually (or 
more frequently), as of the first day of 
the ESOP’s plan year or as of any other 
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reasonable determination date or dates 
during a plan year. If the ESOP so pro-
vides, the number of shares of syn-
thetic equity to which this paragraph 
(f)(4)(iii) applies that are treated as 
owned by that person for any period 
from a given determination date 
through the date immediately pre-
ceding the next following determina-
tion date is the number of shares treat-
ed as owned on the given determina-
tion date. 

(2) Use of triannual recalculations. In 
addition, if the terms of the ESOP so 
provide, then the number of shares of 
synthetic equity with respect to grants 
of synthetic equity to which this para-
graph (f)(4)(iii) applies may be fixed for 
a specified period from a determination 
date identified under the ESOP 
through a date that is not later than 
the day before the determination date 
that is on or immediately preceding 
the third anniversary of the identified 
determination date. Additional accru-
als, allocations, or grants (to which 
this paragraph (f)(4)(iii) applies) that 
are made during such three-year period 
are taken into account on each deter-
mination date during that period, 
based on the number of synthetic eq-
uity shares resulting from the addi-
tional accrual, allocation, or grant (de-
termined as of the determination date 
on or next following the date of the ac-
crual, allocation, or grant). However, 
the ESOP must provide for the number 
of shares of synthetic equity to which 
this paragraph (f)(4)(iii) applies to be 
re-determined not less frequently than 
every three years, based on the S cor-
poration share value on a determina-
tion date that is not later than the 
third anniversary of the identified de-
termination date and the aggregate 
present value of the synthetic equity 
to which this paragraph (f)(4)(iii) ap-
plies (including all grants made during 
the three-year period) on that deter-
mination date. See Example 3 of para-
graph (h) of this section for an example 
illustrating this paragraph 
(f)(4)(iii)(B)(2). 

(3) Conditions for application of rules. 
Paragraph (f)(4)(iii)(B) of this section 
only applies with respect to grants of 
synthetic equity to which this para-
graph (f)(4)(iii) applies. In addition, 
paragraph (f)(4)(iii)(B)(1) of this section 

applies only if the fair market value of 
a share of the S corporation securities 
on any determination date is not un-
representative of the value of the S 
corporation securities throughout the 
rest of the plan year and only if the 
terms of the ESOP include provisions 
conforming to paragraph (f)(4)(iii)(B)(1) 
of this section which are consistently 
used by the ESOP for all persons. In 
addition, paragraph (f)(4)(iii)(B)(2) of 
this section applies only if the terms of 
the ESOP include provisions con-
forming to paragraphs (f)(4)(iii)(B)(1) 
and (2) of this section which are con-
sistently used by the ESOP for all per-
sons. 

(iv) Adjustment of number of synthetic 
equity shares where ESOP owns less than 
100% of S corporation. Under this para-
graph (f)(4)(iv), the number of syn-
thetic shares otherwise determined 
under this paragraph (f)(4) is decreased 
ratably to the extent that shares of the 
S corporation are owned by a person 
who is not an ESOP (and who is subject 
to Federal income taxes). For example, 
if an S corporation has 200 outstanding 
shares, of which individual A owns 50 
shares and the ESOP owns the other 
150 shares, and individual B would be 
treated under this paragraph (f)(4) as 
owning 200 synthetic equity shares of 
the S corporation but for this para-
graph (f)(4)(iv), then, under the rule of 
this paragraph (f)(4)(iv), the number of 
synthetic shares treated as owned by B 
under this paragraph (f)(4) is decreased 
from 200 to 150 (because the ESOP only 
owns 75% of the outstanding stock of 
the S corporation, rather than 100%). 

(v) Special rule for shares with greater 
voting power than ESOP shares. Not-
withstanding any other provision of 
this paragraph (f)(4), if a synthetic eq-
uity right includes (directly or indi-
rectly) a right to purchase or receive 
shares of S corporation stock that have 
per-share voting rights greater than 
the per-share voting rights of one or 
more shares of S corporation stock 
held by the ESOP, then the number of 
shares of deemed owned synthetic eq-
uity attributable to such right is not 
less than the number of shares that 
would have the same voting rights if 
the shares had the same per-share vot-
ing rights as shares held by the ESOP 
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with the least voting rights. For exam-
ple, if shares of S corporation stock 
held by the ESOP have one voting 
right per share, then an individual who 
holds an option to purchase one share 
with 100 voting rights is treated as 
owning 100 shares of synthetic equity. 

(g) Avoidance or evasion of section 
409(p) involving synthetic equity—(1) 
General rule. Paragraph (g)(2) of this 
section sets forth a standard for deter-
mining whether the principal purpose 
of the ownership structure of an S cor-
poration involving synthetic equity 
constitutes an avoidance or evasion of 
section 409(p). Paragraph (g)(3) of this 
section identifies certain specific own-
ership structures that constitute an 
avoidance or evasion of section 409(p). 
See also paragraph (c)(3) of this section 
for a rule under which the ownership 
structures in paragraph (g)(3) result in 
a nonallocation year for purposes of 
section 409(p). 

(2) Standard for determining when there 
is an avoidance or evasion of section 
409(p) involving synthetic equity—For 
purposes of section 409(p) and this sec-
tion, whether the principal purpose of 
the ownership structure of an S cor-
poration involving synthetic equity 
constitutes an avoidance or evasion of 
section 409(p) is determined by taking 
into account all the surrounding facts 
and circumstances, including all fea-
tures of the ownership of the S cor-
poration’s outstanding stock and re-
lated obligations (including synthetic 
equity), any shareholders who are tax-
able entities, and the cash distribu-
tions made to shareholders, to deter-
mine whether, to the extent of the 
ESOP’s stock ownership, the ESOP re-
ceives the economic benefits of owner-
ship in the S corporation that occur 
during the period that stock of the S 
corporation is owned by the ESOP. 
Among the factors indicating that the 
ESOP receives these economic benefits 
include shareholder voting rights, the 
right to receive distributions made to 
shareholders, and the right to benefit 
from the profits earned by the S cor-
poration, including the extent to which 
actual distributions of profits are made 
from the S corporation to the ESOP 
and the extent to which the ESOP’s 
ownership interest in undistributed 
profits and future profits is subject to 

dilution as a result of synthetic equity, 
for example, the ESOP’s ownership in-
terest is not subject to dilution if the 
total amount of synthetic equity is a 
relatively small portion of the total 
number of shares and deemed-owned 
shares of the S corporation. 

(3) Specific transactions that constitute 
an avoidance or evasion of section 409(p) 
involving segregated profits. Taking into 
account the standard in paragraph 
(g)(2) of this section, the principal pur-
pose of the ownership structure of an S 
corporation constitutes an avoidance 
or evasion of section 409(p) in any case 
in which— 

(i) The profits of the S corporation 
generated by the business activities of 
a specific individual or individuals are 
not provided to the ESOP, but are in-
stead substantially accumulated and 
held for the benefit of that individual 
or individuals on a tax-deferred basis 
within an entity related to the S cor-
poration, such as a partnership, trust, 
or corporation (such as in a subsidiary 
that is a disregarded entity), or any 
other method that has the same effect 
of segregating profits for the benefit of 
such individual or individuals (such as 
nonqualified deferred compensation de-
scribed in paragraph (f)(2)(iv) of this 
section); 

(ii) The individual or individuals for 
whom profits are segregated have 
rights to acquire 50 percent or more of 
those profits directly or indirectly (for 
example, by purchase of the sub-
sidiary); and 

(iii) A nonallocation year would 
occur if this section were separately 
applied with respect to either the sepa-
rate entity or whatever method has the 
effect of segregating profits of the indi-
vidual or individuals, treating such en-
tity as a separate S corporation owned 
by an ESOP (or in the case of any other 
method of segregation of profits by 
treating those profits as the only as-
sets of a separate S corporation owned 
by an ESOP). 

(h) Examples. The rules of this section 
are illustrated by the following exam-
ples: 

Example 1. Relating to determination of dis-
qualified persons and nonallocation year if 
there is no synthetic equity. (i) Facts. Corpora-
tion X is a calendar year S corporation that 
maintains an ESOP. X has a single class of 
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common stock, of which there are a total of 
1,200 shares outstanding. X has no synthetic 
equity. In 2006, individual A, who is not an 
employee of X (and is not related to any em-
ployee of X), owns 100 shares directly, indi-
vidual B owns 100 shares directly, and the re-

maining 1,000 shares are owned by an ESOP 
maintained by X for its employees. The 
ESOP’s 1,000 shares are allocated to the ac-
counts of individuals who are employees of X 
(none of whom are related), as set forth in 
columns 1 and 2 in the following table: 

1 
Shareholders 

2 
Deemed-owned ESOP shares 

(total of 1,000) 

3 
Percentage deemed-owned 

ESOP shares 

4 
Disquali-

fied 
person 

B ......................................................... 330 ................................................... 33 ..................................................... Yes. 
C ........................................................ 145 ................................................... 14.5 .................................................. Yes. 
D ........................................................ 75 ..................................................... 7.5 .................................................... No. 
E ......................................................... 30 ..................................................... 3 ....................................................... No. 
F ......................................................... 20 ..................................................... 2 ....................................................... No. 
Other participants .............................. 400 (none exceed 10 shares) .......... 1 or less ........................................... No. 

(ii) Conclusion with respect to disqualified 
persons. As shown in column 4 in the table 
above, individuals B and C are disqualified 
persons for 2006 under paragraph (d)(1) of this 
section because each owns at least 10% of X’s 
deemed-owned ESOP shares. 

(iii) Conclusion with respect to nonallocation 
year. However, 2006 is not a nonallocation 
year under section 409(p) because disqualified 
persons do not own at least 50% of X’s out-
standing shares (the 100 shares owned di-
rectly by B, B’s 330 deemed-owned ESOP 

shares, plus C’s 145 deemed-owned ESOP 
shares equal only 47.9% of the 1,200 out-
standing shares of X). 

Example 2. Relating to determination of dis-
qualified persons and nonallocation year if 
there is synthetic equity. (i) Facts. The facts 
are the same as in Example 1, except that, as 
shown in column 4 of the table in this exam-
ple 2, individuals E and F have options to ac-
quire 110 and 130 shares, respectively, of the 
common stock of X from X: 

1 
Shareholders 

2 
Deemed-owned 
ESOP shares 
(total of 1,000) 

3 
Percentage 

deemed- 
owned 
ESOP 
shares 

4 
Options 

(240) 

5 
Shareholder percent-

age of deemed-owned 
ESOP plus synthetic 

equity shares 

6 
Disqualified 

person 

B ................................... 330 ............................... 33 .............. ........................ ...................................... Yes (col. 3). 
C ................................... 145 ............................... 14.5 ........... ........................ ...................................... Yes (col. 3). 
D ................................... 75 ................................. 7.5 ............. ........................ ...................................... No. 
E ................................... 30 ................................. 3 ................ 110 11.1% ([30 + 91.7] di-

vided by 1,091.7).
Yes (col. 5). 

F ................................... 20 ................................. 2 ................ 130 11.6% ([20 + 108.3] di-
vided by 1,108.3).

Yes (col. 5). 

Other participants ......... 400 (none exceeds 10 
shares).

1 or less .... ........................ ...................................... No. 

(ii) Conclusion with respect to disqualified 
persons. Applying the rule of paragraph 
(f)(4)(iv) of this section, E’s option to acquire 
110 shares of the S corporation converts into 
91.7 shares of synthetic equity (110 times the 
ratio of the 1,000 deemed-owned ESOP shares 
to the sum of the 1,000 deemed-owned ESOP 
shares plus the 200 shares held outside the 
ESOP by A and B). Similarly, F’s option to 
acquire 130 shares of the S corporation con-
verts into 108.3 shares of synthetic equity 
(130 times the ratio of the 1,000 deemed- 
owned ESOP shares to the sum of the 1,000 
deemed-owned ESOP shares plus the 200 
shares held outside the ESOP by A and B). 
Accordingly, as shown in column 6 in the 
table above, individual E’s synthetic equity 
shares are counted in determining whether E 
is a disqualified person for 2006, and indi-

vidual F’s synthetic equity shares are count-
ed in determining whether F is a disqualified 
person for 2006, but the synthetic equity 
shares owned by any person do not affect the 
calculation for any other person’s ownership 
of shares. Accordingly, individuals B, C, E, 
and F are disqualified persons for 2006. 

(iii) Conclusion with respect to nonallocation 
year. The 100 shares owned directly by B, B’s 
330 deemed-owned ESOP shares, C’s 145 
deemed-owned ESOP shares, E’s 30 deemed- 
owned ESOP shares, E’s 91.7 synthetic equity 
shares, F’s 20 deemed-owned ESOP shares, 
plus F’s 108.3 synthetic equity shares total 
825, which equals 58.9% of 1,400, which is the 
sum of the 1,200 outstanding shares of X and 
the 200 shares of synthetic equity shares of X 
held by disqualified persons. Thus, 2006 is a 
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nonallocation year for X’s ESOP under sec-
tion 409(p) because disqualified persons own 
at least 50% of the total shares of out-
standing stock of X and the total synthetic 
equity shares of X held by disqualified per-
sons. In addition, independent of the pre-
ceding conclusion, 2006 would be a nonalloca-
tion year because disqualified persons own at 
least 50% of X’s outstanding shares because 
the 100 shares owned directly by B, B’s 330 
deemed-owned ESOP shares, C’s 145 deemed- 
owned ESOP shares, E’s 30 deemed-owned 
ESOP shares, plus F’s 20 deemed-owned 
ESOP shares equal 52.1% of the 1,200 out-
standing shares of X. 

Example 3. Relating to determination of num-
ber of shares of synthetic equity. (i) Facts. Cor-
poration Y is a calendar year S corporation 
that maintains an ESOP. Y has a single class 
of common stock, of which there are a total 
of 1,000 shares outstanding, all of which are 
owned by the ESOP. Y has no synthetic eq-
uity, except for four grants of nonqualified 
deferred compensation that are made to an 
individual during the period from 2005 
through 2011, as set forth in column 2 in the 
following table, and the ESOP uses the spe-
cial rules in paragraph (f)(4)(iii) of this sec-
tion to determine the number of shares of 
synthetic equity owned by that individual, 
as shown in columns 4 and 5: 

1 
Determination date 

2 
Present value of nonqualified deferred 

compenstion on determination date 

3 
Share value on 

determination date 

4 
New shares of 

synthetic 
equity on 

determination 
date 

5 
Aggregate 
number of 
synthetic 

equity shares 
on determina-

tion date 

January 1, 2005 ......... A grant is made on January 1, 2005 with a 
present value of $1,000. An additional 
grant of nonqualified deferred compensa-
tion with a present value of $775 is made 
on March 1, 2005.

$10 per share ............ 100 100 

January 1, 2006 ......... An additional grant is made on December 
31, 2005 which has a present value of 
$800 on January 1, 2006. The March 1, 
2005 grant has a present value on Janu-
ary 1, 2006 of $800.

$8 per share .............. 200 300 

January 1, 2007 ......... No new grants made .................................... $12 per share ............ ........................ 300 
January 1, 2008 ......... An additional grant is made on December 

31, 2007 which has a present value of 
$3,000 on January 1, 2008. The grants 
made during 2005 through 2007 have an 
aggregate present value on January 1, 
2008 of $3,750.

$15 per share ............ 200 450 

January 1, 2009 ......... No new grants are made .............................. $11 per share ............ ........................ 450 
January 1, 2010 ......... No new grants are made .............................. $22 per share ............ ........................ 450 
January 1, 2011 ......... No new grants are made. The grants made 

during 2005 through 2008 have an aggre-
gate present value on January 1, 2011 of 
$7,600.

$20 per share ............ ........................ 380 

(ii) Conclusion. The grant made on January 
1, 2005, is treated as 100 shares until the de-
termination date in 2008. The grant made on 
March 1, 2005, is not taken into account until 
the 2006 determination date and its present 
value on that date, along with the then 
present value of the grant made on the pre-
ceding day, is treated as a number of shares 
that are based on the $8 per share value on 
the 2006 determination date, with the result-
ing number of shares continuing to apply 
until the determination date in 2008. On the 
January 1, 2008, determination date, the 
grant made on the preceding day is taken 
into account at its present value of $3,000 on 
January 1, 2008 and the $15 per share value on 
that date with the resulting number of 
shares (200) continuing to apply until the 
next determination date. In addition, on the 
January 1, 2008, determination date, the 

number of shares determined under other 
grants made between January 1, 2005 and De-
cember 31, 2007, must be revalued. Accord-
ingly, the aggregate value of all nonqualified 
deferred compensation granted during that 
period is determined to be $3750 on January 
1, 2008, and the corresponding number of 
shares of synthetic equity based on the $15 
per share value is determined to be 250 
shares on the 2008 determination date, with 
the resulting aggregate number of shares 
(450) continuing to apply until the deter-
mination date in 2011. On the January 1, 2011, 
determination date, the aggregate value of 
all nonqualified deferred compensation is de-
termined to be $7,600 and the corresponding 
number of shares of synthetic equity based 
on the $20 per share value on the 2011 deter-
mination date is determined to be 380 shares 
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(with the resulting number of shares con-
tinuing to apply until the determination 
date in 2014, assuming no further grants are 
made). 

(i) Effective dates—(1) Statutory effec-
tive date. (i) Except as otherwise pro-
vided in paragraph (i)(1)(ii) of this sec-
tion, section 409(p) applies for plan 
years ending after March 14, 2001. 

(ii) If an ESOP holding stock in an S 
corporation was established on or be-
fore March 14, 2001, and the election 
under section 1362(a) with respect to 
that S corporation was in effect on 
March 14, 2001, section 409(p) applies for 
plan years beginning on or after Janu-
ary 1, 2005. 

(2) Regulation effective date—(i) Gen-
eral effective date. Except as otherwise 
provided in paragraph (i)(2)(ii) of this 
section, this section applies for plan 
years beginning on or after January 1, 
2005. 

(ii) Rules for plan years beginning be-
fore January 1, 2005. (A) Except as pro-
vided in this paragraph (i)(2)(ii), 
§ 1.409(p)–1T as in effect prior to Decem-
ber 17, 2004 (see § 1.409(p)–1T in 26 CFR 
part 1 revised as of April 1, 2004) applies 
for plan years ending after October 20, 
2003, and beginning before January 1, 
2005. 

(B) Paragraphs (c)(3) and (g) of this 
section apply for plan years ending on 
or after December 31, 2004, but do not 
apply with respect to an interest held 
in a qualified subchapter S subsidiary 
(QSUB) of an S corporation or another 
entity to which paragraph (g)(3) of this 
section applies before March 15, 2004 if: 

(1) All interests in the entity held by 
individuals who would be disqualified 
persons under paragraph (g)(3) of this 
section or under guidance issued by the 
Commissioner before March 15, 2004 are 
distributed to those individuals as 
compensation on or before March 15, 
2004; and 

(2) No such individual has been a par-
ticipant in the ESOP of the S corpora-
tion at any time after October 20, 2003 
and before March 15, 2004. 

(C) Paragraph (f)(2)(iv)(B) of this sec-
tion (providing that synthetic equity 
does not include certain preexisting 
nonqualified deferred compensation) 
applies for plan years ending before 
January 1, 2005. 

(D) Paragraph (f)(4)(iv) of this section 
(permitting an adjustment of the num-
ber of synthetic equity shares where an 
ESOP owns less than 100% of an S cor-
poration) applies for plan years ending 
before January 1, 2005. 

(E) In no event does this paragraph 
(i)(2)(ii) apply for any plan year ending 
before January 1, 2005, for an ESOP 
holding stock in an S corporation that 
was established on or before March 14, 
2001, if the election under section 
1362(a) with respect to that S Corpora-
tion was in effect on March 14, 2001. 

(iii) Transition rules. (A) Assets held 
in the account of a disqualified person 
as of the last day of the first plan year 
beginning before January 1, 2005, will 
not be treated as an impermissible ac-
crual with respect to that disqualified 
person under paragraph (b)(2)(ii) of this 
section for the first plan year begin-
ning on or after January 1, 2005, to the 
extent those assets are not held in that 
person’s account on or after July 1, 
2005. Thus, for example, to the extent 
the assets allocated to the account of a 
disqualified person as of the last day of 
the first plan year beginning before 
January 1, 2005, are transferred to a 
non-ESOP portion of the plan as de-
scribed in paragraph (b)(2)(v)(A) of this 
section before July 1, 2005, those assets 
will not be treated as an impermissible 
accrual under paragraph (b)(2)(ii) of 
this section for the period from the 
first day of the first plan year begin-
ning on or after January 1, 2005 
through June 30, 2005. However, see sec-
tion 4979A(a)(3), (a)(4), and (e)(2)(C) for 
excise tax provisions that apply to all 
deemed-owned shares during the first 
nonallocation year for the ESOP. 

(B) An individual is not treated as a 
disqualified person during the period 
from the first day of the first plan year 
beginning on or after January 1, 2005 
through June 30, 2005 if that person 
would not be a disqualified person dur-
ing that period under the modified 
rules of this paragraph (i)(2)(iii)(B) as 
of any date during that same period. 
Further, solely for the purpose of de-
termining whether the first plan year 
beginning on or after January 1, 2005 is 
a nonallocation year under section 
409(p) and this section, if that plan 
year would not have been a nonalloca-
tion year under the modified rules of 

VerDate Sep<11>2014 11:43 May 19, 2015 Jkt 235094 PO 00000 Frm 00735 Fmt 8010 Sfmt 8010 Y:\SGML\235094.XXX 235094w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



724 

26 CFR Ch. I (4–1–15 Edition) § 1.409(p)–1T 

this paragraph (i)(2)(iii)(B), then syn-
thetic equity that is not owned by a 
person on July 1, 2005 is disregarded 
during the period from the first day of 
the first plan year beginning on or 
after January 1, 2005 through June 30, 
2005. For purposes of this paragraph 
(i)(2)(iii)(B), the modified rules of this 
paragraph (i)(2)(iii)(B) are the rules in 
§ 1.409(p)–1T as in effect prior to Decem-
ber 17, 2004 (see § 1.409(p)–1T in 26 CFR 
Part 1 revised as of April 1, 2004), modi-
fied to exclude from the definition of 
synthetic equity any stock option, 
stock appreciation right (payable in 
cash or stock), or similar rights with 
respect to shares of the S corporation 
or a related entity where the facts and 
circumstances indicate that there is no 
reasonable likelihood that the holder 
of the right will receive the shares (or 
equivalent value). For this purpose, 
there is no reasonable likelihood that 
the holder of the right will receive the 
shares (or equivalent value) in any case 
in which the option is based on an exer-

cise price that is more than 200% of the 
fair market value of the shares on the 
date of grant or the right (in the case 
of a stock appreciation right or similar 
right to acquire shares of the S cor-
poration or a related entity) is payable 
only if the appreciation exceeds 100% of 
the fair market value of the shares on 
the date of grant. 

(C) For the period from the first day 
of the first plan year beginning on or 
after January 1, 2005 through June 30, 
2005, there is no nonallocation year 
under this section if there would be no 
nonallocation year under this section 
during that period if this section were 
applied without regard to paragraph 
(f)(4)(v) of this section (relating to vot-
ing rights). 

(D) This paragraph (iii) does not 
apply to an ESOP for which the first 
plan year beginning on or after Janu-
ary 1, 2005 begins after June 30, 2005. 

[T.D. 9164, 69 FR 75460, Dec. 17, 2004; 70 FR 
11121, Mar. 8, 2005] 
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