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DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Part 1

T.D. &-3. i- °

RIN 1545-AM95

Nondiscrimination Requirements for Qualified Plans

AGENCY: Internal Revenue Service, Treasury.

ACTION: Final regulations.

SUMMARY: This document contains final regulations under section 401(a)(4) of the

Internal Revenue Code of 1986. They interpret the section 401(a)(4) requirement that

contributions or benefits provided under a tax-qualified retirement plan not discriminate in

favor of highly compensated employees. This section and the minimum coverage

requirements of section 410(b) form a coordinated nondiscrimination rule that prohibits a tax-

qualified retirement plan from being designed or operated to favor highly compensated

employees.

These final regulations reflect changes made by the Tax Reform 'Act of 1986 and by

the Technical and Miscellaneous Revenue Act of 1988. The regulations provide the guidance

necessary to comply with the law and affect sponsors of, and participants in, tax-qualified

retirement plans. These final regulations are issued in conjunction with other sets of final

regulations under sections 401(a)(17), 40l(/), 410(b), and 414(s), and were developed in

conjunction with final regulations under section 401(a)(26) that will be published in the near

future.

EFFECTIVE DATES: These regulations are effective for plan years beginning after

December 31, 1991, and applied to those plan years except as set forth in the transition rules

of§1.401(a)(4)-13.

FOR FURTHER INFORMATION CONTACT: The attorney listed below for the particular

section at 202-377-9372 (not a toll-free number).

§1.401-4

§1.401(a)-4

§1.401(a)(4)-l

§1.401(a)(4)-2

§1.401(a)(4)-3

§1.401(a)(4)-4

§1.401(a)(4)-5

§l.401(a)(4)-6

§1.40l(a)(4)-7

§l.401(a)(4)-8

§1.401(a)(4)-9

§1.401(a)(4)-l0

§1.401(a)(4)-ll

§1.401(a)(4)-l2

§l.401(a)(4)-l3

§l.411(d)-4

Rebecca Wilson or David Munroe

Rebecca Wilson or David Munroe

Rebecca Wilson or David Munroe

Rebecca Wilson or David Munroe

Marjorie Hoffman or David Munroe

Suzanne Tank or David Munroe

Rebecca Wilson or David Munroe

David Munroe

Patricia McDermoit

Marjorie Hoffman or David Munroe

David Munroe

Rebecca Wilson or David Munroe

Rebecca Wilson or David Munroe

Rebecca Wilson or David Munroe
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Patricia McDcrmott or David Munroe

Patricia McDermott or David Munroe

SUPPLEMENTARY INFORMATION:

On May 14, 1990, the Internal Revenue Service published in the Federal Register

proposed amendments to the Income Tax Regulations (26 CFR part 1) under section



40l(a)(4) of the Internal Revenue Code of 1986 (Code) (55 FR 19897). These regulations

were proposed in conjunction with regulations under related Internal Revenue Code sections

including sections 401(a)(17), 40l(a)(26), 4l0(b), and 414(s) and amendments to regulations

under section 401(0. The May 1990 proposed regulations were supplemented and modified

by proposed regulations published in the Federal Register on September 14, 1990 (55 FR

37888), and December 3, 1990 (55 FR 49906).

Written comments were received from the public on the proposed regulations. In

addition, a public hearing on the May 14, 1990 regulations was announced on May 14, 1990,

(55 FR 19897) and a public hearing on the September 14, 1990, regulations was announced

on September 14, 1990, (55 FR 37888). These public hearings were held on September 26,

27, and 28, 1990. After consideration of all of the written comments received and the

statements made at the public hearing, the proposed regulations under section 401(a)(4) are

adopted as modified by this Treasury Decision.

4

F.icplanarion of provisions-

Development of Final Regulations

Coordination with other regulations

These regulations were developed in conjunction with regulations under the various

related statutory nondiscrimination provisions governing tax-qualified retirement plans.

Together, these regulations provide comprehensive guidance on those provisions. These

related sections are principally sections 40l(a)(17), 401(a)(26), 401(0, 410(b), and 414(s).

This coordinated approach was initially adopted in developing the proposed regulations and is

intended to provide taxpayers with an integrated framework for applying the

nondiscrimination provisions of the Code. In addition, this approach made it possible to

simplify many of the related nondiscrimination rules. For example, the May 1990 proposed

regulations on the minimum participation rules of section 401(a)(26) substantially simplified

the regulations previously proposed under that section. Similarly, the May 1990 proposed

regulations simplified the early termination restrictions contained in existing final regulations

under section 40l(a)(4) and simplified previously published proposed regulations under the

permitted disparity rules of section 401(0, the minimum coverage rules of section 410(b),

and the definition of compensation under section 414(s). Retention of this coordinated

i approach in these final regulations has made possible both the retention and some expansion

of these previously proposed simplifications.

Summary of significant modifications

The proposed regulations provided the first comprehensive guidance for determining

whether a plan meets the nondiscrimination requirements of section 401(a)(4). Because the

proposed regulations contained comprehensive and objective standards, they generated a

significant number of comments. Among other requests, commentators asked for revisions

to the testing rules, additional testing alternatives, and clarification of ambiguities. In

addition, comments suggested areas in which the regulations under other Code sections might

be better coordinated with the requirements of section 401(a)(4).

In general, these final regulations retain the structure of the proposed regulations. In

response to comments, however, the final regulations make a number of revisions to the

proposed regulations. Substantive changes have been made in response to comments about

specific aspects of the testing process. Other changes simplify and clarify the proposed

regulations.

The following is a brief summary of the more significant substantive modifications in

the final regulations.

• New safe harbors are provided for cash balance plans and section 412(i) insurance
contract plans.

• Provisions have been added to accommodate common plan designs in situations where
employees transfer between plans of the same employer or transfer from one
employer to another in connection with a merger or acquisition. In particular, these
provisions include expanded access to safe harbors for plans that offset benefits with
benefits provided under another plan of the employer or former employer.

• The general test for determining whether a plan discriminates with respect to the
amount of contributions or benefits has been simplified by automatically incorporating
a substantially more flexible rate segment restructuring methods; and the requirement
that the employee groups that are the basis for restructuring have some common
attributes other than accrual or allocation rates has been eliminated.

• , A retroactive correction mechanism is provided, permitting employers to make certain
retroactive amendments in order'to insure compliance with the nondiscrimination rules

, at any point up to the. 15th day of the 10th month after the end of the plan year.
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plan. Each rate group so identified must satisfy the requirements of section 4l0(b) as though

it were a separate plan. Special rules are provided for application of the average benefits test

in rate groups.

Thus, under the reformulated approach of the final regulations, the plan is first

restructured into rate groups, each of which is tested as though it were a separate plan

currently benefiting the group of employees included in the rate group. If each of these rate

groups satisfies the requirements of section 410(b) as though it were a separate plan, the plan

in total satisfies the nondiscriminatory amount requirement. Because restructuring on the

basis of rate groups takes into account all employees with accrual or allocation rates at or

above the allocation or accrual rate being tested, this approach automatically achieves the

most favorable results that were available under the restructuring rules in the proposed

regulations, and, in many situations in fact produces more favorable results than could have

been achieved under the rules in the proposed regulations, without the design and technical

complexity involved in establishing rate and rate-segment component plans.

In the case of plans tested on the basis of both normal and most valuable accrual

rates, this automatic restructuring approach has two significant advantages. First, because

employees are taken into account in every rate group with an equal or lower accrual rate,

this method achieves positive results for plans attempting to satisfy the nondiscriminatory

25

amounts requirements that would have been impossible to achieve under the sequential

restructuring methods available in the proposed regulations. In addition, this automatic

restructuring approach takes both normal and most valuable accrual rates into account,

thereby eliminating the difficulties that arose under the proposed regulations in determining

the most valuable rates associated with normal rates (where that determination was required).

Included in the many comments on restructuring that were considered in developing

this new more flexible restructuring approach were comments suggesting that averaging be

permitted for purposes of nondiscriminatory amounts testing. After considering the

comments, the Treasury and the Service believe that the new restructuring approach in the

final regulations gives the broadest range of employers necessary flexibility while remaining

consistent with the statutory nondiscnmination requirements. Furthermore, averaging can

produce arbitrary results, particularly in the case of small and medium-sized employers. For

example, assume that, in order to satisfy section 410(b), a salaried plan covering

predominantly highly compensated employees and providing a benefit of 10 percent of

compensation must be aggregated with an hourly plan covering mostly nonhighly

compensated employees and providing a benefit of 15 percent of compensation. The

aggregated plans satisfy section 4l0(b) and would satisfy section 401(a)(4) either on the basis

of the restructuring rules provided in the regulations or on the basis of averaging. The

hourly plan is then amended to cover additional nonhighly compensated employees, and

provides these employees with a benefit of 5 percent of compensation. At some point the

additional coverage of nonhighly compensated employees may cause the average for

nonhighly compensated employees to drop below the 10 percent average for highly

26

compensated employees. Under those circumstances, this plan would satisfy

nondiscriminatory amounts testing under the restructuring approach in the final regulations

because the rate groups for the highly compensated employees satisfy the ratio percentage

test of section 410(b). The plan would fail under an averaging approach.

Testing solely on the basis of most valuable accrual rates

The final regulations retain a general test alternative under which a plan may, in

certain circumstances, satisfy the general test solely on the basis of testing the most valuable

accrual rates without separate testing of normal accrual rates. This test recognizes that, if

the general test is satisfied with regard to employees' most valuable accrual rates, and the

adjustments from normal to most valuable benefits under the plan are calculated on a

consistent basis for all employees, then the normal accrual rates automatically satisfy the

general test. The proposed regulations attempted to implement this concept by requiring a

uniform normal retirement benefit formula and substantial uniformity in early retirement

subsidies and joint and survivor subsidies. Because the proposed regulations did not provide

guidance on the uniformity requirement, and because the same concept was applied

differently in the safe harbors, there was confusion as to the scope and application of most-

valuable-only testing. The final regulations modify the tests by eliminating the requirement

for equivalent normal retirement benefits while providing more explicit requirements for
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amount of benefits or contributions and with respect to the availability of benefits, rights, and

features provided to employees and former employees.

In general, the final regulations retain the rules provided in the proposed regulations

but clarify certain aspects of the requirements in response to comments. For example, the

final regulations provide additional guidance with respect to the manner in which the safe

harbors and the general test apply to former employees, including coordinating these rules

with the rules for former employees under section 410(b). In addition, a safe harbor is

provided in the final regulations for plans that are amended to provide an ad hoc cost-of-

living adjustment. In order to satisfy this safe harbor, a cost-of-living increase must be

provided on a uniform and consistent basis and must generally be limited to the percentage

increase in social security benefits under the provisions of the Social Security Act. In

determining permissible uniform increases, an employer may group former employees based

on their date of retirement into bands not exceeding 5 consecutive years in length. Because

automatic cost-of-living adjustments are part of the accrued benefit and are taken into account

in satisfying the nondiscriminatory amounts requirements for employees, they are not tested

again with respect to former employees.
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The rules in both the proposed and final regulations for determining whether a plan

satisfies section 401(a)(4) with respect to the availability of benefits, rights, and features

provided to former employees are also generally the same as those applicable to current

employees. The final regulations expand a rule in the proposed regulations under which a

plan is generally deemed to satisfy section 401(a)(4) with respect to the availability of

benefits, rights, and features provided to former employees if the availability of any benefits,

rights, or features subject to availability testing has not been amended during the current plan

year, or, alternatively, if any changes in availability in the current plan year are made in a

nondiscriminatory manner. Thus, under the final regulations, nondiscrimination testing of

the availability of benefits, rights, and features to former employees is required only in the

year in which an amendment to the availability of benefits, rights, and features to former

employees is first effective.

10. Additional Rules.

Like the proposed regulations, the final regulations provide that benefits and account

balances attributable to rollovers and elective transfers generally are not taken into account in

determining whether the amount of benefits or contributions provided under the plan satisfies

section 401(a)(4). Similarly, the final regulations continue the current requirement that the

manner in which employees vest in their accrued benefits under a plan must not discriminate

in favor of highly compensated employees.

The final regulations add a requirement that service be credited on a

nondiscriminatory basis. A special rule is provided permitting service to be credited for

certain periods during which the employee is on a leave of absence. This is necessary to
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coordinate the nondiscrimination testing rules in section 401(a)(4) with the new rules

contained in the final regulations under section 414(s) that permit compensation to be

imputed during certain leaves of absence.

11. Transition and Fresh-Start Rules.

The September 1990 proposed regulations set forth several alternative methods for

taking into account benefits attributable to years prior to the effective date of the regulations

for purposes of applying the safe harbors for defined benefit plans. These methods generally

required the pre-effective date benefits to be frozen, and benefits for future years to be

determined as the sum of the pre-effective date benefits and the post-effective date benefits.

Alternatively, a plan was permitted to determine the benefits for all years under one of two

"wear-away" approaches that provided plans additional flexibility in transitioning into the

post-TRA '86 nondiscrimination rules while continuing to satisfy the anti-cutback rules of

section 411(d)(6). The proposed regulations also provided that, in certain circumstances, an

employee's frozen benefit under a final or career average pay plan could be increased to

reflect subsequent increases in compensation. In addition, the proposed regulations permitted

the accrued-to-date and projected methods to be applied with respect to benefits accruing and

service after a dale selected by the employer before December 31, 1991, but did not provide

guidance on applying this "fresh-start" option.

















(iv)
(v)

Sl.40l(a1(41.6 Contributory defined benefit plans.

(a) Overview.
(1) Contributions not allocated to separate accounts.
(2) Contnbucions allocated to separate accounts.

(b) Determination of employer-provided benefit.
(1) General rule.
(2) Composition-of-work-force method.

(i) In general.
(ii) Eligibility requirements.

(A) Uniform rate of employee contributions.
(B) Demographic requirements.

(1) In general.
(2) Minimum percentage test.
(2) Ratio test.

Determination of employer-provided benefit.
(A) Application of factors to determine employee-provided
benefit rate.
(B) Employer-provided benefits under a unit credit safe harbor
plan.
(C) Employer-provided benefits under the general test.
Determination of plan factor.
Examples.

(3) Minimum benefit method.
(i) Application of uniform factors.
(ii) Minimum benefit requirement.
(iii) Example.

(4) Grandfather rule for plans in existence on May 14, 1990.
(5) Government plan method.
(6) Cessation of employee contributions method.

(c) Rules applicable in determining whether employee-provided benefits are
nondiscriminaiory in amount.

(1)In general.
(2) Same rate of contributions.
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(3) Total benefits method.
(4) Grandfather rule for plans in existence on May 14, 1990.

51.40KaV4')-7 Imputation of permitted disparity.

(a) Introduction.
(1) In general.
(2) Overview.

(b) Adjusting allocation rates.
(1) In general.
(2) Employees whose plan year compensation docs not exceed taxable wage

base.
(3) Employees whose plan year compensation exceeds taxable wage base.
(4) Definitions.

(i) Allocations.
(ii) Permitted disparity rate.

(A) In general.
(B) Cumulative permitted disparity limit.

(iii) Taxable wage base.
(iv) Unadjusted allocation rate.

(5) Example.
(c) Adjusting accrual rates.

(1) In general.
(2) Employees whose testing compensation does not exceed covered

compensation.
(3) Employees whose testing compensation exceeds covered compensation.
(4). Definitions.

(i) Covered compensation.
(ii) Employer-provided accrual.
(iii) Permitted disparity factor.

(A) In general.
(B) Annual permitted disparity factor.
(C) Annual method.
(D) Accmed-to-date method.

(1) General rule.
(2) Fresh-start alternative.

(E) Projected method.
(D General rule.
(2) Fresh-start alternative.
(3) Projected testing service.

(F) Cumulative permitted disparity limit.
(iv) Social security retirement age.
(v) Testing compensation.
(vi) Unadjusted accrual, rate.
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(5) Example.
(d) Rules of general application.

(1) Eligible plans.
(2) Consistency.
(3) Overall permitted disparity.
(4) Relationship to other adjustments.
(5) Compensation—used for amounts testing.

§1.401^(41-8 Cross-testing.

(a) Introduction.
(1) Overview.
(2) Separate testing of employer-provided and employee-provided benefits.

(b) Nondiscrimination in amount of benefits provided under a defined contribution plan.
(1) General rule.
(2) Determination of equivalent accrual rates.

(i) Annual method.
(ii) Accrued-to-date method.

(A) General rule.
(B) Fresh-start alternative.
(C) Determination of adjusted account balance.

(3) Safe harbor testing method for target benefit plans.
(i) General rule.

(A) Form of plan.
(B) Stated benefit formula.
(C) Employer contributions.
(D) Employee contributions.
(E) Permitted disparity.

(ii) Fresh start rules.
(A) In general.

u





(iv) Permitted disparity.
(4) Safe harbor for ad hoc cost-of-living adjustments.

(i) In general.
(ii) Uniformity requirements.
(iii) Banding options.
<iv) Examples.

W Nondiscrimination in availability of benefits, 'rights, or features.
(1) General rule.
(2) No change in availability.
(3) Changes in availability.
(4) Plan loans.
(5) Employees terminated before a specified date.

i51.401(a)f4)-ll Additional rules.

(a) Introduction.
(b) Rollovers and transfers.

(1) Rollovers and elective transfers.
(2) Other transfers. [Reserved]

(c) Vesting.
(1) In general.
(2) Deemed equivalence of statutory vesting schedules.

(d) Crediting service.
(1) In general.
(2) Absence from service.

(i) General rule.
(ii) Requirements for crediting service during absence from service.

(A) Definition of absence from service.
(B) Uniformity.
(C) Effective availability.
(D) Period of credited service.
(E) Amount of imputed service.

(iii) Elapsed time.
(e) Family aggregation rules. [Reserved]
(f) Governmental plans. [Reserved]
(g) Retroactive correction.

(1) In general.
(2) Scope of retroactive amendments.

(i) Minimum coverage and nondiscrimination in amount of contributions or
benefits.
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(ii) Nondiscnminatory availability of benefits, rights and features.
(iii) Nondiscriminatory effect of plan amendments and terminations.
(iv) Special rules for section 40l(k) and 401(m) plans.

(3) Conditions for retroactive correction.
(i) In general.
(ii) Allocations or accruals only increased.
(iii) Amendment effective for all purposes.
(iv) Time when amendment must be adopted and put into effect.

(A) In general.
(B) Determination letter requested by employer or plan

administrator.
(v) Retroactive amendment must separately satisfy sections

401(a)(4) and 410(b).
(A) In general.
(B) Retroactive amendment to conform to safe harbor.

(4) Retroactive amendments affecting terminated nonvested employees.

(5) Effect under other statutory requirements.
(6) Examples.

S1.40l(a)(4)-12 Definitions.

Accrual method.
Accumulation plan.
Actuarial equivalent, i
Actuarial present value.
Ancillary benefit.
Average annual compensation.
Benefit formula.
Benefits, rights, and features.
Contributory DB plan.
Defined benefit excess plan.
Defined benefit plan.
Defined contribution plan.
Employee.
Employer.
ESOP.
Excess benefit percentage.
Former employee.
Fresh-start date.
Frozen.
Gross benefit percentage.
Highly compensated employee.
Highly compensated former employee.
Nonexcludable employee.
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Nonhighly compensated employee.
Nonhighly compensated former employee.
Normalize.
Offset plan.
Optional form of benefit.
Plan.
Plan year.
Plan year compensation.
Present value.
QJSA.

71 Qualified plan.
^ QSUPP.

Ratio percentage.
Section 401(a)(17) employee.
Section 401 (k) plan.
Section 401(0 plan.
Section 401(m) plan.
Section 4l4(s) compensation.
Social security supplement.
Standard interest rate.
Standard mortality table.
Straight life annuity.
Straight life annuity factor.
Testing age.
Testing compensation.
Testing service.
Uniform normal retirement age.
Year of service.





provided under a cash balance 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-offset

arrangement.

(iv) Permitted disparity. In determining whether the contributions or benefits

provided under a plan are nondiscriminatory in amount, the disparity permitted under section

401(/) may be taken into account, both by plans that satisfy section 401(0 in form and by

those that do not. A plan that satisfies section 401(0 in form may be able to satisfy certain

design-based safe harbors under §§1.401(a)(4)-2, 1.401(a)(4)-3, and 1.401(a)(4)-8.

Alternatively, a plan may be able to satisfy the general tests in §§1.401(a)(4)-2, l.401(a)(4)-

3, and 1.40l(a)(4)-8 by imputing the disparity permitted under section 401(0 on an

employee-by-employee basis, even in the case of a plan that does not satisfy section 401(0 in

form. Rules for taking into account the disparity permitted under section 401(0 are set forth

in §§1.401(a)(4)-2, 1.401(a)(4)-3, l.401(a)(4)-7, 1.401(a)(4)-8, and 1.401(a)(4)-9. In no

event may these rules be used by a plan to which sections 401(a)(5)(C) and 401(0 are not

available.
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(3) Nondiscriminatorv availability of benefits, rights, and features. The benefits,

rights, and features provided under the plan must be made available to employees in the plan

in a nondiscriminatory manner. The benefits, rights, and features subject to this requirement

are all optional forms of benefit, ancillary benefits, and other rights and features available to

any employee under the plan. Rules for determining whether the requirement of this para-

graph (b)(3) is met are set forth in §§1.401(a)(4)-4 and 1.401(a)(4)-9.

(4) Nondiscriminatorv effect of plan amendments and terminations. The effect of

plan amendments (including plan amendments granting past service credit) and plan

terminations must be nondiscriminatory. Rules for determining whether the requirement of

this paragraph (b)(4) is met are set forth in §1.401(a)(4)-5.

• (c) Application of reouirements-m 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)-l through l.401(a)(4)-13 must be

interpreted in a reasonable manner consistent with the purpose of preventing discrimination

in favor of highly compensated employees.

(3) Former employees. In applying the nondiscriminatory amount and availability

requirements of paragraphs (b)(2) and (b)(3) of this section, former employees are tested

separately from active employees unless otherwise provided. Rules for applying the

requirements of paragraphs (b)(2) and (b)(3) of this section to former employees are set forth

in §1.401(a)(4)-10.

(4) Employee-provided contributions and benefits. In applying the nondiscriminatory

amount requirement of paragraph (b)(2) of this section, employee-provided contributions and
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benefits are tested separately from employer-provided contributions and benefits, unless

otherwise provided. Rules for applying the requirements of paragraph (b)(2) of this section

to employee contributions allocated to separate accounts are set forth in §1.401(a)(4)-2(d)(2).

Rules for determining the amount of employer-provided benefits under a defined benefit plan

that includes employee contributions not allocated to separate accounts are set forth in

§l.401(a)(4)-6(b), and rules for applying the requirements of paragraph (b)(2) of this section

to employee contributions under such a plan are set forth in §1.401(a)(4)-6(c).

(5) Plans providing section 401 (hi benefits. In applying the requirements of

paragraph (b) of this section, the portion of a plan providing benefits described in section

401(h) is tested separately from the portion of the same plan providing retirement benefits.

Rules applicable to plans providing section 401(h) benefits are set forth in §1.401-14(b)(2).

(6) Collectively bargained plans. The requirements of paragraph (b) of this section

are treated as satisfied by a collectively bargained plan that automatically satisfies section

410(b) under §1.410(b)-2(b)(7). This rule applies even if the collectively bargained plan is

also a governmental plan within the meaning of section 414(d) that is subject to section

410(c). See §1.410(b)-2(e).

(7) Employee stock ownership plans. [Reserved]

(8) Scope of plan subject to testing-m Relationship with section 410ftrt. To be a

qualified plan, a plan must satisfy both sections 410(b) and 401(a)(4). .Section 4l0(b)

requires that a plan benefit a nondiscriminatory group of employees, and section 401(a)(4)

requires that the contributions or benefits provided to employees benefiting under the plan
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allocated to employee accounts'under the plan discriminates in favor of highly compensated

employees.

(15) Definitions. In applying the requirements of this section, the definitions set forth

in §1.40l(a)(4)-12 govern, unless otherwise provided.

(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 transition and fresh-start rules that apply for purposes of this section.

(d) Additional rules. The Commissioner may, in revenue rulings, notices, and other

guidance of general applicability, provide any additional rules that may be necessary or

appropriate in applying the nondiscrimination requirements of section 401(a)(4).
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S1.40KaV4^-2 Nondiscnmination in amount of contributions under a defined contribution

dan.

(a) Introduction-CD General rule. The amount of contributions under a defined

contribution plan for a plan year does not discriminate in favor of highly compensated

employees if the plan satisfies the requirements of this section for the plan year.

(2) Overview. This section sets forth rules for determining whether the contributions

under a defined contribution plan are nondiscriminatory in amount. Certain defined

contribution plans that provide uniform allocations are permitted to satisfy the requirements

of this section by meeting one of the safe harbor tests in paragraph (b) of this section. Plans

that do not satisfy one of these safe harbors generally may comply with the requirements of

this section by satisfying the general test in paragraph (c) of this section. Paragraph (d) of

this section sets forth the exclusive tests under which section 401(k) plans and section 401(m)

plans must satisfy the requirements of this section.

(3) Alternative methods of satisfying nondiscriminatorv amount requirement. A plan

(other than a section 401(k) plan or a section 401(rn) plan) is permitted to satisfy either of

the tests in paragraph (b)(3) or (c) of this section on a restructured basis pursuant to

§1.401(a)(4)-9(c). Alternatively, a plan (other than an ESOP, a section 401(k) plan, or a

section 401(m) plan) is permitted to satisfy the nondiscriminatory amount requirement of

§1.40l(a)(4)-l(b)(2) on the basis of equivalent benefits pursuant to §1.401(a)(4)-8(b). These

latter rules include a safe harbor testing method for contributions provided under a target

benefit plan.
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(4) Separate testing of employer and employee contributions. In applying the

requirements of this section, employer contributions are tested separately from employee

contributions, except as specifically provided for section 401(m) plans in §§1.401(m)-l and

1.40l(m)-2. To satisfy the requirements of this section, employer contributions must meet

one of the tests set forth in paragraph (b), (c), or (d) of this section. Employee contributions

under a section 401(m) plan must satisfy the requirements in paragraph (d)(2) of this section.

/ (b) aafe harbors—(1) In general. A defined contribution plan satisfies the

requirements of this section for a plan year if the plan satisfies the uniformity requirements

of paragraph (b)(2) of this section and either of the safe harbors in paragraphs (b)(3) and

(b)(4) of this section. Paragraph (b)(5) of this section provides exceptions for certain plan

provisions that do not cause a plan to fail the requirements of this paragraph (b).

(2) Uniformity requirements-d) In general. A plan satisfies the uniformity

requirements of this paragraph (b)(2) only if it satisfies each of the requirements in

paragraphs (b)(2)(ii) and (b)(2)(iii) of this section.

(ii) Uniform normal retirement age and allocation formula. The same uniform normal

retirement age and the same allocation formula must apply to all employees in the plan.

(iii) Uniform vesting and service crediting. All employees in the plan must be subject

to the same vesting schedule and the same definition of years of service. For purposes of

crediting service, only service with the employer (or a predecessor employer within the

meaning of section 414(a)) may be taken into account.

(3) Safe harbor for plans with uniform allocation formula. A plan satisfies the safe

harbor in this paragraph (b)(3) for a plan year if the plan allocates all amounts taken into
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account under paragraph (c)(2)(ii) of this section for the plan year under a formula that

allocates the same percentage of plan year compensation or the same dollar amount to every

employee in the plan.











determining whether a plan satisfies section 410(b). Thus, for example, if the rate group

does not satisfy the ratio percentage test of §1.4l0(b)-2(b)(2), the rate group must satisfy the

average benefit test of §1.410(b)-2(b)(3) (including the nondiscriminatory classification test of

§1.410(b)-4 and the average benefit percentage test of §1.410(b)-5).

(ii) Permissive aggregation not available. The permissive aggregation rules of

§1.410(b)-7(d) are not available to a rate group in determining whether it satisfies section

410(b).
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(iii) Deemed satisfaction of reasonable classification requirement. In determining

whether a rate group satisfies the nondiscriminatory classification test of §1.410(b)-4, the rate

group is deemed to satisfy the reasonable classification requirement of §1.410(b)-4(b).

(iv) Facts-and-circumstances requirements replaced. In determining whether a rate

group satisfies the nondiscriminatory classification test of §1.410(b)-4, the facts-and-

cireumstances requirements of §1.410(b)-4(c)(3) do not apply. Instead, the rate group is

deemed to satisfy the facts-and-circumstances requirements of §1.410(b)-4(c)(3), but only if

the ratio percentage of the rate group is greater than or equal to the lesser of-

(A) The ratio percentage of the plan, or

(B) The midpoint between the safe and the unsafe harbor percentages applicable to the

plan.

(v) Application of average benefit percentage test. A rate group satisfies the average

benefit percentage test of §1.410(b)-5 if the plan of which it is a pan satisfies §1.410(b)-5

(applied without regard to §l.4l0(b)-5(f)). In the case of a plan that relies on §1.410(b)-5(f)

to satisfy 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

§1.4l0(b)-5(0).

(4) Examples. The following examples illustrate the general test in this paragraph (c).

Example 1. Employer X maintains 2 defined 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 allocation of $200 under Plan A and an allocation
of $800 under Plan B. Employee M's allocation rate under the aggregated plan for the 1994
plan year is 10 percent (i.e., $1,000 divided by $10,000).
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Example 2. The employees in Plan C have the following allocation rates (expressed
is percentage of plan year compensation): 9.6 percent, 9.7 percent, 9.8 percent, and 10.5
percent. Because all employees have allocation rates within a range of no more than 5
percent above and below 10.0 percent (a midpoint rate chosen by the employer), the
employer may treat all employees as having an allocation rate of 10.0 percent (provided, of
course, that the allocation rates of highly compensated employees and nonhighly compensated
employees are dispersed throughout the range in a reasonably comparable manner).

Example 3. The employees in Plan D have the following allocation rates (expressed
as a percentage of plan year compensation): 2.75 percent, 2.80 percent, 2.85 percent, 3.25
percent, 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-quarter of a percentage point above and below
3.0 percent (a midpoint rate chosen by the employer), the employer may treat the employees
who have those rates as having an allocation rate of 3.0 percent (provided that the allocation
rates of highly compensated employees and nonhighly compensated employees are dispersed
throughout the range in a reasonably comparable manner). Because the last four rates are
within a range of no more than 5 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 highly
compensated employees and nonhighly compensated employees are dispersed throughout the
range in a reasonably comparable manner).

Example 4. (a) Employer Y has only 6 nonexcludable employees, all of whom
benefit under Plan E. The highly compensated employees in the plan are HI and H2, and
the nonhighly compensated employees in the plan are N1 through N4. For the 1994 plan
year, HI 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 E. Rate group 1 consists of HI and all
those employees in the plan who have an allocation rate greater than or equal to Hi's
allocation rate (5.0 percent). Thus, rate group I consists of HI, H2, and N1 through N4.
Rate group 2 consists only of H2 because no other employee in the plan has an allocation
rate greater than or equal to H2's allocation rate (7.5 percent).

(c) Rate group 2 does not satisfy the ratio percentage test under §l.4l0(b)-2(b)(2)
because the ratio percentage of the rate group is 0 percent-i.e., 0 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).

(d) Rate group 2 also does not satisfy the nondiscriminatory classification test of
§1.410(b)-4 because the ratio percentage of the rate group (0 percent) is less than the unsafe
harbor percentage applicable to the plan under §1.410(b)-4(c)(4) (35.5 percent).
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(e) Rate group 2 therefore does not satisfy section 4l0(b) and, as a result. Plan E
docs not satisfy the requirements of paragraph (c) of this section. This is true even though
rate group 1 satisfies the ratio percentage test of §1.410(b)-2(b)(2).

Example 5. (a) The facts are the same as in Example 4. except that N4 has an
allocation rate of 8.0 percent.

(b) There are 2 rate groups in Plan E. Rate group 1 consists of HI and all those
employees who have an allocation rate greater than or equal to Hi's allocation rate (5.0





section on a restructured basis pursuant to §1.401(a)(4)-9(c). In addition, a defined benefit

plan that is part of a floor-offset arrangement is permitted to satisfy the requirements of this
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section pursuant to §1.401(a)(4)-8(d). Alternatively, a defined benefit plan is permitted to

satisfy the nondiscriminatory amount requirement of §1.401(a)(4)-l(b)(2) on the basis of

equivalent allocations pursuant to §1.40l(a)(4)-8(c). These latter rules include a safe harbor

testing method for benefits provided under a cash balance plan.

(4) Separate testing of employer-provided benefits and employee-provided benefits.

This section applies for purposes of determining whether the amount of employer-provided

benefits under a defined benefit plan satisfies the nondiscriminatory amount requirement of

§1.401(a)(4)-l(b)(2). In the case of a contributory DB plan (i.e., one that includes employee

contributions not allocated to separate accounts), §1.401(a)(4)-6(b) provides rules for

determining the amount of employer-provided benefits under the plan, and §1.401(a)(4)-6(c)

provides rules for determining whether the employee-provided benefits under the plan satisfy

the nondiscriminatory amount requirement of §1.401(a)(4)-l(b)(2).

^ (b)Safe harbors-H) [n general. A defined benefit plan satisfies the requirements of

this section for a plan year if the plan satisfies the uniformity requirements of paragraph

(b)(2) of this section and any one of the safe harbors in paragraphs (b)(3) (unit credit plans),

(b)(4) (unit credit fractional accrual plans), (b)(5) (fiat benefit plans), (b)(6) (alternative safe

harbor for flat benefit plans), and (b)(7) (insurance contract plans) of this section. Paragraph

(b)(8) of this section provides exceptions for certain plan provisions that do not cause a plan

to fail the requirements of this paragraph (b).

(2) Uniformity requirements-(i) In general. A plan satisfies the uniformity

requirements of this paragraph (b)(2) only if it satisfies each of the requirements in

paragraphs (b)(2)(ii) through (b)(2)(vi) of this section.
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(ii) Uniform normal retirement benefit. The same benefit formula must apply to all

employees in the plan. The benefit formula must provide all employees in the plan with an

annual benefit payable in the same form commencing at the same uniform normal retirement

age. The annual benefit must be the same percentage of average annual compensation or the

same dollar amount for all employees in the plan who will have the same number of years of

service at normal retirement age. The annual benefit must equal the employee's accrued

benefit at normal retirement age (within the meaning of section 411(a)(7)(A)(i)) and must be

the normal retirement benefit under the plan (within the meaning of section 411(a)(9)).

(iii) Uniform post-normal retirement benefits. 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 the employee's age must be the same percentage of average annual

compensation or the same dollar amount that would be payable commencing at normal

retirement age to an employee who had that same number of years of service at normal

retirement age.

(iv) Uniform subsidies. Each subsidized optional form of benefit under the plan must

be available to substantially all employees in the plan. In determining whether a subsidized

optional form of benefit is available to substantially all employees in the plan, the same

criteria apply as in determining whether an optional form of benefit is currently available to a

group of employees in the plan under §1.401(a)(4)-4(b). An optional form of benefit is

considered subsidized if the normalized optional form of benefit is larger than the normalized

normal retirement benefit under the plan.
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(v) Uniform vesting and service crediting. All employees in the plan must be subject

to the same vesting schedule and the same definition of years of service for all purposes

under the plan. For purposes of crediting service, only service with the employer (or a

predecessor employer within the meaning of section 414(a)) may be taken into account.

(vi) No employee contributions. The plan is not a contributory DB plan.

(vii) Examples. The following examples illustrate the uniformity requirements in this

paragraph (b)(2).

Example 1. Plan A provides a normal retirement benefit equal to 2 percent of
average annual compensation times each year of service commencing at age 65 for all
employees in the plan. Plan A provides that employees of Division A receive their benefit in
the form of a straight life annuity and that employees of Division B receive their benefit in
the form of a life annuity with an automatic cost-of-living increase. Plan A does not provide
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is 2 percent for each of the first 5 years of service, plus I percent for all additional years of
service. Plan C satisfies this paragraph (b)(3).

(4) Safe harbor for unit credit plans using fractional accrual nile-(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 requirements-

(A) The plan satisfies the fractional accrual rule of section 41 l(b)(l)(C).

(B) An employee's accrued benefit under the plan as of any plan year before the

employee reaches normal retirement age is determined by multiplying the employee's

fractional rule benefit (within the meaning of §1.4ll(b)-l(b)(3)(ii)(A))by a fraction, the

numerator 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. Thus, all employees in the plan who have the same entry age and the same

number of years of service as of any plan year will have an accrued benefit at normal

retirement age that is the same percentage of average annual compensation or the same dollar

amount.

(C) Under the plan, it is impossible for any employee in the plan to accrue in a plan

year a portion of the normal retirement or post-normal retirement benefit described in

paragraph (b)(2)(ii) or (iii) of this section that is more than 1/3 larger than the portion of the

same benefit accrued in that or any other plan year by any other employee in the plan, when

each portion of the benefit is expressed as a percentage of each employee's average annual

compensation or as a dollar amount. Solely for this purpose, employees with projected

service at normal retirement age in excess of 33 years may be disregarded. In addition, in

the case of a section 401(/) plan, an employee is treated as accruing benefits at a rate equal
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to the excess 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.

(ii) Examples. The following examples illustrate the unit credit fractional accrual safe

harbor in this paragraph (b)(4). In each example, it is assumed that the plan has never

permitted employee contributions.

Example 1. Plan A provides a normal retirement 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 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 benefit that an employee could accrue in any plan
year is 1.6 percent of average annual compensation (this is the case for an employee in the
plan with 25 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 any plan year is 1.212 percent of average annual
compensation (this is the case for an employee in the plan with 33 years of projected service
at normal retirement age). Plan A satisfies paragraph (b)(4)(i)(C) of this section because 1.6
percent is not more than 1/3 larger than 1.212 percent.

Example 2. Plan B is a section 401(/) plan that provides a normal retirement benefit
equal to 1.0 percent of average annual compensation up to the integration level, and 1.6
percent of average annual compensation 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 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. For purposes of
satisfying the 1/3 larger rule in paragraph (b)(4)(i)(C) of this section, all employees in the
plan 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 the requirements of
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
percentage of average annual compensation.

Example 3. Plan C provides a normal retirement benefit equal to 4 percent of
average annual compensation times each year of service up to 10 and 1 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 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
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employee's projected years of service as of normal retirement age. The greatest benefit that
an employee could accrue in any plan year is 4 percent of average annual compensation (this
is the case for an employee 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 employee with 33 years of projected
service at normal retirement age). Plan C fails to satisfy this paragraph (b)(4) because 4
percent is more than 1/3 larger than 1.82 percent.

Example 4. Plan D is a section 401(/) plan that provides a normal retirement benefit
equal to 2.0 percent of average annual compensation, plus 0.65 percent of average annual
compensation above covered compensation, for each year of service up to 25. Plan D
further provides that an employee'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
benefit under the plan equaled 2.0 percent of average 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 denominator 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
compensation multiplied by the employee's years of service (up to 25) as of the current plan
year.
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(d)(6)(vii), and (d)(6)(viii) of this section, respectively. Similarly, the same actuarial

assumptions, as well as the same optional rules under paragraph (d)(6) of this section, must

be used in determining the normal accrual rates and the most valuable accrual rates for all

employees in the plan for the plan year. No exception to the uniformity requirement in this

paragraph (d)(5)(ii) applies unless specifically provided for. Notwithstanding the foregoing,

an employer may determine accrual rates differently for purposes of satisfying section

401(a)(4) in different plan years.

(iii) Detenninin;: plan benefits--(A) In general. A benefit payable to an employee in a

particular form under a plan is determined under the rules in this paragraph (d)(5)(iii).

(B) Accrued benefit. For purposes of determining an employee's accrued benefit, the

term "accrued benefit" means the employee's accrued benefit under the plan as defined in

section 411(a)(7)(A)(i). If an employee's testing age is later than the employee's normal
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retirement age under the plan, the term "accrued benefit" means the benefit the employee has

(or is projected to have) under the plan as of the date on which the employee's benefits under

the plan are treated as frozen, expressed in the form of the benefit the employee would

receive under the plan commencing at the employee's testing age. Thus, for example, if a

plan with a normal retirement age of 62 has been aggregated with a plan with a normal

retirement age of 65, an employee in the first plan who has a normal retirement age of 62

under that plan would nonetheless have a testing age of 65 under the aggregated plan. See

paragraph (2) of the definition of testing age in §1.401(a)(4)-12. Under the rule in this

paragraph (d)(5)(iii)(B), such an employee's accrued benefit must be determined based on the

benefit the employee would receive under the plan at age 65, including accruals (if

applicable) and actuarial increases between ages 62 and 65.

(C) Benefit accrual service. An employee's years of service for purposes of benefit

accrual under a plan are taken into account through the date on which the employee's

benefits under the plan are treated as frozen. If an employee's benefits under the plan are

treated as frozen as of a date after the current plan year, the employee's years of service for

purposes of benefit accrual under the plan are determined by assuming that the amount of

service credited to the employee for that purpose for the current plan year continues to be

credited to the employee in each future plan year through the date on which the employee's

benefits under the plan are treated as frozen.

(D) Eligibility service. An employee's years of service for purposes of determining

the employee's eligibility under a plan for a benefit commencing at (or deferred from) a

particular age are taken into account through that age. If the employee would reach the age
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after the current plan year, the employee's years of service for purposes of determining

eligibility for the benefit are determined by assuming that the employee earns one year of

service for purposes of eligibility in each future plan year through the age.

(E) Plan compensation. An employee's compensation from the employer taken into

account under the plan's compensation formula is taken into account through the date on

which the employee's benefits under the plan are treated as frozen. If an employee's benefits

under the plan are treated as frozen as of a date after the current plan year, the employee's

compensation for purposes of benefit determination under the plan is determined by assuming

that the amount of the employee's compensation for the current plan year taken into account

under the plan's compensation formula continues to be earned by the employee in each future

plan year through the date on which the employee's benefits under the plan are treated as

frozen. Thus, for example, if after the application of section 401(a)(17), an employee's

compensation for the current plan year taken into account under the plan's compensation

formula is $245,000, it is assumed that the employee continues to earn $245,000 in

compensation for each future plan year through the date on which the employee's benefits

under the plan are treated as frozen.

(F) Marital status of employee. An employee is assumed to be married and to have a

spouse of the same age as the employee.

(G) Benefit computation factors. Social security benefits and all other relevant factors

used to compute benefits under the plan (other than factors described in paragraph

(d)(5)(iii)(H) of this section) are assumed to remain constant as in effect on the earlier of the
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last day of the current plan year or the date on which the employee's benefits under the plan

are treated as frozen.











accrual rates were the only rates in the plan for a plan year. Therefore, the employer may
treat Employee X's most valuable accrual rate as 3.0 percent for the current plan year.

Example 2. The facts are the same as in Example 1. except that Employee X's
normal accrual rate in the 5th preceding plan year is 2.5 percent. Due to the greater
dispersion of Employee X's normal accrual rates within the period, they may not be grouped
at a single midpoint rate chosen by the employer. Under paragraph (d)(6)(v)(A)(2) of this
section, the earliest plan year in the period must therefore be disregarded. As a result, only
Employee X's normal and most valuable accrual rates for the current and the 4 preceding
plan years are taken into account. After applying the analysis in Example 1 to this shorter
period, the employer may treat Employee X's most valuable accrual rate as 2.9 percent for
the current plan year.

(vi) Adjustment in most valuable accrual rate for certain disability benefits provided

under the plan—(A) In general. An employer may adjust an employee's most valuable

accrual rate to reflect the value of certain disability benefits that are currently available to the

employee under the plan (within the meaning of §1.401(a)(4)-4(b)(2)).

(B) Includible disability benefits. A disability benefit may be taken into account

under this paragraph (d)(6)(vi) only if the following requirements are satisfied—

(1) The disability benefit is equal to the maximum qualified disability benefit (within

the meaning of section 411(a)(9)).

(2) The employee is treated as disabled under the plan if the employee is unable to

perform the duties of the employee's usual occupation.
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(2) THS actual experience of the employer or the nature of the work being performed

by employees covered by the disability benefit (i.e., the likelihood of employment-related

disability) indicates that it is a meaningful and significant benefit.

(C) Adjustment. The value of the disability benefit is taken into account by

multiplying the employee's most valuable accrual rate by 1.11. This factor is applied before

imputing permitted disparity under §1.401(a)(4)-7, and before grouping accrual rates under

paragraph (d)(6)(iv) of this section.

(D) Example. The following example illustrates this paragraph (d)(6)(vi).

Example. Employer A maintains Plan X. Plan X provides a disability benefit for all
employees who work in Employer A's underground coal mines and who suffer an
employment-related disability. Under these facts, the disability benefit is a meaningful and
significant benefit.

(vii) Fresh-start alternative for accrued-to-date method-(A) In general. The accrued-

to-date method may be applied solely with respect to benefits accrued and testing service in

plan years beginning after a fresh-start date. This alternative may be applied only if the plan

satisfies the fresh-start rules of §1.401(a)(4)-13(c) with respect to the fresh-start date.

(B) Normal accrual rate. Under the fresh-start alternative for the accrued-to-date

method, the normal accrual rate for an employee in the plan for a plan year is the percentage

amount determined under the following steps-

CD Determine the employee's accrued benefit as if the employee's benefits under the

plan had been frozen as of the last day of the plan year.

(2) Determine the employee's accrued benefit frozen in accordance with §1.40l(a)(4)-

13(c) as of the fresh-start date and adjusted, if applicable, in accordance with §1.401(a)(4)-

13(c)(5)(iii) (but not §1.401(a)(4)-13(c)(6)(ii)) through the last day of the current plan year.
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(2) Normalize the accrued benefit determined in paragraph (d)(6)(vii)(B)(D of this

section.

(4) Normalize the accrued benefit determined in paragraph (d)(6)(vii)(B)(2) of this

section.

(5) Subtract the normalized accrued benefit determined in paragraph (d)(6)(vii)(B)(4)

of this section from the normalized accrued benefit determined in paragraph (d)(6)(vii)(B)(2)

of this section.

(fi) Divide the amount determined in paragraph (d)(6)(vii)(B)(5J of this section by the

employee's testing service since the fresh-start date.

(7) Divide the amount determined in paragraph (d)(6)(vii)(B)(© of this section by the

employee's testing compensation for the plan year. This rate is the employee's normal

accrual rate under the plan for the plan year.

(C) Most valuable accrual rate. Under the fresh-start alternative for the accrued-to-

date method, the most valuable accrual rate for an employee in the plan for a plan year is the

percentage amount determined under the following steps-

CD Determine the QJSA, and the QSUPP (if any) payable in conjunction with the

QJSA, at each age payment of these benefits to the employee could commence under the

plan. For this purpose, each QJSA and each QSUPP is determined as if the employee's

benefits under the plan had been frozen as of the last day of the plan year.









period in the employee's compensation history during which the average of the employee's

annual section 414(s) compensation is the highest. For this purpose, an averaging period

must consist of 3 or more consecutive 12-month periods (or, if shorter, the employee's

period of employment). In addition, each employee's compensation history must end in the

current plan year and must include 10 or more consecutive 12-month periods. However, an

employee's compensation history need not be longer than the longer of the employee's period

of testing service or the employee's averaging period. Finally, the averaging period and the

compensation history for all employees in the plan must be determined in a consistent

manner.

(3) Testing compensation-fi) In general. "Testing compensation" means either

average annual compensation or plan year compensation, modified (if applicable) in

accordance with paragraph (e)(3)(ii) or (iii) of this section. The testing compensation for all

employees in the plan must be determined in a consistent manner. If accrual rates are

determined by imputing permitted disparity as allowed under paragraph (d)(6)(ii) of this

section, see §1.401(a)(4)-7(c)(4)(v) for limitations on testing compensation.

(ii) Certain modifications to plan year compensation. If accrual rates are being

determined under any method other than the annual method in paragraph (d)(2) of this

section, the following modifications to plan year compensation must be made—
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(A) Plan year compensation must be determined during the period specified in

paragraph (3) of the definition of plan year compensation in §l.401(a)(4)-12 (i.e., a 12-

month period ending with or within the current plan year).

(B) In the case of employees who do not have section 414(s) compensation during at

least 11 months within the 12-month period specified in paragraph (3) of the definition of

plan year compensation in §1.401(a)(4)-l2 by reason of termination of employment or

absence from service, the 12-month period used to determine plan year compensation must

be either-

(1) The 12-month period ending on the employee's termination of employment or

absence from service, or

(2) The 12-month penod immediately preceding the period used to determine the plan

year compensation of all other employees in the plan.

(iii) Certain modifications to average annual compensation. If accrual rates are being

determined under the projected method in §1.401(a)(4)-3(d)(4) or the fresh-start alternative

for the projected method in §1.401(a)(4)-3(d)(6)(viii), the following modifications in

determining average annual compensation must be made-

(A) An employee's average annual compensation must be determined as of each date

(other than the fresh-start date, if applicable) that the employee's benefits under the plan are

treated as frozen.

(B) If an employee's benefits under the plan are treated as frozen as of a date after

the current plan year, the employee's compensation history must be projected through the

future plan year in which the employee's benefits under the plan are treated as frozen, in
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addition to the period of compensation history ending in the current plan year described in

paragraph (e)(2) of this section.

(C) In determining the employee's projected compensation history as of any date after

the 12-month period ending in the current plan year, it must be assumed that the employee

continues to earn in each future 12-month period in the employee's projected compensation

history the same amount of annual section 414(s) compensation that the employee earned in

the 12-month period in the employee's compensation history ending in the current plan year.

(4) Examples. The rules of this paragraph (e) are illustrated by the following

examples.

Example 1. Employer X maintains a defined benefit plan (Plan A). In testing
whether the benefits provided under Plan A satisfy section 40l(a)(4) for the plan year ending
June 30, 1993, Employer X determines employees' accrual rates under the accrued-to-date
method in paragraph (d)(3) of this section by using the following as the testing compensation
divisor in paragraphs (d)(3)(i)(D) and (d)(3)(ii)(E) of this section: the average of each
employee's annual compensation for the 5 consecutive 12-month periods (or the employee's
period of employment, if shorter) during which the average of the employee's annual
compensation is the highest. In determining the 5 consecutive 12-month periods during
which the average of each employee's annual compensation is the highest, the last 10
consecutive 12-month periods ending on June 30, 1993, of each employee's compensation
history are taken into account or, if shorter, the employee's period of testing service. In
determining compensation for each 12-month period in an employee's compensation history,
Employer X defines compensation using a definition that satisfies section 414(s). The
amount of compensation used to determine employees' accrual rates under Plan A meets the
definition of average annual compensation in paragraph (e)(2) of this section and thus is
testing compensation within the meaning of paragraph (e)(3)(i) of this section.



Example 2. (a) The facts are the same as in Example 1. except that, in determining
the amount of each employee's compensation for the 12-month periods in each employee's
compensation history ending in 1990 through 1993 that are taken into account in determining
each employee's average annual compensation. Employer X defines compensation as wages
within the meaning of section 3401 (a) (wages for purposes of income tax withholding). In
determining the amount of each employee's compensation for the 12-month periods in each
employee's compensation history ending June 30, 1988, and June 30, 1989, that are taken
into account in determining each employee's average annual compensation. Employer X
defines compensation as section 415(c)(3) compensation (as defined in §l.415-2(d) without

167

regard to §1.4l5-2(d)(t0) through (12)). [n determining the amount of each employee's
compensation for the 12-month periods in each employee's compensation history beginning
before January 1, 1988, taken into account in determining each employee's average annual
compensation, Employer X defines compensation using a definition that does not satisfy
section 4l4(s) but that was nondiscriminatory for the 1984 through 1987 plan years based on
the relevant facts for those plan years.

(b) The testing compensation divisor used to determine employees' accrual rates for
purposes of paragraph (d)(3) of this section is average annual compensation, and thus may be
used as testing compensation, even though the underlying definition used to measure the
amount of compensation for each year in an employee's compensation history is not the
same. The underlying definition of compensation for each 12-month period in the
employee's compensation history is section 414(s) compensation, because the definition
satisfies the requirements contained in the definition of section 414(s) compensation in
§1.401(a)(4)-12.

Example 3. The facts are the same as in Example 2. except the testing compensation
divisor used in determining each employee's rate of accrual is the average of the employee's
annual section 414(s) compensation for the consecutive 12-month periods ending on June 30,
1993, during which the employee was employed by Employer X rather the average of 5
consecutive 12-month periods as described in Examples 1 and 2. The compensation used to
determine accruals is average annual compensation. The averaging period is determined
consistently for each employee even though a different number of years is used to determine
each employee's averaging period because the averaging period for each employee includes
all the employee's years of consecutive employment. Thus, the amount of compensation
used to determine employee's accrual rates under Plan A for purposes of paragraph (d)(3) of
this section meets the definition of average annual compensation and may be used as testing
compensation.

Example 4. The facts are the same as Example 2. except that Employer X determines
the accrual rates for employees in Plan A who work at Plant S using, as the testing
compensation divisor, each employee's plan year compensation as modified by paragraph
(e)(3)(ii) of this section. The accrual rates for all other employees in Plan A are determined,
using as the testing compensation divisor, each employee's average annual compensation as
described in Examples 1 and 2. Employer X is not determining testing compensation for all
employees, because the same method is not being used (either average annual compensation
or plan year compensation) to determine the testing compensation for each employee in the
plan. Therefore, the accrual rates determined for each employee in the plan do not satisfy
paragraph (d)(3) of this section. However, Employer X may be able to restructure Plan A
into two component plans in accordance with §1.40l(a)(4)-9(c), one component plan
including all employees in Plan A who work in Plant S and the other component plan
including the employees in Plan A who do not work in Plant S.
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Example 5. The facts are the same as in Example 4. except that the testing
compensation divisor used by Employer X to determine the accrual rates for employees in
Plan A who work at Plant S is the average of each employee's compensation for the 3

consecutive 12-month periods during which the average of each employee's annual section
414(s) compensation is the highest, rather than the average for the 5 consecutive 12-month
periods that is used for other employees in the plan. Employer X is not using average
annual compensation and thus is not using testing compensation to determine each
employee's accrual rates because the averaging period is not determined consistently for all
employees. Therefore the accrual rates determined for each employee in the plan do not
satisfy paragraph (d)(3) of this section.

Example 6. (a) The facts are the same as in Example 1. except that Employer X
determines each employee's accrual rates using the projected method in paragraph (d)(4) of
this section and Employer X determines compensation for each 12-month period in the
employee's compensation history on the basis of the calendar year ending in the plan year.
Employee Q, bom on May 30, 1943, began participation in Plan A on July 1, 1973, and has
benefited under the plan in every plan year since that date. Employee Q's testing age is 65.
Employee Q has the following compensation history for the calendar years 1983 through
1992: 1983 - $10,000; 1984 - $12,000; 1985 - $14,000; 1986 - $15,000, 1987 - $17,000;
1988 - $17,000; 1989 -'$15,000; 1990 - $15,000; 1991 - $13,000; 1992 - $12,000.

(b) In order to determine Employee Q's normal accrual rate. Employee Q's projected
average annual compensation as of Employee Q's testing age of 65 must be determined. To
determine Employee Q's compensation history to be used in determining Employee Q's
projected average annual compensation, Employer X must assume that Employee Q's annual
section 414(s) compensation for calendar years 1993 through 2007 (the calendar year ending
in the plan year in which Employee Q attains the testing age of age 65) will be $12,000 for
each calendar year, the same as Employee Q's annual section 414(s) compensation for the
1992 calendar year ending in the 1993 plan year. However, calendar years 1983 through
1992 must also be included in Employee Q's compensation history that is taken into account
in determining Employee Q's projected average annual compensation. Employee Q's highest
averaging period is calendar years 1986 through 1990 (the 5 consecutive 12-month periods .
out of calendar years 1983 through 2007, using projected annual section 414(s) compensation
for 1993 through 2007, during which the average of Employee Q's annual section 4I4(s)
compensation is the highest). Therefore Employee Q's projected average annual
compensation for the 2007 plan year is $15,800 (($15,000 plus $17,000 plus $17,000 plus
$15,000 plus $15,000) divided by 5)).

Example 7. (a) Plan M is a high average pay plan established on July 1, 1998, with a
plan year ending each June 30. Plan M bases benefits for each employee on the average of
the employee's annual compensation for the 36 months (or, if shorter, the employee's period
of employment) during which the average of the employee's annual compensation is the
highest. Compensation for purposes of determining benefits under the plan is determined
using a'definition that satisfies section 414(s). In determining the 36 months for each
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employee during which the average of the employee's annual compensation is the highest, the
plan takes into account the 10 consecutive 12-month periods of the employee's compensation
history ending on the June 30 preceding the date on which the employee terminates
employment.

(b) The compensation determined under Plan M is not testing compensation, because
compensation for the 12-month period ending on the June 30 during which any employee
terminates employment is not included in the compensation history of that employee in
determining the employee's average annual compensation. Therefore the average annual
compensation determined under Plan M may not be used to determine accrual rates for
purposes of paragraph (d) of this section. However, if plan M were a safe harbor plan under
paragraph (b) of this section, the compensation determined under Plan M would nevertheless
be treated as average annual compensation. See paragraph (b)(8)(x)(B) of this section.
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alternative applies.

(ii) Exceptions-(A) Differences in benefit formula or accrual method. An optional

form of benefit available under a defined benefit plan does not fail to be a single optional

form of benefit merely because the benefit formula or accrual method (or both) underlying

the optional form of benefit are different for different employees to whom the optional form

of benefit is available. Notwithstanding the foregoing, differences in the normal retirement

ages of employees or in the form in which the accrued benefit of employees is payable at

normal retirement age under a plan are taken into account in determining whether an optional

form of benefit constitutes one or more optional forms of benefit.

(B) Differences in allocation formula. An optional form of benefit available under a

defined contribution plan does not fail to be a single optional form of benefit merely because

the method of determining allocations (including allocations of earnings, expenses, gains, and

losses described in §1.401(a)(4)-2(c)(2)(iii)) to account balances are different for different

employees to whom the optional form of benefit is available.

(C) Distributions subject to section 417(e). An optional form of benefit available

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
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determine the distribution for employees with a vested accrued benefit having an actuarial

present value not in excess of S25.000, as required by section 417(e) and §1.4l7(e)-l.

(iii) Examples. The following examples illustrate the definition of optional form of

benefit in this paragraph (e)(l).

Example 1. Plan A is a defined benefit plan that benefits all employees of Divisions
M and N. The plan offers a qualified joint and 50-percent survivor annuity at normal
retirement age, calculated by multiplying an employee's single life annuity payment by a
factor. For an employee of Division M whose benefit commences at age 65, the plan
provides a factor of 0.90, but for a similarly situated employee of Division N the plan
provides a factor of 0.85. The qualified joint and survivor annuity is not available to
employees of Division M and N on substantially the same terms.

Example 2. Plan B is a defined benefit plan that benefits all employees of Divisions
R and S. The plan offers a single sum optional form of benefit which, for employees of
Division R, is determined using a fixed interest rate assumption and, for employees of
Division S, is determined using a different fixed interest rate assumption. The single sum
optional form of benefit is not available to employees of Divisions R and S on substantially
the same terms.

Example 3. Plan C is a defined benefit plan that benefits all employees of Divisions
T and U. The plan offers a single sum optional form of benefit, available on the same terms
and determined using the same actuarial assumptions, to all employees. However, different
benefit formulas are provided to each division. Despite that fact, under the exception
provided in paragraph (e)(l)(ii)(A) of this section, the single sum optional form of benefit
available to employees of Division T is not a separate optional form of benefit from the
single sum optional form available to employees of Division U.

(2) Ancillary benefit. For purposes of this section, the term "ancillary benefit"

includes social security supplements (other than QSUPPs), disability benefits not in excess of

a qualified disability benefit described in section 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 with respect to each

benefit that is not available on substantially the same terms.
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(3) Other right or feature. For purposes of this section, the term "other right or

feature" means any right or feature applicable to employees under the plan, other than a right

or feature taken into account under paragraph (e)(l) or (e)(2) of this section as part of an

optional form of benefit or an ancillary benefit under the plan, and other than a right or

feature that cannot reasonably be expected to be of more than insignificant value to an

employee (e.g., administrative details). Different rights or features exist if the right or

feature is not available on substantially the same terms. Other rights and features include,

but are not limited to, the following—

(i) Plan loan provisions (other than those relating to a distribution of an employee's

accrued benefit upon default under a loan);

(ii) The nght to direct investments;

(iii) The nght to a particular form of investment;

(iv) The right to a particular class or type of employer securities (taking into account

any difference in conversion, dividend, voting, liquidation preference, or other rights

conferred under the security);

(v) The right to make each rate of elective contributions described in §1.401(k)-

l(g)(3) (taking into account the definition of compensation under the plan out of which

elective contributions are made);



(vi) The right to make after-tax employee contributions to a defined benefit plan that

are not allocated to separate accounts;
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(vii) The right to make each rate of employee contributions described in §1.401(m)-

1(0(6) (taking into account the definition of compensation under the plan out of which

employee contributions are made);

(viii) The right to an allocation of each rate of matching contributions described in

§l.401(m)-l(f)(12) and the formulas and requirements for matching contributions (taking into

account, if applicable, the definition of compensation under the plan by reference to which

matching contributions are made, and any corrective distributions of excess deferrals, excess

contributions, or excess aggregate contributions);

(ix) The right to purchase additional retirement or ancillary benefits under the plan;

and

(x) The right-to make rollover contributions and transfers to and from the plan.
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S1.401(a'>f4)-5 Plan amendments and plan terminations.

(a) Plan amendments-d) General rule. A plan does not satisfy section 401(a)(4) if a

plan amendment or series of plan amendments discriminates significantly in favor of highly

compensated employees. For this purpose, a plan amendment includes the establishment or

termination of a plan and any change in the benefits, rights, or features under a plan.

(2) Facts-and-circumstances determination. Whether a plan amendment or series of

plan amendments discriminates significantly in favor of highly compensated employees is

determined based on all relevant facts and circumstances. These include, for example, the

relative numbers of highly and nonhighly compensated employees affected by the plan

amendment, the relative accrued benefits of highly and nonhighly compensated employees

before and after the plan amendment, any additional benefits provided to highly and

nonhighly compensated employees under other plans, the relative length of service of highly

and nonhighly compensated employees, the length of time the plan and the benefit, right, or

feature being amended have been in effect, and the turnover of employees prior to the plan

amendment. In the case of a plan amendment' that grants past service credits, the relevant

facts and circumstances also include the benefits former employees would have received had

the plan, as amended, been in effect throughout the period for which past service credits are

granted. For this purpose, past service credits include benefits attributable to an employee's

service prior to the time a new plan is in effect, increases in existing benefits resulting from

an employee's service prior to the effective date of a plan amendment, and benefits

attributable to an employee's service with another employer.
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(3) Time at which determination made. The requirements of this paragraph (a) are

generally applied at the time a plan amendment first becomes effective for purposes of

section 40l(a). Thus, whether a plan amendment with a delayed effective date discriminates

significantly in favor of highly compensated employees is generally determined when the

amendment actually becomes effective, and not when it is adopted. In the case of an

unpredictable contingent event benefit (within the meaning of section 412(0(7)), the

determination as to whether the amendment discriminates significantly in favor of highly

compensated employees is generally made at the time the contingency occurs.

(4) Treatment of certain prospective plan amendments. A plan amendment increasing

future benefits for highly compensated employees or reducing future benefits for nonhighly

compensated employees does not necessarily discriminate significantly in favor of highly

compensated employees. For example, an amendment instituting use of the disparity

permitted under section 401(0 for the first time does not necessarily discriminate significantly

in favor of highly compensated employees.

(5) Safe harbor for certain grants of past service. A plan amendment that credits past

service is deemed not to discriminate significantly in favor of highly compensated employees

if the period for which the credit is granted does not exceed the 5 years immediately

preceding the year in which the amendment first becomes effective, the past service credit is

granted on a reasonably uniform basis to current employees under the plan, the amount of

the credit is determined by applying the current plan formula to the number of years being

credited, and the period for which past service credit is granted represents actual service (or

imputed service within the meaning of §1.401(a)(4)-ll(d)) with the employer or a previous







section 4l2(a), must comply in operation with the restrictions on benefits and distributions as

described in paragraphs (b)(2) and (b)(3) of this section. Restrictions imposed by the

requirements of this paragraph (b)(4) are treated as not violating section 41 l(d)(6).
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S1.401(a)f4)-6 Contributory defined benefit plans.

(a) Overview-m Contributions not allocated to separate accounts. This section

contains rules necessary for determining whether a contributory DB plan satisfies the

nondiseriminatory amount requirement of §1.40l(a)(4)-l(b)(2). A contributory DB plan must

satisfy that requirement separately with respect to benefits derived from employer

contributions (employer-provided benefits) and benefits derived from employee contributions

not allocated to separate accounts (employee-provided benefits). See §1.401(a)(4)-l(c)(4).

The general rules for determining whether a defined benefit plan satisfies the

nondiseriminatory amount requirement of §l.401(a)(4)-l(b)(2) with respect to the amount of

employer-provided benefits are set forth in §§1.401(a)(4)-3 and l.40l(a)(4)-8(c) and (d).

Paragraph (b) of this section provides rules for determining the amount of employer-provided

benefits under a contributory DB plan for purposes of section 40l(a)(4). Paragraph (c) of

this section provides the exclusive rules for determining whether a contributory DB plan

satisfies §1.401(a)(4)-l(b)(2) with respect to the amount of employee-provided benefits.

(2) Contributions allocated to separate accounts. The portion of a plan that consists

of employee contributions allocated to separate accounts is treated as a separate plan under

the mandatory disaggregation rules of §1.410(b)-7(c)(l). See §l.401(a)(4)-2(d)(2) for the

exclusive roles for determining whether a plan consisting of contributions of this type

satisfies the nondiseriminatory amount requirement of §1.401(a)(4)-l(b)(2).

ft) Determination of employer-provided benefit-(l) General rule. An employee's

employer-provided benefit under a contributory DB plan as of a plan year for purposes of

section 401(a)(4) equals the difference between the employee's total benefit under the plan as
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of the plan year and the employee's employee-provided benefit under the plan as of the plan

year. The rules of section 41 l(c) generally must be used to determine an employee's

employer-provided benefit for this purpose. However, paragraphs (b)(2) through (b)(6) of

this section provide alternative methods for determining an employee's employer-provided

benefit. If one of these alternatives is applied with respect to an employee in the plan for a

plan year, it must be applied to all employees in the plan for the plan year. Contributory DB

plans that satisfy paragraph (b)(2) or (b)(3) of this section may be eligible to use the safe

harbor described in §1.40l(a)(4)-3(b)(3) (safe harbor for unit credit plans). Contributory DB

plans that satisfy paragraph (b)(4), (b)(5) or (b)(6) of this section may be eligible to use any

of the safe harbors in §l.401(a)(4)-3(b)(3) through (b)(7) (the safe harbors for unit credit

plans, unit credit plans using fractional accrual rule, and fiat benefit plans, the alternative

safe harbor for fiat benefit plans, and the safe harbor for insurance contract plans,

respectively). See §l-401(a)(4)-3(b)(8)(ix).

(2) Composition-of-workforce method-CD [n general. A contributory DB plan that

satisfies paragraphs (b)(2)(ii)(A) and (B) of this section may apply the requirements of

§I.401(a)(4)-3 to the plan by substituting employees' employer-provided benefit rates

determined under paragraph (b)(2)(iii) of this section for the accrual rates otherwise

applicable under that section.

(ii) Eligibility reauirements-fA) Uniform rate of employee contributions. A

contributory DB plan satisfies this paragraph (b)(2)(ii)(A) if it requires all employees in the

plan to make employee contributions at the same rate (expressed as a percentage of plan year

compensation). A plan does not fail to satisfy this paragraph (b)(2)(ii)(A) merely because it
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eliminates the requirement of employee contributions for all employees with plan year

compensation below a stated dollar amount. Alternatively, a plan does not fail to satisfy this

paragraph (b)(2)(ii)(A) merely because it requires all employees in the plan to make

employee contributions at the same rate (expressed as a percentage of plan year

compensation) with respect to plan year compensation up to a stated dollar amount, and at a

higher rate (expressed as a percentage of plan year cpmpensation) that is the same for all

employees in the plan with respect to plan year compensation at or above the stated dollar

amount.

(B) Demographic requiremenis-d) In general. A contributory DB plan satisfies this
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Highlight

kdonovan
Highlight

kdonovan
Highlight



paragraph (b)(2)(ii)(B) if it satisfies one of the demographic tests in paragraph (b)(2)(ii)(B)(2)

or (2) of this section.

(2) Minimum percentage te';t. This test is satisfied only if more than 40 percent of

the nonhighly compensated employees in the plan have attained ages at least equal to the

plan's target age, and more than 20 percent (rounded up to-the next whole number) of the

nonhighly compensated employees in the plan have attained ages at least equal to the average

attained age of the highly compensated employees in the plan. For this purpose, a plan's

target age is the lesser of age 50, or the average attained age of the highly compensated

employees in the plan minus X years, where X equals 20 minus the number that is equal to 5

times the employee contribution rate under the plan (expressed as a percentage of plan year

compensation). In no case, however, may X years be fewer than zero (0) years. Thus, for

example, if the average attained age of the highly compensated employees in the plan is 53
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and the employee contribution rate is 2 percent of plan year compensation, the plan's target

age is 43 years (i.e., 53 minus (20 minus (5 times 2))).

(2) Ratio test. This test is satisfied only if the percentage of all nonhighly

compensated nonexcludable employees, who are in the plan and who have attained ages at

least equal to the average attained age of the highly compensated employees in the plan, is at

least 70 percent of the percentage of all highly compensated nonexcludable employees, who

are in the plan and who have attained ages at least equal to the average attained age of the

highly compensated employees 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 highly compensated employees, an employer may assume that 50 percent of all highly

compensated employees in the plan have attained ages at least equal to the average attained

age of the highly compensated employees in the plan.

(iii) Determination of employer-provided benefU--(A) Application of factors to

determine employee-provided benefit rate. The rate at which employee-provided benefits are

provided under a contributory DB plan (the employee-provided benefit rate) may be

determined for purposes of this paragraph (b)(2) by multiplying the rate at which employee

contributions (expressed as a percentage of plan year compensation) are required to be made

under the plan by the factor determined under paragraph (b)(2)(iv) of this section. In the

case of a contributory DB plan described in the second or third sentences of paragraph

(b)(2)(ii)(A) of this section (e.g., a plan requiring different rates of employee contributions at

different levels of plan year compensation), the employee-provided benefit rate is determined
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for all employees in the plan using the highest required rate of employee contributions

applicable to any level of plan year compensation for that plan year.

(B) Employer-provided benefits under a unit credit safe harbor plan. For purposes of

applying the safe harbor in §1.40l(a)(4)-3(b)(3) with respect to employer-provided benefits

under a section 401(/) plan, an employee's gross benefit percentage, or an employee's excess

benefit percentage and base benefit percentage, are reduced by subtracting the employee-

provided benefit rate determined under paragraph (b)(2)(iii)(A) of this section from the

respective percentages for the plan year. For purposes of applying the safe harbor in

§1.401(a)(4)-3(b)(3) with respect to employer-provided benefits under a plan other than a

section 401(0 plan, the employee's entire accrued benefit is treated as employer-provided.

(C) Employer-provided benefits under the general test. For purposes of applying the
\

general test of §1.40l(a)(4)-3(c) with respect to employer-provided benefits, an employee's

normal and most valuable accrual rates otherwise determined under §1.401(a)(4)-3(d) are

reduced by subtracting the employee-provided benefit rate determined under paragraph

(b) (2) (iii) (A) of this section from the respective accrual rates. This adjustment is made

before applying the optional rules in §1.40l(a)(4)-3(d)(6)(ii), (iv), (v), and (vi) (regarding

imputation of permitted disparity, grouping of accrual rates, floor on most valuable accrual

rates, and adjustment for certain disability benefits, respectively). If employee contributions

were not required, or were required at a different rate (or rates), in prior plan years than in

the current plan year, a plan may not use the accrued-to-date or projected method in

§1.401(a)(4)-3(d)(3) and (4). The plan may, however, use one of the fresh-start alternatives

to these methods in §1.40l(a)(4)-3(d)(6)(vii) or (viii), provided that the plan uses a fresh-start
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date that is no earlier than the last day of the last plan year in which employee contributions

were not required at the rate (or rates) applicable for the current plan year.





that satisfies the requirements of paragraph (c)(4) of this section may determine an

employee's employer-provided benefit by subtracting from the employee's total benefit the

employee-provided benefits determined 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)(iv) of this section.

(5) Government plan method. A contributory DB plan that is established and

maintained for its employees by the government of any state or political subdivision or by
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any agency or instrumentality thereof may treat an employee's total benefit as entirely

employer-provided.

(6) Cessation of employee contributions method. If a contributory DB plan provides

that no employee contnbutions may be made to the plan for plan years beginning after

December 31, 1991, the plan may treat an employee's total benefit as entirely employer-

provided-

(c) Rules applicable in determining whether employee-provided benefits are

nondiscriminatory in amount-fit In general. A contributory DB plan satisfies §1.401(a)(4)-

l(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 regardless of the method used to determine the amount

of employer-provided benefits under paragraph (b) of this section.

(2) Same rate of contributions. This requirement is satisfied for a plan year if the

plan requires all employees in the plan to make employee contributions at the same rate

(expressed as a percentage of plan year compensation) for the plan year.

(3) Total benefits method. This requirement is satisfied for a plan year if-

(i) The total benefits (i.e., the sum of employer-provided and employee-provided

benefits) under the plan would satisfy §l.401(a)(4)-3 if all benefits were treated as employer-

provided benefits, and

(ii) The plan either—

(A) Requires all employees in the plan with plan year compensation at or above a

stated dollar amount to make employee contributions at the same rate (expressed as a
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percentage of plan year compensation), and does not require employees with plan year

compensation below that amount to make employee contributions, or

(B) Requires all employees in the plan to make employee contnbutions at the same

rate (expressed as a percentage of plan year compensation) with respect to plan year

compensation up to a stated dollar amount, and at a higher rate (expressed as a percentage of

plan year compensation) that is the same for all employees in the plan with respect to plan

year compensation at or above that amount.

(4) Grandfather rule for plans in existence on May 14. 1990. This requirement is

satisfied for a plan year if all the following requirements are met—

(i) On May 14, 1990, the plan required employee contributions at a greater rate

(expressed as a percentage of compensation) at higher levels of compensation than at lower

levels of compensation;

(ii) The required rate of employee contnbutions is not increased after May 14, 1990,

although the level of compensation at which employee contributions are required may be

increased or decreased;

(iii) For plan years beginning after December 31, 1991, all employees in the plan are

permitted to make employee contnbutions under the plan at a uniform rate with respect to all

compensation; and

(iv) The benefits provided on account of employee contributions at lower levels of

compensation are comparable to those provided on account of employee contributions at

higher levels of compensation.
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S1.401(aV4)-7 Imputation of permitted disparity.

(a) Introduction-Cl'l In general. In determining whether a plan satisfies section

401(a)(4) with respect to the amount of contributions or benefits, section 40l(a)(5)(C) allows

the disparities permitted under section 401(/) to be taken into account. For purposes of

satisfying the safe harbors of §§1.40l(a)(4)-2(b)(3) and l.401(a)(4)-3(b), permitted disparity

may be taken into account only by satisfying section 401(/) in form in accordance with

§1.401(0-2 or 1.401(/)-3, respectively. Alternatively, for purposes of the general tests of







determined by multiplying the employee's testing compensation by the employee's unadjusted

accrual rate.

(iii) Permitted disparity factor--(A) In general. "Permitted disparity factor" for an

employee means the employee's annual permitted disparity factor determined under

paragraph (c)(4)(iii)(B) of this section, adjusted as provided in paragraph (c)(4)(iii)(C), (D),

or (E) of this section for the annual method, the accrued-to-date method, or the projected

method, whichever is applicable. Paragraph (c)(4)(iii)(F) of this section contains rules for

satisfying the overall permitted disparity limits under section 401(/). The permitted disparity

factor must be determined under the same method for all employees in the plan, unless
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otherwise provided (see, e.g., the special rules for terminated employees and section

401(a)(17) employees in §1.401(a)(4)-3(d)(3)(iii), (d)(4)(iii), (d)(4)(iv), (d)(6)(viii)(D)).

(B) Annual permitted disparity factor. An employee's annual permitted disparity

factor is 0.75 percent adjusted, pursuant to §l.401(/)-3(e), using as the age at which benefits

commence the lesser of age 65 or the employee's testing age. For example, if the

employee's testing age is 62, the annual permitted disparity factor is 0.6 percent for an

employee whose social security retirement age is 65. Generally, if the employee's testing

age is 65, the annual permitted disparity factor is 0.75 percent for an employee whose social

security retirement age is 65, 0.70 percent for an employee wnose social security retirement

age is 66, and 0.65 percent for an employee whose social security retirement age is 67. For

this purpose, a plan is permitted to treat all employees (of whatever age) as having a social

security retirement age of 67. Thus, the plan may use an annual permitted disparity factor of

0.65 percent for all employees in the plan whose testing age is 65. No adjustments are made

in the annual permitted disparity factor unless an employee's testing age is different from the

employee's social security retirement age.

(C) Annual method. If unadjusted accrual rates are determined under the annual

method of §l.401(a)(4)-3(d)(2), the permitted disparity factor for an employee is generally

the annual disparity factor. In the case of an employee with more than 35 years of testing

service, the permitted disparity factor for the current plan year is zercr.

(D) Accrued-to-date method. If unadjusted accrual rates are determined under the

accrued-to-date method of §l.401(a)(4)-3(d)(3), an employee's permitted disparity factor is

determined as follows—
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(D General rule. The permitted disparity factor is equal to the annual permitted

disparity factor for the employee multiplied by the employee's testing service (not to exceed

35), and then divided by the employee's testing service.

(2j Fresh-start alternative. If a plan uses the fresh-start alternative for the accrued-to-

date method under §l.40l(a)(4)-3(d)(6)(vii), the permitted disparity factor is equal to the

annual permitted disparity factor for the employee multiplied by the employee's testing

service since the fresh-start date (not to exceed 35 minus the employee's testing service as of

the fresh-start date), and then divided by the employee's testing service since the fresh-start

date.

(E) Projected method. If unadjusted accrual rates are determined under the projected

method of §1.401(a)(4)-3(d)(4), an employee's permitted disparity factor is determined as

follows-

(D General rule. The permitted disparity factor is equal to the annual permitted

disparity factor for the employee multiplied by the employee's projected testing service (not

to exceed 35), and then divided by the employee's projected testing service.

(2) Fresh-start alternative. If a plan uses the fresh-start alternative for the projected

method under §1.401(a)(4)-3(d)(6)(viii), the permitted disparity factor is equal to the annual

permitted disparity factor for the employee multiplied by the employee's projected testing

service since the fresh-start date (not to exceed 35 minus the employee's testing service as of

the fresh-start date), and then divided by the employee's projected testing service since the

fresh-start date.
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(3) Projected testing service. For purposes of this paragraph (c)(4)(iv)(E), an

employee's projected testing service is the testing service used in determining the employee's

unadjusted accrual rate.

(F) Cimulative permitted disparity limit. The 35 years used in paragraph



(c)(4)(hi)(C), (D)(i), and (£)(!) of this section must be reduced by the employee's

cumulative disparity fraction, as defined in §1.401(/)-5(c)(2), determined solely with respect

to the employee's total years of service under all other plans taken into account under

§1.401(0-5(a)(3). The 35 years used in paragraph (c)(4)(iii)(D)(2) and (E)(2) of this section

must be reduced by the employee's cumulative disparity fraction, as defined in §1.401(/)-

5(c)(2), determined solely with respect to the employee's total years of service under all

other plans taken into account under §1.401(/)-5(a)(3) for plan years of those other plans

ending after the fresh-start date.

(iv) Social security retirement a^e. "Social security retirement age" means social

security retirement age as defined in section 4t5(b)(8).

(v) Testing compensation. "Testing compensation" means average annual

compensation as defined in §1.401(a)(4)-3(e)(2), modified (if applicable) in accordance with

§1.401(a)(4)-3(e)(3)(iii). However, if unadjusted accrual rates are determined under the

annual method of §1.401(a)(4)-3(d)(2), testing compensation may be determined using plan

year compensation.

(vi) Unadjusted accrual rate. "Unadjusted accrual rate" means the normal or most

valuable accrual rate, whichever is being determined for the employee under §l.401(a)(4)-
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3(d), expressed as a percentage of testing compensation, without imputing permitted disparity

under this section.

(5) EM S. The following example illustrates the application of this definition.

Example, (a) Employees M and N participate 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 under the annual method of §1.401(a)(4)-
3(d)(2). Employee M has an unadjusted normal accrual rate of 1.48 percent, testing
compensation of $21,000, and an employer-provided accrual of $311 (1.48 percent x
$21,000). Employee N has an unadjusted normal accrual rate of 1.7 percent, testing
compensation of $106,000, and an employer-provided accrual of $1,802 (1.7 percent x
$106,000). The covered compensation of both Employees M and N is $25,000, and social
security retirement age for both employees 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 testing compensation does not exceeds covered
compensation. Employee M's A rate is 2.96 percent (2 x 1.48 percent), and Employee M's B
rate is 2.23 percent (1.48 percent + 0.75 percent). 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 testing compensation exceeds covered compensation,
Employee N's C rate is 1.93 percent ($1,802/($ 106,000 minus (0.5 X $25,000))), and
Employee N's D rate is 1.88 percent (($1,802 + (0.75 percent X $25,000))/$106,000).
Thus Employee N's adjusted accrual rate is 1.88 percent, the lesser of the C rate and the D
rate.

(d) Rules of general application--(l) Eligible plans. The rules in this section may be

used only for those plans to which the permitted disparity rules of section 401(0 are

available. Therefore, these rules may generally not be used, for example, by an employer

(determined for purposes of the Federal Insurance Contributions Act or the Railroad

Retirement Tax Act) not subject to the tax under section 3 111 (a) or 3221. See

§1.401(/)-l(a)(3) for other arrangements to which section 401(0 is not available.

(2) Consistency. In general, if the rules of this section are applied to a plan,

permitted disparity must be imputed for all employees in the plan. However, permitted
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disparity need not be imputed for employees, including self-employed individuals within the

meaning of section 401(c)(l), not covered by the any of the taxes under section 3111(a),

section 3221, or section 1401, provided that permitted disparity is not imputed for any of

those employees. In addition, permitted disparity may not be imputed for an employee if

imputation would violate the overall permitted disparity rules of §1.401(0-5. See paragraph

(d)(3) of this section.

(3) Overall permitted disparity. The annual overall permitted disparity limits of

§l.40l(0-5(b) apply to the employer-provided contributions and benefits for an employee

under all plans taken into account under §1.401(/)-5(a)(3). Thus, if an employee who

benefits under the plan for the current plan year also benefits under a section 401(0 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. 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 imputed for that

employee under only one of the plans. See §l.401(/)-5(b)(9). Example 4.

(4) Relationship to other adjustments. Permitted disparity is imputed under this

section after taking into account the value of any includible disability benefits under







benefit under the plan. Whether a target benefit plan satisfies section 401(a)(4) with respect

to an equivalent amount of benefits is generally determined under paragraphs (b)(l) and

(b)(2) of this section. A target benefit plan is deemed to satisfy section 401(a)(4) with

respect to an equivalent amount of benefits, however, if each of the following requirements

is satisfied-

(A) Form of plan. The plan satisfies the uniformity requirements of §1.401(a)(4)-

2(b)(2) (regarding a plan's normal retirement age, allocation formula, and vesting and
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service-crediting rules), taking into account the relevant exceptions provided in §1.401(a)(4)-

2(b)(5).

(B) Stated benefit formula. Each employee's stated benefit is determined under a unit

credit fractional rule or flat benefit formula that would satisfy the requirements of

§1.401(a)(4)-3(b)(4) or (b)(5), respectively, and that would satisfy each of the uniformity

requirements in §1.40l(a)(4)-3(b)(2) (taking into account the relevant exceptions provided in

§1.40l(a)(4)-3(b)(8)), if the plan were a defined benefit plan with the same benefit formula.

In determining whether these requirements are satisfied, the stated benefit at normal

retirement age is assumed to accrue ratably over each employee's period of plan participation

through normal retirement age for which the employee was covered by the stated benefit

formula in accordance with §1.401(a)(4)-3(b)(4)(i)(B)or (b)(5)(i)(B). In addition, the rules

of §1.401(a)(4)-3(f) do not apply. An employee's stated benefit may not take into account

years in which the employee did not participate in the plan or in which the plan did not

satisfy this paragraph (b)(3). See §1.401(a)(4)-13(e)(l) for a special rule treating certain

plans as satisfying this paragraph (b)(3) in years prior to the effective date applicable to the

plan under §1.401(a)(4)-13(a) or (b).

(C) Employer contributions. Employer contnbutions with respect to each employee

are 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)are used exclusively to reduce employer

contributions.
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(D) Employee contributions. Employee contributions (if any) are not used to fund the

stated benefit.

(E) Permitted disparity. If permitted disparity is taken into account, the stated benefit

formula satisfies §1.401(/)-3. For this purpose, the 0.75-percent factor in the maximum

excess or offset allowance in §1.401(/)-3(b)(2)(i) or (b)(3)(i), respectively, as reduced in

accordance with §1.401(/)-3(d)(9) and (e), is further reduced by multiplying the factor by

0.80.

(ii) Fresh-start rules—(A) In general. A target benefit plan does not fail to satisfy this

paragraph (b)(3) merely because an employee's stated benefit includes benefits attributable to

plan years beginning before a fresh-start date that were determined under a benefit formula

that differs from the benefit formula used to determine stated benefits in plan years beginning

after the fresh-start date, provided the stated benefit formula satisfies §1.401(a)(4)-13(c) with

respect to benefits attributable to plan years beginning after the fresh-start date.

(B) Additional requirements for plans that did not satisfy safe harbor in prior years.

If a plan was not a target benefit plan or did not satisfy this paragraph (b)(3) in the

immediately preceding plan year, the stated benefit formula must satisfy §1.401(a)(4)-13(c)

by applying the formula in §1.401(a)(4)-13(c)(2) (formula without wear-away) with respect to

benefits attributable to the current and subsequent plan years. For this purpose, each

employee's frozen accrued stated benefit under such a plan for purposes of §1.401(a)(4)-

13(c)(2) must be treated as zero. Thus, an employee's stated benefit generally may not take

into account service prior to the current plan year if the plan did not satisfy this paragraph

(b)(3) in the preceding plan year. See §1.401(a)(4)-13(e)(l) for a special rule treating certain
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target benefit plans as satisfying this paragraph (b)(3) in years prior to the effective date

applicable to the plan under §1.401(a)(4)-13(a) or (b).

(iii) Benefits and contributions after normal retirement age. A target benefit plan may

limit increases in the stated benefit (and contributions to fund those increases) after normal

retirement age consistent with the requirements applicable to defined benefit plans under
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employee's accrued benefit or account balance that is attributable to rollover contributions

described in section 402(a)(5), 403(aJ(4), or 408(d)(3), or to elective transfers described in

§1.4Il(d)-4, Q&A-3(b), are not taken into account in determining whether the transferee

plan satisfies the nondiscriminatory amount requirement of §1.401(a)(4)-l(b)(2).

(2) Other transfers. [Rese^- -d]

(c) Vesting-H) In general. A plan does not satisfy the nondiscriminatory amount

requirement of 51.401(a)(4)-l(b)(2) if the manner in which employees vest in their accrued

benefits discriminates in favor of highly compensated employees. This determination is made

after taldng into account any relevant provisions of sections 401(a)(5)(E), 411(d)(l),

411(d)(2), and 411(e). For purposes of this paragraph (c), the manner in which employees

vest in their accrued benefits also is determined taldng into account any plan provision that
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directly effects the nonforfeitability of employees' accrued benefits (e.g., plan provisions

regarding suspension of benefits permitted under section 411(a)(3)(B)).

(2) Deemed equivalence of statutory vesting schedules. For purposes of this

paragraph (c), when two or more plans with different vesting schedules are permissively

aggregated under §1.410(b)-7(d), the minimum vesting rates required under the vesting

schedules in section 411(a)(2)(A) and (B) are treated as equivalent to one another, and the

minimum vesting rates required under the vesting schedules in section 416(b)(l)(A) and (B)

are treated as equivalent to one another. Thus, for example. Plan A, covering an employer's

nonhighly compensated employees and providing full vesting after completion of 5 years of

service, and Plan B, covering the same employer's highly compensated employees and

providing graded vesting according to the schedule in section 411(a)(2)(B), do not fail to

satisfy section 401(a)(4) when treated as a single plan merely because of this difference in

vesting schedules.

(d) Crediting service—(1) In general. A plan does not satisfy the nondiscriminatory

amount requirement of §1.401(a)(4)-l(b)(2) if the manner in which employees' service is

credited for any purpose under the plan discriminates in favor of highly compensated

employees.

(2) Absence from service-(» General rule. A plan does not fail to satisfy this

paragraph (d) merely because it credits service during a period of absence from service if the

service ("imputed service") satisfies the requirements specified in paragraph (d)(2)(ii) of this
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(ii) Requirements for crediting service during absence from service-(A1 Definition of

absence from service. For the period during which imputed service is credited to an

employee, the employee must be absent from service for a reason other than termination

from employment with the employer maintaining the plan. For this purpose, if an employee

continues to perform services for the employer during the period, the employee is not absent

from service.

(B) Uniformity. Any provision in the plan for crediting imputed service while an

employee is absent from service must be applied uniformly to all employees in the plan.

(C) Effective availability. For purposes of applying the effective availability

requirement of §1.401(a)(4)-4(c) to the right to imputed service credits under the plan, the

manner in which the employer grants absences from service that give rise to imputed service

is taken into account.

(D) Period of credited service. In the case of imputed service credited for a period

during which an employee is absent from service for any reason other than military duty or

jury duty, the maximum period for which imputed service may be credited is the shorter of 6

months or the duration of the absence. If an employee is absent from service for military

duty or jury duty, imputed service may be credited to the employee for up to the entire

period of the military duty or jury duty even if the period exceeds 6 months.

(E) Amount of imputed service. The amount of imputed service credited during a

period of absence from service is not greater than the service with which the employee would

reasonably have been expected to have been credited during the period if the employee had

continued to perform services.
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of service with respect to any 12-consecutive-month period, except for those cases in which

additional service is required to be credited under section 410 or 411, whichever is

applicable.
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51.401(aV4)-13 Effective dates and fresh-start rules.

(a) In general. Sections 1.401(a)(4)-l through 1.401(a)(4)-13 apply to plan years

beginning on or after January I, 1992. For plan years beginning before that date and on or

after the first day of the first plan year to which the amendments made to section 410(b) by

section 1112(a) of the Tax Reform Act of 1986 ("TRA '86") apply, a plan must be operated

in accordance with a reasonable, good faith interpretation of section 401(a)(4), taking into

-account pre-existing guidance and the amendments made by TRA '86 to related provisions of

the Code (including, for example, sections 401(0, 401(a)(17), and 410(b)). Whether a plan

is operated in accordance with a reasonable, good faith interpretation of section 401(a)(4)

will generally be determined on the basis of all relevant facts and circumstances, including

the extent 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 interpretation of section

401(a)(4) if it is operated in accordance with the terms of §§1.401(a)(4)-l through

1.401(a)(4)-13.

(b) Effective date for governmental plans. In the case of governmental plans

described in section 414(d), including section 401(a) plans and nonelective plans subject to

section 403(b)(12)(A)(i), section 401(a)(4) is considered satisfied for plan years beginning

before the later of January I, 1993, or 90 days after the opening of the first legislative

session beginning on or after January I, 1993, of the governing body with authority to

amend the plan, if that body does not meet continuously. For purposes of this paragraph (b),

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.

299

(c) Fresh-start rules for defined benefit plans-m Introduction-(i) In general- In

order to use the fresh start rules under §1.401(a)(4)-3(b)(8)(viii), l.401(a)(4)-3(d)(6)(vii)or

(viii), l.40l(a)(t)-8(b)(31(ii1(A), or 1.401(a)(4)-8(c)(3)(xi), a defined benefit plan (or the

stated ben'ifit formula under a target benefit pllP) must, for plan years after the fresh-start

date, t'efiirine ea'';h employee's accrued benefit under the plan under one of the formulas

provide in payasray1! (e)(2) through (c)<4) of this section. Paragraphs (e)(5) and (c)(6) of

this se» t^n iJlow cwiain changr-s in 4n timplo/eii's zccn ed benefit ftwe-i .zi of the fresh-

start dite (the employei's "frozer accrued benifit") for pu'po.sa.t i ( alplyi'lg 'he formulas

after ti.e frtst.-start rfatt, •See §1.40'(a)(4)-17 fcr the deiiniti-ms of "rnsh-st.lit >1aie" •vid

"frozer.."

(ii) Consistency. Unless otherwise provided, the same fresh-start formula must be

applied to sll enployec-i who liavi accrued benefit's os of ins tr-.s;i-sttrt ifat; and whc nave at

least one 1 our of service with th- employer in .» pl;>n vear \ysf,ianmg after that date. Thus,

for example, if two or more plan? are aggregated and treated as a single plap for piqoses of

sections 401Ca)(4) .-md 410(bj in the plan year ending on the fresh-slarl date ir any latsr year,

those p'ans ais a'.so treated as a single plan for purposes of this pwagi'aph (c). Thus-, if a

plan makes a fifss siart aad for » latel plan year is aggregated for purposes of section

401(a)(4) \/ith another p)an 'hat (lid "lot make the same fresh stiirt, die aggregated plan m.is*.

make a new fresh start ill order to use any of the fresh-start rnls.i re fr.ii.nced in paragraph

(c)(l)(i) cf this sftcriop for that later plan year or any subsequent plan year.

(iii) Multiple fresh starts. If a plan makes a new fresh start after having made an

earlier rresh start, each employos's accrued benefit, as determined u^der the original fresh-

300

start formula as of the new fresh-start date, must be frozen as of the new fresh-start date for

purposes of applying the new fresh-start formula.

(2) Formula without wear-awav. An employee's accrued benefit under the plan is

equal to the sum of-

(i) The employee's frozen accrued benefit, and

(ii) The employee's accrued benefit determined under the formula applicable to

benefit accruals in the current plan year as applied to years of service after the fresh-start

date.
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[4830-01]

DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Part 1

T.D. P^-f

RIN 1545-AI86

Permitted disparity with respect to benefits and contributions

AGENCY: Internal Revenue Service, Treasury.

ACTION: Final regulations.

SUMMARY: This document contains final regulations relating to the permitted disparity in

employer contributions to, and employer-derived benefits under, qualified plans. They

reflect changes to the applicable tax law made by the Tax Reform Act of 1986 and the

Technical and Miscellaneous Revenue Act of 1988. These regulations provide guidance

needed to comply with the law and affect sponsors of, and participants in, tax-qualified

retirement plans.

EFFECTIVE DATE: These regulations are effective for plan years beginning after

December 31, 1988, and applied to those plan years except as set forth in §1.401(0-6.

FOR FURTHER INFORMATION CONTACT: Patricia McDermott at 202-377-9372 (not a

toll-free number).

supplemented and modified by proposed regulations published in the Federal Register on

May 14, 1990 (55 FR 19947), and September 14, 1990 (55 FR 37888).

Written comments were received from the public on the proposed regulations. In

addition, public hearings on the proposed regulations were held June 29, 1989, and

September 26, 27, and 28, 1990. After consideration of all the written comments received

and the statements made at the hearings, the proposed regulations under section 401(/) are

adopted as modified by this Treasury Decision.

Explanation of Provisions:

Organization of Regulation

These final regulations have been generally modified to reflect final regulations under section

401(a)(4). They have also been reorganized in cenain respects 10 improve their readability.

Other changes in style and organization have been made in order to improve, clarify and

resolve areas that commentators noted as ambiguous.

1. Coordination with final section 4QKaV4) regulations

Regulations under section 401(0 were proposed prior to the issuance of proposed

regulations under section 401(a)(4). Because these final regulations have been developed in

conjunction with the final section 401(a)(4) regulations that are being issued simultaneously,

it has been possible to eliminate unnecessary duplication and provide for better coordination

SUPPLEMENTARY INFORMATION:

Background

Proposed regulations under section 401(0 were published in the Federal Register on

November 15, 1988 (53 FR 45917). The November 1988 proposed regulations were

of tha rules under the two sections. For example, some provisions contained in proposed

regulations under section 401(0 apply to plans generally under section 401(a)(4). To the

extent possible, these provisions have been moved to the regulations under section 401(a)(4),

while retaining a reference in the section 401(0 regulations.
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and replace it with a new safe harbor definition for compensation required to be reported

under sections 6041 and 6051. This safe harbor definition is intended to be a safe harbor for

Box 10 Compensation. Employers may assume that, as long as the instructions to the Form

W-2 concerning the amount to report in Box 10 remain the same as they are for the 1990 or

1991 Form W-2, the amount reported in Box 10 for any employee satisfies this safe harbor.

In addition, the final regulations permit employers to adjust the Box 10 compensation amount

by excluding moving expense reimbursements if it is reasonable to believe that a

corresponding deduction is allowable under section 217.

2. Residents of certain U.S. possessions.

Sections 931 and 933 provide that the gross income of residents of American Samoa,

Guam, the Northern Mariana Islands, or Puerto Rico does not include income derived from

sources within these specified possessions or Puerto Rico, respectively. The temporary

regulations under section 415(c)(3) provided that an item or amount is only compensation to

the extent that it is includible in gross income. The final regulations clarify that the

exclusions from gross income under sections 931 and 933 are disregarded for purposes of

6

determining whether income from any of the specified possessions or Puerto Rico is

compensation under section 415(c)(3). The final regulations also provide that similar

principles are to be applied in determining compensation of self-employed individuals who

are residents of specified possessions or Puerto Rico.

Compensation Under Section 414(s)

1. Definitions of compensation that satisfy section 414(s).

Under section 414(s)(3), the Secretary is granted authority to prescribe alternative

definitions of compensation by regulation. Section 1.414(s)-l(c)(3) of the temporary

regulations exercised that authority by prescribing a safe harbor alternative definition of

compensation that automatically satisfies section 414(s). Under the safe harbor alternative

definition, an employer may generally define compensation as including regular or base

salary or wages, plus commissions, tips, overtime and other premium pay, and bonuses, and

excluding all of the items specified in the regulation for this purpose (even if includible in

gross income). These specified exclusions are reimbursements or other expense allowances,

fringe benefits (whether cash or noncash), moving expenses, deferred compensation, and

welfare benefits.

This safe harbor definition is retained in the final regulations. The final regulations

also retain the rule permitting an employer to elect to modify a section 415(c)(3) definition or

the safe harbor alternative definition to include the amount of certain elective contributions,

section 457 deferred compensation, and section 414(h) employer pickup amounts, provided

that all these amounts are included.

7

Commentators asked that the safe harbor alternative definition be expanded to allow

additional items to be excluded from the compensation of highly compensated employees.

The final regulations amplify the temporary regulations by permitting an employer to modify

any of the safe harbor definitions to permit additional items or amounts of compensation to

be excluded on a uniform and consistent basis from the compensation of highly compensated

employees, but not from the compensation of any nonhighly compensated employees. This

modification is permitted to be made after the inclusion of elective contributions and deferred

compensation. Thus, for example, a definition of compensation under section 4l5(c)(3)

could be first modified to include all elective contributions, section 457 deferred

compensation, and employer pick-up amounts, but then be further modified to exclude

section 457 deferred compensation on a uniform consistent basis from the compensation of

highly compensated employees.

2. Reasonable definition of compensation.

In addition to the safe harbor alternative definition, the temporary regulations

provided that any other alternative definition of compensation would satisfy section 414(s) if

the definition was reasonable, did not by design favor highly compensated employees, and

satisfied a nondiscrimination requirement. This flexible approach was intended to

accommodate employers' legitimate business needs while retaining the basic statutory
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amount of compensation actually credited to the employee for the determination period under

the alternative definition and, thus, used as compensation within the meaning of section

414(s), exceeds the employee's total compensation for the period.

(0 Special rules--(l) Self-employed individuals--^) General rule. If an alternative

definition of compensation under paragraph (c)(3), (d), or (e) of this section is used to satisfy

an applicable provision, an equivalent alternative compensation amount must be determined

for any self-employed individual who is in the group of employees for whom paragraph (b)

of this section requires a single definition of compensation to be used. This equivalent

alternative compensation amount is determined by multiplying the self-employed individual's

total earned income (as defined in section 401(c)(2)) for the determination period by the

percentage of total compensation (as defined in paragraph (d)(3)(ii) of this section) included

under the alternative definition for the employer's nonhighly compensated common-law

employees as a group (determined in a manner consistent with the rules in paragraph

(d)(3)(iii) of this section and, if applicable, paragraph (e)(4)(ii) of this section). Thus, for

purposes of this determination, highly compensated common-law employees must be

disregarded. This equivalent alternative compensation amount will be treated as the self-

employed individual's compensation under the alternative definition of compensation for the

determination period.

(ii) Inclusion of elective contributions. If the alternative definition of compensation

includes any types of elective contributions described, in paragraph (c)(4) of this section, the

self-employed individual's earned income for this determination must be increased by the

amount of elective contributions made by the employer on behalf of the self-employed
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individual, and the definition of total compensation for this determination must include all the

types of elective contributions described in paragraph (c)(4) of this section made by the

employer on behalf of common-law employees (other than highly compensated employees).

(2) Leased employees. (Reserved]

(g) Definitions. The following definitions apply for purposes of this section:

(1) Applicable provision. "Applicable provision" means a provision that specifically

refers to section 414(s) or this section.

(2) Determination period. "Determination period" means a penod during which the

amount of compensation is measured for use in determining whether the requirements of an

applicable provision are satisfied. If no period is provided under the applicable provision for

measuring compensation, the determination period is the period for which the applicable

provision must be satisfied. The applicable provision may provide additional rules

concerning the determination period to be used for satisfying the nondiscrimmation

requirement in paragraph (d) of this section.

(3) Highly compensated employee. "Highly compensated employee" means an

employee who is a highly compensated employee as defined in section 414(q).

(4) Nonhighly compensated employee. "Nonhighly compensated employees" means

an employee who is not a highly compensated employee.

(5) Self-employed individual "Self-employed individual" means self-employed

individual as defined in section 401(c)(l).

(h) Additional rules. The Commissioner may in revenue rulings, notices, and other

guidance of general applicability provide additional rules for defining compensation within
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the meaning of section 414(s), including additional definitions of compensation that satisfy

section 414(s).

(1) Effective date-'d) General effective date. This §1.414(s)-l applies to years

beginning on or after January 1, 1987.
S^f^f^^^- ^ f /^ f /

(2) Optional use of prior regulations. For years beginning before [INSERT THE <•—

BKK

•REGISTER}., employers may, in defining compensation for purposes of section 414(s),

comply with the prior regulation provisions of §1.414(s)-lT. See §1.414(s)-lT as contained

in the CFR edition revised as of April 1, 1991.

Par. 3. Section 1.414(s)-lT is removed.































(b) The numerator of Employee A's old compensation fraction is $270,000 (the
average of Employee A's annual compensation for 1993, 1994, and 1995, as limited by the
respective annual limit for each of those years). The denominator of Employee A's old
compensation fraction determined in accordance with the modification in paragraph
(e)(4)(iii)(A)(2) of this section is $250,000 (the average of Employee A's high 3 consecutive
year's annual compensation as of December 31, 1988, determined without regard to section
401(a)(17)). Therefore, Employee A's old compensation fraction is $270,000/$250,000.
Employee A's adjusted section 401(a)(17) frozen accrued benefit adjusted through December
31, 1995, is $27,000 (($270,000 divided by $250,000) multiplied by $25,000). Therefore,
the accrued benefit using the formula without wear-away would also be $64,800 ($27,000
(Employee A's adjusted section 401(a)(17) accrued benefit) plus $37,800 ($270,000
multiplied by (2 percent multiplied by 7 years of service))).
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Example 6. (a) Assume the same facts as in Example 2 (example illustrating formula
without wear-away), except that as of December 31, 1991, Employer X amends Plan Y to
increase benefits to 3 percent of each employee's average annual compensation using the
average of the 5 consecutive calendar years out of the last 10 consecutive calendar years
during which the average of the employee's compensation is the highest. (After amendment,
Plan Y satisfies the requirements of §1.401(a)(4)-3(b)(3).) Employer X applies the fresh-
start rules in §1.401(a)(4)-13(c) using the formula in §1.401(a)(4)-13(c)(2) (formula without
wear-away) to all employees. Plan Y satisfies the requirements of §1.401(a)(4)-13(d)(2)
through (5) and the amendment increasing benefits also provides for the frozen accrued
benefit of each employee to be adjusted in accordance with §1.401(a)(4)-13(d)(6) using the
new compensation fraction in §1.401(a)(4)-13(d)(6)(i)(B). In applying the new compensation
formula, Plan Y provides that average annual compensation will be determined using the
plan's compensation formula. However, Plan Y provides that the adjusted accrued benefits
of section 401(a)(17) employees are to be determined using the bifurcated method in
paragraph (e)(4)(iii)(B) of this section. Employee A's calendar year compensation exceeds
the section 401(a)(17) limit for every year through 1992. Assume that the annual limit for
1992 is $245,000.

(b) Employee's A's frozen accrued benefit as of December 31, 1991, determined
under the fresh-start rules of §1.401(a)(4)-13(c)(2) (formula without wear-away) is $37,628
($25,000 plus $12,628 (($210,473 (the average of $200,000, $209,200, and $222,220)
multiplied by 2 percent) multiplied by 3 years)). Employee A's frozen accrued benefit
adjusted through December 31, 1992, determined in accordance with paragraph (e)(4)(iii)(B)
of this section is calculated as follows:

(1) Employee A's post-effective date frozen accrued benefit is $12,628 ((Employee
A's frozen accrued benefit as of December 31, 1991) ($37,628) minus (Employee A's section
401(a)(17) frozen accrued benefit ($25,000))).

(2) The numerator of Employee A's new compensation fraction is $215,284 (the
average of $200,000, $200,000, $209,200, $222,220, and $245,000). The denominator of
Employee A's new compensation fraction is $206,284 (the average of $200,000, $200,000,
$200,000, $209,200, and $222,220).

(3) Employee A's post-effective date frozen accrued benefit adjusted .through
December 31, 1992, is $13,179 (($215,284 divided by $206,284) multiplied by $12,628).

(4) Employee A's section 401(a)(17) frozen accrued benefit adjusted through
December 31, 1992, remains $25,000. The old compensation fraction determined in
accordance with the modification in paragraph (e)(4)(iii)(A) of this section is less than one
($225,473 (the average of $209,200, $222,220, and $245,000) divided by $250,000).

(5) Employee A's adjusted accrued benefit as of December 31, 1992, equals $38,179
(the sum of the amounts from paragraphs (b)(3) and (b)(4) of this Example).
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(f) Additional rules. The Commissioner may, in revenue rulings, notices, and other

guidance of general applicability, provide any additional rules that may be necessary or

appropriate concerning the annual limits on compensation under section 401(a)(17).

Approved:

Commissioner of Internal pe^epue
Fred T. Goldberg, Jr.

Kenneth W. Gideon August 30, 1991
Assistant Secretary of the Treasury

[4830-01]

DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Part 1

T.D. ^?<» 3>

RIN 1545-AK41

Minimum Coverage Requirements

AGENCY: Internal Revenue Service, Treasury.

ACTION: Final regulations.

SUMMARY: This document contains final regulations relating to the minimum coverage

requirements of section 410(b) of the Internal Revenue Code of 1986. They reflect changes

made by the Tax Reform Act of 1986 and the Technical and Miscellaneous Revenue Act of

1988. These regulations provide guidance necessary to comply with the law and affect















Paragraph 1. The authority for part 1 is amended by adding the following citation:

Authority: See. 7805, 68A Stat. 917; 26 U.S.C. 7805 * ""• §§1.410(b)-2 through

1.410(b)-10 also issued under 26 U.S.C.

410(b)(6). • • •

Par. 2. New section §1.410(b)-0 is added to read as follows:

51.410(b')-Q Table of Contents.

This section contains a listing of the headings of §§1.410(b)-l through 1.410(b)-10.

gl.410fb')-l Minimum coverage requirements (before 1989').
(a) In general.
(b) Coverage tests.

(1) Percentage rest.
(2) Classification lest.

(c) Exclusion of certain employees.
(1) Bargaining unit.
(2) Air pilots.
(3) Nonresident aliens.

(d) Special rules.
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(1) Highly compensated.
(2) Discrimination.
(3) Multiple plans.
(4) Profit-sharing plans.
(5) Certain classifications.
(6) Integration with Social Security Act.
(7) Different age and service requirements.

(i) Application.
(ii) General rule.

(8) Certain controlled groups.
(9) Transitional rule.

(e) Example.

i51.410(b)-2 Minimum coverage requirements (after 1988).
(a) In general.
(b) Requirements with respect to employees.

(1) In general.
(2) Ratio percentage test.

(i) In general.
(ii) Examples.

(3) Average benefit test.
(4) Certain tax credit employee stock ownership plans.
(5) Employers with no nonhighly compensated employees.
(6) Plans benefiting no highly compensated employees.
(7) Plans benefiting collectively bargained employees.

(c) Requirements with respect to former employees.
(1) Former employees tested separately.
(2) Testing former employees.

(i) In general.
(ii) Special rule.

(d) Nonelective contributions under section 403(b) plans.
(e) Certain governmental and church plans.
(f) Certain acquisitions or dispositions.
(g) Additional rules.

S1.410(b)-3 Employees and former employi
(a) Employees benefiting under a plan.

i who benefit under a plan.

(1) In general.
(2) Exceptions to allocation or accrual requirement.

(i) Section 401(k) and 401(m) plans.
(ii) Section 415 limits.
(iii) Certain plan limits.
(iv) Benefit offset arrangements.
(v) Post-normal retirement age adjustments.
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(3) Examples.
(b) Former employees benefiting under a plan.

(1) In general.
(2) Examples.

S1.410fb)-4 Nondiscriminatory classification test.
(a) In genera).
(b) Reasonable classification established by the employer.
(c) Nondiscriminatory classification.

(1) General rule.
(2) Safe harbor.
(3) Facts and circumstances.

(i) General rule.
(ii) Factual determination.

(4) Definitions.
(i) Safe harbor percentage.
(ii) Unsafe harbor percentage.
(iii) Nonhighly compensated employee concentration percentage.
(iv) Table.

(5) Examples.

S1.410(b)-5 Average benefit percentage test.
(a) General rule.
(b) Determination of average benefit percentage.
(c) Determination of actual benefit percentage.
(d) Determination of employee benefit percentages.

(1) Overview.
(2) Employee contributions and employee-provided benefits disregarded.
(3) Plans and plan years taken into account.

(i) Testing group.
(ii) Testing period.

(4) Contributions or benefits basis.
(5) Determination on a contributions basis.
(6) Determination on a benefits basis.
(7) Requirements for certain plans providing early retirement benefits.

(i) General rule.
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(4) Definitions—fi) Safe harbor .percentage. The safe harbor percentage of an

employer is 50 percent, reduced by 3/4 of a percentage point for each whole percentage

point by which the nonhighly compensated employee concentration percentage exceeds

60 percent. See paragraph (c)(4)(iv) for a table that illustrates the safe harbor percentage and

unsafe harbor percentage.

(ii) Unsafe harbor percentage. The unsafe harbor percentage of an employer is

40 percent, reduced by 3/4 of a percentage point for each whole percentage point by which

the nonhighly compensated employee concentration percentage exceeds 60 percent.

However, in no case is the unsafe harbor percentage less than 20 percent.

(iii) Nonhighly compensated employee concentration percentage. The nonhighly

compensated employee concentration percentage of an employer is the percentage of all the

employees of the employer who are nonhighly compensated employees. Employees who are

excludable employees for purposes of the average benefit test are not taken into account.

(iv) Table. The following table sets forth the safe harbor and unsafe harbor

percentages at each nonhighly compensated employee concentration percentage;

36

Nonhighly compensated employee
concentration percentage

0-60

61

62

63
64

65

66
67

68

69

70
71

72

73
74

75

76

77

78

79

Safe harbor
percentage

50.00

49 25

48.50

47.75

47.00

46.25

45.50
44.75

44.00

43.25

42.50
41.75

41.00

40.25

39.50

38.75

38.00

37.25

36.50

35.75

Unsafe harbor
percentage

40.00

39.25

38.50

3775
37.00

36.25

35.50

3475

34.00

33.25

32.50

31.75

31.00

30.25

2950

28.75
28.00

2725
26.50

25.75

Nonhighly compensated employee
concentration percentage

80

81

82

83

84

85

86

87

88

89

90

91

92

93

94

I 95

96

97

98

99

Safe harbor
percentage

35.00

34.25

33.50

32.75

32.00

31.25

30.50

29.75

29.00

28.25

27.50

26.75

26.00

25.25

24.50

23.75

23.00

22.25

21.50

20.75

Unsafe harbor
percentage J

25.00

24.25

23.50

22.75
22.00

21.25

20.50

20.00

20.00

20.00

20.00

20.00

20.00

20.00

20.00

20.00

20.00

20.00

20.00

2000
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(5) Examples. The following examples illustrate the rules in this paragraph (c).

Example I. Employer A has 200 nonexcludable employees, of whom 120 are
nonhighly compensated employees and 80 are highly compensated employees. Employer A
maintains a plan that benefits 60 nonhighly compensated employees and 72 highly
compensated employees. Thus, the plan's ratio percentage is 55.56 percent
([60/120] / [72/80] = 50%/90% = 0.5556), which is below the percentage necessary to
satisfy the ratio percentage test of §1.410(b)-2(b)(2). The employer's nonhighly compensated
employee concentration percentage is 60 percent (120/200); thus. Employer A's safe harbor
percentage is 50 percent and its unsafe harbor percentage is 40 percent. Because the plan's
ratio percentage is greater than the safe harbor percentage, the plan's classification satisfies
the safe harbor of paragraph (c)(2) of this section.

Example 2. The facts are the same as in Example 1. except that the plan benefits
only 40 nonhighly compensated employees. The plan's ratio percentage is thus 37.03 percent
([40/120] / [72/80] = 33.33%/90% = 0.3703). Under these facts, the plan's classification
is below the unsafe harbor percentage and is thus considered discriminatory.

Example 3. The facts are the same as in Example 1. except that the plan benefits 45
nonhighly compensated employees. The plan's ratio percentage is thus 41.67 percent
([45/120] / [72/80] = 37.50%/90% = 0.4167), above the unsafe harbor percentage (40
percent) and below the safe harbor percentage (50 percent). The Commissioner may
determine that the classification is nondiscnmmatory after considering all the relevant facts
and circumstances.

Example 4. Employer B has 10,000 nonexcludable employees, of whom 9,600 are
nonhighly compensated employees and 400 are highly compensated employees. Employer B
maintains a plan that benefits 600 nonhighly compensated employees and 100 highly
compensated employees. Thus, the plan's ratio percentage is 25.00 percent
([600/9,600] / [100/400] = 6.25%/25% = 0.2500), which is below the percentage necessary
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