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Rules and Regulations

Title 26—INTERNAL REVENUE

Chapter l—Internal Revenue Service,
Department of the Treasury

SUBCHAPTER A—INCOME TAX
[T. D. 6675]

PART 1—INCOME TAX; TAXABLE
YEARS BEGINNING AFTER DECEM-
BER 31, 1953

Qualified Pension, Profit-Sharing, and
Stock Bonus and Bond Purchase
Plans

On April 6, 1963, notice of proposed
rule making with respect to the amend-
ment of the Income Tax Regulations
(26 CFR Part 1) under sections 401
and 405 of the Internal Revenue Code
of 1954 (relating to qualified pen-
sion, profit-sharing, and stock bonus
plans, and qualified bond purchase
plans) to conform to sections 2 (in part)
and 5 of the Self-Employed Individuals
Tax Retirement Act of 1962 (76 Stat.
809, 826) was published in the FEDERAL
RecisTER (28 F.R. 3401). After consid-
eration of all such relevant matter as
was presented by interested persons re-
garding the rules proposed, the amend-
ment of the regulations as proposed is
hereby adopted, subject to the changes
set forth below:

ParagraPE 1. Paragraph (a)(3) of
§1.401-1, as set forth in paragraph 2
of the appendix to the notice of pro-
posed rule making, is changed by revis-
ing subdivision (iii).

Par. 2. Paragraph (e) (1), the portion
of (2)(iii) which precedes subdivision
{a) thereof, (4) (1), (), and (6) of
§1.401-4, as set forth in paragraph 4 of
the appendix to the notice of proposed
rule making, is changed.

Pagr. 3. Section 1.401-6, as set forth in
paragraph 5 of the appendix to the notice
of proposed rule making, is changed by
adding a new subdivision (iii) to para-
graph (a) (2), by revising paragraph (b)
:12 and (2), and by revising paragraph
e).

Par. 4. Section 1.401-7, as set forth in
paragraph 5 of the appendix to the
notice of proposed rule making, is
changed by deleting example (1) of para-
graph (b), by redesignating examples
(2) and (3) of paragraph (b) as ex-
amples (1) and (2), respectively, and
by revising paragraph (c).

PR, 5. Section 1.401-8, as set forth in
baragraph 5 of the appendix to the no-
tice of proposed rule making, is revised
E’g‘_)?g;mging paragraphs (b) (1) (iii) and

Par. 6. Section 1.401-9, as set forth in
Paragraph 5 of the appendix to the no-
lice of proposed rule making, is changed
b})’ revising subparagraphs (1) (i) and
(2) of paragraph (b) and by revising ex-
ample (2) of paragraph (¢).

1 Par. 7. Section 1.401-10, as set forth
I paragraph 5 of the appendix to the

notice of proposed rule making, is
changed by revising subparagraph (3)
(i) of paragraph (b).

Par. 8. Section 1.401-11, as set forth
in paragraph 5 of the appendix to the
notice of proposed rule making, is
changed by deleting paragraph (b)(2)
and redesignating paragraph (b) (3)
and (4) as (b) (2) and (3), respectively,
and by revising paragraph (e) (3), (4),
(5), (6), and (D).

PAR. 9. Section 1.401-12, as set forth
in paragraph 5 of the appendix to the
notice of proposed rule making, is
changed by revising so much of. para-
graph (e¢) (4) (ii) as follows subdivision
(b) thereof, subparagraph (1) of para-
graph (d), subparagraph (1)(i) of
paragraph (g), subparagraph (2) (i) of
paragraph (i), subparagraphs (1) and
(2) of paragraph (j), and subparagraph
(1) (1) of paragraph (m). .

Par. 10. Section 1.405-3, as set forth in
paragraph 6 of the appendix to the no-
tice of proposed rule making, is revised
by adding a sentence at the end of para-
graph (a)(1) and by changing para-
graph (b) (3), (4), and (5).

(Sec. 7805 of the Internal Revenue Code of
1054 (B68A Stat. 917; 26 U.S.C. 7805) )

[SEAL] ORTIMER M. ;
Commissio al Revenue.

Approved: September 10, 1963.

STANLEY S. SURREY,
Assistant Secretary of the
Treasury.

In order to conform the Income Tax
Regulations (26 CFR Part 1) to sections
2 (in part) and 5 of the Self-Employed
Individuals Tax Retirement Act of 1962
(76 Stat. 809, 826), such regulations are
amended as follows:

ParacrAPH 1. Section 1.401 is amended
by revising paragraph (5) of section
401(a), by adding paragraphs (7), (8),
(9), and (10) to section 401(a), by re-
designating subsection (¢) of section
401 as subsection (h), by inserting after
subsection (b) of section 401 new sub-
sections (e), (d), (e), (f), and (g), and
by adding a historical note. These
amended and added provisions read as
follows:

§ 1,401 Statutory provisions; qualified
pension, profit-sharing, and stock
bonus plans.

Sec. 401. Qualified pension, profit-sharing,
and stock bonus plans—(a) Requirements
Jor qualification. * * *

(5) A classification shall not be consldered
discriminatory within the meaning of para-
graph (3)(B) or (4) merely because it ex-
cludes employees the whole of whose
remuneration constitutes “wages’ under sec-
tion 8121(a) (1) (relating to the Federal In-
surance Contributions Act) or merely
because it is limited to salaried or clerical em-
ployees. Neither shall a plan be considered
discriminatory within the meaning of such
provisions merely because the contributions
or benefits of or on behalf of the employees
under the plan bear a uniform relationship
to the total compensation, or the basic or

regular rate of compensation, of such em-
ployees, or merely because the contributions
or benefits based on that part of an em-
ployee’'s remuneration which is excluded
from ‘wages"” by section 8121(a) (1) differ
from the contributions or benefits based on
employee's remuneration not so excluded,
or differ'because of any retirement benefits
created under State or Federal law. For pur-
poses of this paragraph and paragraph (10),
the total compensation of an individual who
is an employee within the meaning of sub-
sectlon (c)(1) means such Iindividual's
earned income (as defined in subsection (¢)
(2)), and the basic or regular rate of com-
pensation of such an individual shall be de-
termined, under regulations prescribed by
the Secretary or his delegate, with respect
to that portion of his earned income which
bears the same ratio to his earned Income as
the basic or regular compensation of the em-
ployees under the plan bears to the total
eompensation of such employees.

- L] * b4 .

(7) A trust shall not constitute a qualified
trust under this section unless the plan of
which such trust is a part provides that, upon
its termination or upon complete discon-
tinuance of contributions under the plan,
the rights of all employees to benefits ac-
crued to the date of such termination or dis-
continuance, to the extent then funded, or
the amounts credited to the employees' ac-
counts are nonforfeitable. This paragraph
shall not apply to benefits or contributions
which, under provisions of the plan adopted
pursuant to regulations prescribed by the
Secretary or his delegate to preclude the dis-
crimination prohibited by paragraph (4),
may not be used for designated employees in
the event of early termination of the plan,

(8) A trust forming part of a pension plan
shall not constitute a qualified trust under
this section unless the plan provides that
forfeitures must not be applied to increase
the benefits any employee would otherwise
receive under the plan.

(9) In the case of a plan which provides
contributions or benefits for employees some
or all of whom are employees' within the
meaning of subsection (¢) (1), a trust form-
ing part of such plan shall not constitute a
qualified trust under this section unless,
under the plan, the entire interest of each
employee—

(A) Either will be distributed to him not
later than his taxable year in which he at-
tains the age of 701, years, or, in the case of
an employee other than an owner-employee
(as defined in subsection (¢)(3)), in which
he retires, whichever is the later, or

(B) Will be distributed, commencing not
later than such taxable year, (i) in accord-
ance with regulations prescribed by the Sec-
retary or his delegate, over the life of such
employee or over the lives of such employee
and his spouse, or (il) in accordance with
such regulations, over a period not extending
beyond the life expectancy of such employee
or the life expectancy of such employee and
his spouse.

A trust shall not be disqualified under this
paragraph by reason of distributions under
a designation, prior to the date of the enact-
ment of this paragraph, by any employee
under the plan of which such trust is a part,
of a method of distribution which does not
meet the terms of the preceding sentence.

(10) In the case of a plan which provides
contributions or benefits for employees some
or all of whom are owner-employees (as de-
fined in subsection (¢) (3) ) —
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(A) Paragraph (8) and the first and sec-
ond sentences of paragraph (5) shall not
apply, but—

(1) Such plan shall not be considered dis-
criminatory within the meaning of para-
graph (4) merely because the contributions
or benefits of or on behalf of employees
under the plan bear a uniform relationship
to the total compensation, or the basic or
regular rate of compensation, of such em-
ployees, and

(1) Such plan shall not be consldered dis-
criminatory within the meaning of para-
graph (4) solely because under the plan
contributions described in subsection (e)
(3) (A) which are in excess of the amounts
which may be deducted under section 404
(determined without regard to section 404
(&) (10)) for the taxable year may be made
on behalf of any owner-employee; and

{B) A trust forming a part of such plan
shall constitute a qualified trust under this
section only if the requirements in subsec-
tion (d) are also met.

- - - - *

(c) Definitions and rules relating to self-
employed individuals and owner-employees.
For purposes of this section—

(1) Employee. The term “employee” in-
cludes, for any taxable year, an individual
who has earned income (as defined in para-
graph (2)) for the taxable year. To the
extent provided in regulations prescribed by
the Secretary or his delegate, such term also
includes, for any taxable year—

(A) An individual who would be an em-
ployee within the meaning of the preceding
sentence but for the fact that the trade or
business carried on by such individual did
not have net profits for the taxable year, and

(B) An individual who has been an em-
ployee within the meaning of the preceding
sentence for any prior taxable year.

(2) Earned income—(A) In general. The
term “earned income"” means the net earn-
ings from self-employment (as defined in
sections 1402(a)) to the extent that such
net earnings constitute earned income (as
defined in section 911(b) but determined
with the application of subparagraph (B)),
but such net earnings shall be determined—

(1) Without regard to paragraphs (4) and
(5) of section 1402(c),

(ii) In the case of any individual who is
treated as an employee, under sections 38121
(d) (3) (A), (C), or (D), without regard to
paragraph (2) of section 1402(¢), and

(1i1) Without regard to items which are
not included in gross income for purposes of
this chapter, and the deductlons properly
allocable to or chargeable against such
items.

For purposes of this subparagraph, sections
911(b) and 1402, as in effect for a taxable year
ending on December 31, 1862, and subpara-
graph (B), as in effect for a taxable year
beginning on January 1, 1963, shall be
treated as having been in effect for all tax-
able years ending before such date.

(B) Earned income when both personal
services and capital are material income-
producing factors. In applying section 911
(b) for purposes of subparagraph (A), in
the case of an individual who is an employee
within the meaning of paragraph (1) and
who is engaged in a trade or business in
which both personal services and capital are
material income-producing factors and with
respect to which the individual actually
renders personal services on a full-time, or
substantially full-time, basis, so much of his
share of the net profits of such trade or
business as does not exceed $2,500 shall be
considered as earned income. In the case
of any such individual who is engaged in
more than one trade or business with respect
to which he actually renders substantial per-
sonal services, if with respect to all such
trades or businesses he actually renders per-
sonal services on a full-time, or substantially

RULES AND REGULATIONS

full-time, basis, there shall be consldered
as earned income with respect to the trades
or businesses in which both personal services
and capital are material income-producing
factors—

(i) So much of his share of the net profits
of such trades or businesses as does not ex-
ceed $2,600, reduced by

(ii) His share of the net profits of any
trade or business in which only personal
services is a material income-producing
factor.

The preceding sentences shall not be con-
strued to reduce the share of net profits of
any trade or business which under the sec-
ond sentence of section 911(b) would be
considered as earned income of any such
individual,

(3) Owner-employee. The term “owner-
employee” means an employee who—

(A) Owns the entire interest in an unin-
corporated trade or business, or

(B) In the case of a partnership, is a
partner who owns more than 10 percent of
either the capital interest or the profits in-
terest in such partnership.

To the extent provided in regulations pre-
scribed by the Secretary or his delegate, such
term also means an individual who has been
an owner-employee within the meaning of
the preceding sentence.

(4) Employer. An individual who owns
the entire interest in an unincorporated
trade or business shall be treated as his own
employer. A partnership shall be treated as
the employer of each partner who is an em-
ployee within the meaning of paragraph (1).

(6) Contributions on behalf of owner-em-
ployees. The term *contribution on behalf
of an owner-employee” includes, except as
the context otherwise requires, a contribu-
tion under a plan—

(A) By the employer for an owner-em-
ployee, and -

(B) By an owner-employee as an em-
ployee.

(d) Additional requirements for qualifi-
cation of trusts and plans benefiting owner-
employeees. A trust forming part of a pen-
sion or profit-sharing plan which provides
contributions or benefits for employees some
or all of whom are owner-employees shall
constitute a qualified trust under this sec-
tion only if, in addition to meeting the re-
quirements of subsection (a), the following
requirements of this subsection are met by
the trust and by the plan of which such
trust is a part:

(1) In the case of a trust which is created
on or after the date of the enactment of
this subsection, or which was created before
such date but is not exempt from tax under
section 501(a) as an organization described
in subsection (a) on the day before such
date, the trustee is a bank, but a person
(Including the employer) other than a bank
may be granted, under the trust instrument,
the power to control the investment of the
trust funds either by directing investments
(including reinvestments, disposals, and ex-
changes) or by disapproving proposed in-
vestments (including reinvestments, dis-
posals, and exchanges). This paragraph
shall not apply to & trust created or
organized outside the United States before
the date of the enactment of this subsection
if, under section 402(c), it is treated as
exempt from tax under section 501(a) on
the day before such date; or, to the extent
provided under regulations prescribed by the
Secretary or his delegate, to a trust which
uses annuity, endowment, or life insurance
contracts of a life insurance company ex-
clusively to fund the benefits prescribed by
the trust, if the life Insurance company
supplies annually such information about
trust transactions affecting owner-employees
as the Secretary or his delegate shall by
forms or regulations prescribe. For purposes
of this paragraph, the term “bank” means a

bank as defined in section 581, a corporation
which under the laws of the State of (is
incorporation is subject to supervision ang
examination by the comissioner of banking
or other office of such State in charge of the
administration of the banking laws of such
State, and, In the case of a trust created
or organized outside the United States, n
bank or trust company, wherever incorpo-
rated, exercising fiduclary powers and suh-
Ject to supervision and examination by gov-
ernmental authority. .

(2) Under the plan—

(A) The employees’ rights to or derived
from the contributions under the plan are
non-forfeitable at the time the contribu-
tions are paid to or under the plan; and

(B) In the case of a profit-sharing plan,
there is a definite formula for determining
the contributions to be made by the employer
on behalf of employees (other than owner-
employees).

Subparagraph (A) shall not apply #o con-
tributions which, under provisions of the
plan adopted pursuant to regulations pre-
scribed by the Secretary or his delegate to
preclude the discrimination prohibited by
subsection (a) (4), may not be used to pro-
vide benefits for designated employees in
the event of early termination of the plan,

(3) The plan benefits each employee hav-
ing a period of employment of 3 years or
more. For purposes of the preceding sen-
tence, the term “employee” does not include
any employee whose customary employment
is for not more than 20 hours In any one
week or is for not more than 5 months In
any calendar year,

(4) Under the plan—

(A) Contributions or benefits are not pro-
vided for any owner-employee unless such
owner-employee has consented to being in-
cluded under the plan; and

(B) No benefits may be pald to any
owner-employee, except in the case of his
becoming disabled (within the meaning of
section 213(g) (3) ), prior to his attaining the
age of 5914 years.

(5) The plan does not permit—

(A) Contributions to be made by the em-
ployer on behalf of any owner-employee In
excess of the amounts which may be de-
ducted under section 404 (determined with-
out regard to section 404(a)(10)) for the
taxable year;

(B) In the case of a plan which provides
contributions or benefits only for owner-
employees, contributions to be made on be-
half of any owner-employee in excess of the
amounts which may be deducted under sec-
tion 404 (determined without regard to sec-
tion 404(a) (10)) for the taxable year; and

(C) If a distribution under the plan Is
made to any employee and If any portion
of such distribution is an amount described
in section 72(m) (5) (A) (1), contributions to
be made on behalf of such employee for the
5 taxable years succeeding the taxable year
In which such distribution is made.

Subparagraphs (A) and (B) shall not apply
to any contribution which is not considered
to be an excess contribution (as defined in
subsection (e) (1)) by reason of the applici-
tion of subsection (e) (3).

(8) Except as provided in this paragraph
the plan meets the requirements of subsec-
tion (a)(4) without taking into account for
any purpose contributions or benefits under
chapter 2 (relating to tax on self-employ-
ment income), chapter 21 (relating to Fed-
eral Insurance Contributions Act), title II
of the Social Security Act, as amended, OF
any other Federal or State law. If—

(A) Of the contributions deductible under
section 404 (determined without regard t0
section 404(a)(10)), not more than one
third is deductible by reason of contributions
by the employer on hehalf of owner-employ=
ees, and
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(B) Taxes paid by the owner-employees
under chapter 2 (relating to tax on self-
employment income), and the taxes which
would be payable under such chapter 2 by
the owner-employees but for paragraphs (4)
and (5) of section 1402(c¢), are taken into
account as contributions by the employer on
behalf of such owner-employees,

then taxes paid under section 8111 (relating
to tax on employers) with respect to an em-
ployee may, for purposes of subsection
(a) (4), be taken into account as contribu-
tions by the employer for such employee
under the plan.

(7) Under the plan, if an owner-employee
dies before his entire interest has been dis-
tributed to him, or if distribution has been
commenced in accordance with subsection
(8) (8) (B) to his surviving spouse and such
surviving spouse dies before his entire in-
terest has been distributed to such surviving
spouse, his entire interest (or the remaining
part of such interest if distribution thereof
has commenced) will, within 5 years after
his death (or the death of his surviving
spouse), be distributed, or applied to the
purchase of an immediate annuity for his
beneficlary or beneficlaries (or the bene-
ficlary or Dbeneficlaries of his surviving
spouse) which will be payable for the life
of such benefictary or beneficiaries (or for
a term certain not extending beyond the
life expectancy of such beneficiary or bene-
ficiaries) and which will be immed!ately dis-
tributed to such beneficlary or beneficiaries.
The preceding sentence shall not apply if
distribution of the interest of an owner-
employee has commenced and such distribu-
tion is for a term certain over a period per-
mitted under subsection (a)(9)(B) (if).

(8) Under the plan—

(A) Any contribution which is an excess
contribution, together with the income at-
tributable to such excess contribution, is
(unless subsection (e) (2) (E) applies) to be
repaid to the owner-employee on whose be-
half such excess contribution is made;

(B) If for any taxable year the plan does
not, by reason of subsection (e) (2) (A), meet
(for purposes of section 404) the require-
ments of this subsection with respect to an
owner-employee, the income for the taxable
year attributable to the interest of such
owner-employee under the plan is to be
paid to such owner-employee; and

(C) The entire interest of an owner-em-
ployee is to be repaid to him when required
by the provisions of subsection (e) (2) (E).

(9) (A) If the plan provides contributions
or benefits for an owner-employee who con-
frols, or for two or more oWwner-employees
who together control, the trade or business
with respect to which the plan is established,
and who also control as an owner-employee
Oor as owner-employees one or more other
trades or businesses, such plan and the plans
established with respect to such other trades
or businesses, when coalesced, constitute a
single plan which meets the requirements of
Subsection (a) (including paragraph (10)
thereof) and of this subsection with respect
to the employees of all such trades or busi-
Nesses (including the trade or business with
respect to which the plan intended to qualify
under this section is established).

(B) For purposes of subparagraph (A), an
Owner-employee, or two or more owner-
employees, shall be considered to control a
irade or business if such owner-employee, or
such two or more owner-employees together—

(1) Own the entire interest In an unin-
corporatéd trade or business, or

(i) In the case of a partnership, own more
than 50 percent of either the capital interest
or the profits interest in such partnership.

For purposes of the preceding sentence, an
Owner-employee, or two or more owner-
¢mployees, shall be treated as owning any
Interest in a partnership which is owned,
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directly or indirectly, by a partnership which
such owner-employee, or such two or more
owner-employees, are considered to control
within the meaning of the preceding
sentence.

(10) The plan does not provide contribu-
tions or benefits for any owner-employee who
controls (within the meaning of paragraph
(9)(B)), or for two or more owner-
employees who together control, as an owner-
employee or as owner-employees, any other
trade or business, unless the employees of
each trade or business which such owner-
employee or such owner-employees control
are included under a plan which meets the
requirements of subsection (a) (including
paragraph (10) thereof) and of this sub-
section, and provides contributions and
benefits for employees which are not less
favorable than contributions and benefits
provided for owner-employees under the
plan,

(11) Under the plan, contributions on be-
half of any owner-employee may be made
only with respect to the earned income of
such owner-employee which is derived from
the trade or business with respect to which
such plan is established.

(e) Ezcess contributions on Dbehalf of
owner-employees—(1) Ezcess contridbution
defined. For purposes of this section, the
term “‘excess contribution” means, except as
provided in paragraph (3)—

(A) If, in the taxable year, contributions
are made under the plan only on behalf of
owner-employees, the amount of any contri-
bution made on behalf of any owner-
employee which (without regard to this
subsection) is not deductible under section
404 (determined without regard to section
404(a) (10)) for the taxable year; or

(B) If, in the taxable year, contributions
are made under the plan on behalf of em-
ployees other than owner-employees—

(1) The amount of any contribution made
by the employer on behalf of any owner-
employee which (without regard to this sub-~
section) is not deductible under section 404
(determined without regard to section 404
(a) (10)) for the taxable year;

(ii) The amount of any contribution made
by any owner-employee (as an employee) at
a rate which exceeds the rate of contribu-
tions permitted to be made by employees
other than owner-employees;

(iil) The amount of any contribution
made by any owner-employee (as an em-
ployee) which exceeds the lesser of $2,500 or
10 percent of the earned income for such
taxable year derived by such owner-employee
from the trade or business with respect to
which the plan is established; and

(iv) In the case of any individual on whose
behalf contributions are made under more
than one plan as an owner-employee, the
amount of any contribution made by such
owner-employee (as an employee) under all
such plans which exceeds $2,500; and

(C) The amount of any contribution made
on behalf of an owner-employee in any tax-
able year for which, under paragraph (2)
(A) or (E), the plan does not (for purposes
of section 404) meet the requirements of
subsection (d) with respect to such owner-
employee.

For purposes of this subsection, the amount
of any contribution which is allocable (de-
termined in accordance with regulations
prescribed by the Secretary or his delegate)
to the purchase of life, accident, health, or
other insurance shall not be taken Into
account.

(2) Effect of excess contribution—(A)
In general. If an excess contribution (other
than an excess contribution to which sub-
paragraph (E) applies) is made on behalf
of an owner-employee in any taxable year,
the plan with respect to which such excess
contribution is made shall, except as pro-
vided in subparagraphs (C) and (D), be
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considered, for purposes of section 404, as
not meeting the requirements of subsection
(d) with respect to such owner-employee
for the taxable year and for all succeeding
taxable years.

(B) Inclusion of amounts in gross income
of owner-employees. For any taxable year
for which any plan does not meet the re-
quirements of subsection (d) with respect
to an owner-employee by reason of subpara-
graph (A), the gross income of such owner-
employee shall, for purposes of this chapter,
include the amount of net Income for such
taxable year attributable to the interest of
such owner-employee under such plan.

(C) Repayment within prescribed period.
Subparagraph (A) shall not apply to an ex-
cess contribution with respect to any tax-
able year, if, on or before the close of the
6-month period beginning on the day on
which the Secretary or his delegate sends
notice (by certified or registered mail) to
the person to whom such excess contribu-
tion was paid of the amount of such excess
contribution, the amount of such excess con-
tribution, and the net income attributable
thereto, is repaid to the owner-employee on
whose behalf such excess contribution was
made. If the excess contribution is an ex-
cess contribution as defined in paragraph
(1) (A) or (B)(1), or is an excess contri-
bution as defined in paragraph (1) (C) with
respect to which a deduction has been
claimed under section 404, the notice re-
quired by the preceding sentence shall not
be mailed prior to the time that the amount
of the tax under this chapter of such owner-
employee for the taxable year in which such
excess contribution was made has been
finally determined.

(D) Repayment after preseribed period.
If an excess contribution, together with the
net income attributable thereto, is not re-
paid within the 6-month period referred
to in subparagraph (C), subparagraph (A)
shall not apply to an excess contribution
with respect to any taxable year beginning
with the taxable year in which the person to
whom such excess contribution was paid re-
pays the amount of such excess contribu-
tion to the owner-employee on whose behalf
such excess contribution was made, and
pays to such owner-employee the amount
of net income attributable to the interest
of such owner-employee which, under sub-
paragraph (B), has been included in the gross
income of such owner-employee for any prior

taxable year.
(E) Special rule if excess contribution
was willfully d If an contri-

bution made on behalf of an owner-em-
ployee is determined to have been willfully
made, then—

(1) Subparagraphs (A), (B), (C), and
(D) shall not apply with respect to such ex-
cess contribution;

(i1) There shall be distributed to the
owner-employee on whose behalf such ex-
cess contribution was wilifully made his
entire interest in all plans with respect to
which he is an owner-employee; and

(1ii) No plan shall, for purposes of sec-
tion 404, be considered as meeting the re-
quirements of subsection (d) with respect to
such owner-employee for the taxable year
in which it is determined that such excess
contribution was willfully made and for the
5 taxable years following such taxable year.

(F) Statute of limitations. In any case
in which subparagraph (A) applies, the
period for assessing any deficiericy arising
by reason of—

(1) The disallowance of any deduction
under section 404 on account of a plan not
meeting the requirements of subsection (d)
with respect to the owner-employee on
whose behalf an excess contribution was
made, or

(ii) The inclusion, under subparagraph
(B), in gross Income of such owner-em-
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ployee of income attributable to the inter-
est of such owner-employee under a plan,

for the taxable year In which such excess
contribution was made or for any succeed-
ing taxable year shall nof expire prior to
one year after the close of the 6-month
period referred to in subparagraph (C).

(3) Contridbutions for premiums on an-
nuity, etc., contracts, A contribution by
the employer on behalf of an owner-employee
shall not be considered to be an excess con-
tribution within the meaning of paragraph

1), tt—

: (A) Under the plan such contribution is
required to be applied (directly or through
a trustee) to pay premiums or other con-
sideration for one or more annulty, endow-
ment, or life insurance contracts on the
life of such owner-employee issued under the

lan,
s (B) The amount of such contribution ex-
ceeds the amount deductible under section
404 (determined without regard to section
404(n) (10)) with respect to contributions
made by the employer on behalf of such
owner-employee under the plan, and

(C) The amount of such contribution
does not exceed the average of the amounts
which were deductible under section 404
(determined without regard to section 404
(a) (10)) with respect to contributions made
by the employer on behalf of such owner-
employee under the plan (or which would
have been deductible under such section
if such section had been in effect) for the
first 8 taxable years (1) preceding the year
in which the last such annuity, endowment,
or life insurance contract was issued under
the plan and (ii) in which such owner-
employee derived earned income from the
trade or business with respect to which the
plan is established, or for so many of such
taxable years as such owner-employee was
engaged in such trade or business and de-
rived earned income therefrom.

In the case of any individual on whose be-
half contributions described In subpara-
graph (A) are made under more than one
plan as an owner-employee during any tax-
able year, the preceding sentence shall not
apply if the amount of such contributions
under all such plans for such taxable year
exceeds $2,5600. Any contribution which is
not considered to be an excess contribution
by reason of the application of this para-
graph shall, for purposes of subparagraphs
(B) (ii), (iii), and (iv) of paragraph (1),
be taken into account as a contribution made
by such owner-employee as an employee to
the extent that the amount of such con-
tribution is not deductible under section
404 (determined without regard to section
404(a) (10)) for the taxable year, but only
for the purpose of applying such subpara-
graphs to other contributions made by such
owner-employee as an employee.

(f) Certain custodial accounts—(1) Treat-
ment as qualified trust. For purposes of
this title, a custodial account shall be
treated as a qualified trust under this sec-
tion, if—

(A) Such custodial account would, ex-
cept for the fact that it is not a trust, con-
stitute a qualified trust under this section;

(B) The custodian is a bank (as defined
in subsection (d)(1));

(C) The investment of the funds in such

account (including all earnings) is to be,

made—

(1) Solely In regulated investment com-
pany stock with respect to which an em-
ployee is the beneficial owner, or

(ii) Solely in annuity, endowment, or
life insurance contracts issued by an
insurance company;

(D) The shareholder of record of any such
stock described in subparagraph (C)(i) is
the custodian or its nominee; and

(E) The contracts described in subpara-
graph (C)(i1) are held by the custodian
until distributed under the plan.

RULES AND REGULATIONS

For purposes of this title, in the case of
a custodial account treated as a qualified
trust under this section by reason of the
preceding sentence, the custodian of such
account shall be treated as the trustee
thereof. '

(2) Definition. For purposes of para-
graph (1), the term ‘“regulated investment
company” means a domestic corporation
which—

(A) Is a regulated investment company
within the meaning of section 851(a), and

(B) Issues only redeemable stock.

(g8) Annuity defined. For purposes of
this section and sections 402, 403, and 404,
the term “annuity" includes a face-amount
certificate, as defined In section 2(a)(15)
of the Investment Company Act of 1940 (15
U.S.C, sec. 80a-2); but does not include any
contract or certificate issued after Decem-
ber 31, 1962, which is transferable, if any
person other than the trustee of a trust
described in section 401(a) which is exempt
from tax under section 501(a) is the owner
of such contract or certificate.

(h) Cross reference. For exemption from
tax of a trust qualified under this section,
see section 501(a).

[Sec. 401 as amended by sec. 2, Self-Em-
ployed Indlviduals Tax Retirement Act 1962
(76 Stat. 809) |

Par. 2. Section 1.401-1 is amended by
reyvising paragraph (a)(1), by revising
subdivisions (iii), (v), and (vi) of para-
graph (a)(3), by adding new subdi-
visions (vii), (viii), and (ix) to para-
graph (a)(3), by adding a new sub-
paragraph (4) to paragraph (a), and by
revising paragraph (b) (1) (i) and (2).
These amended and added provisions
read as follows:

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

(a) Introduction. (1) Sections 401
through 405 relate to pension, profit-
sharing, stock bonus, and annuity plans,
compensation paid under a deferred-
payment plan, and bond purchase plans.
Section 401(a) prescribes the require-
ments which must be met for qualifica-
tion of a trust forming part of a pension,
profit-sharing, or stock bonus plan.

. * - * .

(3) ¥ =8

(iii) It must be formed or availed of
for the purpose of distributing to the em-
ployees or their beneficiaries the corpus
and income of the fund accumulated by
the trust in accordance with the plan,
and, in the case of a plan which covers
(as defined in paragraph (a)(2) .of
§1.401-10) any self-employed individ-
ual, the time and method of such distri-
bution must satisfy the requirements of
section 401(a) (9) with respect to each
employee covered by the plan (see para-
graph (e) of § 1.401-11);

KR - - . . -

(v) It must be part of a plan which
benefits prescribed percentages of the
employees, or which benefits such em-
ployees as qualify under a classification
set up by the employer and found by
the Commissioner not to be discrimina-
tory in favor of certain specified classes
of employees (see § 1.401-3 and, in addi-
tion, see § 1.401-12 for special rules as
to plans covering owner-employees) ;

(vi) It must be part of a plan under
which contributions or benefits do not

discriminate in favor of certain speci-
fied classes of employees (see § 1.401-4):
(vii) It must be part of a plan which

provides the nonforfeitable rights
described in section 401(a)(7) (see
§ 1.401-6) ;

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

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

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

(b) General rules. (1) (i) A pension
plan within the meaning of section
401(a) is a plan established and main-
tained by an employer primarily to pro-
vide systematically for the payment of
definitely deferminable benefits to his
employees over a period of years, usually
for life, after retirement. Retirement
benefits generally are measured by, and
based on, such factors as years of serv-
ice and compensation received by the
employees. The determination of the
amount of retirement benefits and the
contributions to provide such benefits
are not dependent upon profits. Benefits
are not definitely determinable if funds
arising from forfeitures on termination
of service, or other reason, may bhe
used to provide increased benefits for
the remaining participants (see § 1.401-7,
relating _to the treatment of forfeitures
under a qualified pension plan). A plan
designed to provide benefits for em-
ployees or their beneficiaries to be paid
upon retirement or over a period of
years after retirement will, for the pur-
poses of section 401(a), be considered a
pension plan if the employer contribu-
tions under the plan can be determined
actuarially on the basis of definitely de-
terminable benefits, or, as in the case of
money purchase pension plans, such con-
tributions are fixed without being geared
to profits. A pension plan may provide
for the payment of a pension due to dis-
ability and may also provide for the pay-
ment of incidental death benefils
through insurance or otherwise. How-
ever, except as provided in section 401(h)
and the regulations thereunder, a pen-
sion plan may not provide for the pay-
ment of benefits not customarily included
in such a plan such as layoff benefits or
benefits for sickness, accident, hospitali-
zation, or medical expenses.

* K * * .

(2) The term “plan” implies a perma-
nent as distinguished from a temporary
program. Thus, although the emplover
may reserve the right to change or termi-
nate the plan, and to discontinue con-
tributions thereunder, the abandonment
of the plan for any reason other than
business necessity within a few years
after it has taken effect will be evidence
that the plan from its inception was l_l‘?t
a bona fide program for the exclusive
benefit of employees in general. Espe-
cially will this be true if, for examplt*:
a pension plan is abandoned soon after
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pensions have been fully funded for per-
sons in favor of whom discrimination
is prohibited under section 401(a). The
permanency of the plan will be indicated
by all of the surrounding facts and cir-
cumstances, including the likelihood of
the employer’s ability to continue con-
tributions as provided under the plan.
In the case of a profit-sharing plan, other
than a profit-sharing plan which covers
employees and owner-employees (see sec-
tion 401(d) (2) (B)), it is not necessary
that the employer contribute every year
or that he contribute the same amount
or contribute in accordance with the
same ratio every year. However, merely
making a single or occasional contribu-
tion out of profits for employees does
not establish a plan of profit-sharing.
To be a profit-sharing plan, there must
be recurring and substantial contribu-
tions out of profits for the employees.
In the event a plan is abandoned, the
employer should promptly notify the dis-
trict director, stating the circumstances
which led to the discontinuance of the
plan,

Par. 3. Section 1.401-3 is amended by
revising paragraph (a) and by adding
a new subparagraph (5) to paragraph
(e). These amended and added pro-
visions read as follows:

§ 1.401-3 Requirements as to coverage.

(a) (1) In order to insure that stock
bonus, pension, and profit-sharing plans
are utilized for the welfare of employees
in general, and to prevent the trust de-
vice from being used for the principal
benefit of shareholders, officers, persons
whose principal duties consist in super-
vising the work of other employees, or
highly paid employees, or as a means
of tax avoidance, a trust will not be qual-
ified unless it is part of a plan which
satisfies -the coverage requirements of
section 401(a) (3). However, if the plan
covers any individual who is an owner-
employee, as defined in section 401(c)
(3), the requirements of section 401(a)
(3) and this section are not applicable
to such plan, but the plan must satisfy
the requirements of section 401(d) (see
§1.401-12). N

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

(3) The application of section 401(a)
(3) (A) may be illustrated by the fol-
lowing example: g

Ezample. A corporation adopts a plan at
4 time when it has 1,000 employees. The
plan provides that all full-time employees
Who have been employed for a period of two
years and have reached the age of 30 shall
be eligible to participate. The plan also re-
quires participating employees to contrib-
ute 3 percent of their monthly pay. At
the time the plan is made effective 100 of the
1,000 employees had not been employed for
& period of two years. Fifty of the em-
Dloyees were seasonal employees whose cus-
tomary employment did not exceed five
months in any calendar year. Twenty-five
of the employees were part-time employees
Whose customary employment did not ex-
¢eed 20 hours in any one week. One hun-
dred and fifty of the full-time employees
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who had been employed for two years or
more had not yet reached age 30. The
requirements of section 401(a)(3)(A) will
be met if 540 employees are covered by the
plan; as shown by the following computa~-
tion:

(1) Total employees with respect to
whom the percentage require-
ments are applicable (1,000
minus 175 (100 plus 50 plus

BB) ) s e e e i e 825
(i) Employees not eligible to par-

.ticipate because of age require-

TOEREE o e o S o et it o 150
(iil) Total employees eligible to

Pariictpate L 675
(iv) Percentage of employees in item

(1) eligible to participate ... 814+ %
(v) Minimum number of partici-

pating employees to qualify

the plan (80 percent of 675) .. 540

If only 70 percent, or 578, of the 825 em-
ployees satisfied the age and service require-
ments, then 462 (80 percent of 578)
participating employees would satisfy the
percentage requirements.

> £l L * *

1) e % M.

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

PAR. 4. Section 1.401-4 is amended by
revising paragraph (a) (1)dii) and
(2) (i) and paragraph (¢) thereof.
These amended provisions read as
follows:

§ 1.401-4 Discrimination as 1o contri-
butions or benefits.

(@) (DT e

(iii) Funds in a stock bonus or profit-
sharing plan arising from forfeitures on
termination of service, or other reason,
must not be allocated to the remaining
participants in such a manner as will
effect the prohibited discrimination.
With respect to forfeitures in a pension
plan, see § 1.401-17.

(2) (i) Section 401(a)(5) sets out
certain provisions which will not in and
of themselves be discriminatory within
the meaning of section 401(a) (3) or
(4). See §1.401-3. Thus, a plan will
not be considered discriminatory merely
because the contributions or benefits
bear a uniform relationship to total
compensation or to the basic or regular
rate of compensation, or merely because
the contributions or benefits based on
that part of the annual compensation of
employees which is subject to the Fed-
eral Insurance Contributions Act (chap-
ter 21 of the Code) differ from the con-
tributions or benefits based on any
excess of such annual compensation over
such part. With regard to the applica-
tion of the rules of section 401(a)(5) in
the case of a plan which benefits a self-
employed individual, see paragraph (c)
of § 1.401-11.

L * * - *

(¢) (1) Although a qualified plan may
provide for termination at will by the
employer or discontinuance of contribu-
tions thereunder, this will not of itself
prevent a trust from being a qualified
trust. However, a qualified pension plan
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must expressly incorporate provisions
which comply with the restrictions con-
tained in subparagraph (2) of this para-
graph at the time the plan is established,
unless (i) it is reasonably certain at the
inception of the plan that such restric-
tions would not affect the amount of con-
tributions which may be used for the

* benefit of any employee, or (ii) the Com-

missioner determines that such pro-
visions are not necessary to prevent the
prohibited discrimination that may oc+
cur in the event of any early termination
of the plan. Although these provisions
are the only provisions required to be
incorporated in the plan to prevent the
disecrimination that may arise because of
an early termination of the plan, the
plan may in operation result in the dis-
crimination prohibited by section 401(a)
(4), unless other provisions are later
incorporated in the plan.

(2) (i) If employer contributions un-
der a qualified pension plan may be used
for the benefit of an employee who is
among the 25 highest paid employees of
the employer at the time the plan is
established and whose anticipated an-
nual pension under the plan exceeds
$1,500, such plan must provide that upon
the occurrence of the conditions de-
seribed in subdivision (ii) of this sub-
paragraph, the employer contributions
which are used for the benefit of any
such employee are restricted in accord-
ance with subdivision (iil) of this sub-
paragraph.

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

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

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

(¢) The benefits of an employee de-
scribed in subdivision (i) of this sub-
paragraph become payable after the
plan has been in effect for 10 years, and
the full current costs of the plan for the
first 10 years have not been funded.

In the case of an employee deseribed in
(b) of this subdivision, the restrictions
will remain applicable until the plan has
been in effect for 10 years, but if at that
time the full current costs have been
funded the restrictions will no longer
apply to the benefits payable to such an
employee. In the case of an employee
deseribed in (b) or (¢) of this subdivi-
sion, if at the end of the first 10 years
the full current costs are not met, the
restrictions will continue to apply until
the full current costs are funded for the
first time.

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

(a) The date of the termination of
the plan,
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(b) In the case of an employee de-
scribed in subdivision (i) (b) of this
subparagraph, the date the benefit of
the employee becomes payable, if before
the date of the termination of the plan,
or

(c) In the case of an employee de-
sceribed in subdivision i) (¢) of this
subparagraph, the date of the failure to
meet the full current costs of the plan.

However, if the full current costs of the
plan have not been met on the date de-
seribed in (@) or (b) of this subdivision,
whichever is applicable, then the date of
the failure to meet such full current
costs shall be substituted for the date
referred to in (a) or (b) of this sub-
division. For purposes of determining
the contributions which may be used for
the benefit of an employee when (b) of
this subdivision applies, the number of
years taken into account may be re-
computed for each year if the full current
costs of the plan are met for such year.

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

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

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

(@) The term “benefits” includes any
periodic income, any withdrawal values
payable to a living employee, and the
cost of any death benefits which may be
payable after retirement on behalf of
an employee, but does not include the
cost of any death benefits with respect
to an employee before retirement nor the
amount of any death benefits actually
payable after the death of an employee
whether such death occurs before or
after retirement,

(b) The term “full current costs”
means the normal cost, as defined in
§ 1.404(a) -6, for all years since the effec-
tive date of the plan, plus interest on
any unfunded liability during such
period,

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

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

(4) The restrictions contained in sub-
paragraph (2) of this paragraph may be
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exceeded for the purpose of making cur-
rent retirement income benefit payments
to retired employees who would other-
wise be subject to such restrictions, if—

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

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

(ili) Such supplemental payments are
made at any time only if the full current
costs of the plan have then been met,
or the aggregate of such supplemental
payments for all such employees does not
exceed the aggregate employer contribu-
tions already made under the plan in the
year then current,

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

(5) If a plan has been changed so as
to increase substantially the extent of
possible discrimination as to contribu-
tions and as to benefits actually payable
in event of the subsequent termination
of the plan or the subsequent discon-
tinuance of contributions thereunder,
then the provisions of this paragraph
shall be applied to the plan as so changed
as if it were a new plan established on
the date of such change. However, the
provision in subparagraph (2)(iii) of
this paragraph that the unrestricted
amount of employer contributions on be-
half of any employee is at least $20,000
is applicable to the aggregate amount
contributed by the employer on behalf
of such employee from the date of es-
tablishment of the original plan, and, for
purposes of determining if the employee’s
anticipated annual pension  exceeds
$1,500, both the employer contributions
on the employee’s behalf prior to the
date of the change in the plan and those
expected to be made on his behalf sub-
sequent to the date of the change (based
on the employee’s rate of compensation
on the date of the change) are to be
taken into account.

(6) This paragraph shall apply to
taxable years of a qualified plan com-
mencing after September 30, 1963. In
the case of an early termination of a
qualified pension plan during any such
taxable year, the employer contributions
which may be used for the benefit of any
employee must conform to the require-
ments of this paragraph. However, any
pension plan which is qualified on Sep-
tember 30, 1963, will not be disqualified
merely because it does not expressly in-

clude the provisions preseribed in thig
paragraph.

PaR. 5. There are inserted immediately
after §1.401-5, the following new sec-
tions:

§ 1.401-6 Termination of a qualified
plan.,

(a) General rules. (1) In order for a
pension, profit-sharing, or stock bonus
trust to satisfy the requirements of sec-
tion 401, the plan of which such trust
forms a part must expressly provide that,
upon the termination of the plan or upon
the complete discontinuance of contri-
butions under the plan, the rights of
each employee to benefits accrued to the
date of such termination or discontin-
uance, to the extent then funded, or the
rights of each employee to the amounts
credited to his account at such time, are
nonforfeitable. As to what constitutes
nonforfeitable rights of an employee, sce
paragraph (a) (2) of § 1.402(b)-1.

(2) (1) A qualified plan must also pro-
vide for the allocation of any previously
unallocated funds to the employees cov-
ered by the plan upon the termination
of the plan or the complete discontin-
uance of contributions under the plan.
Such provision may be incorporated in
the plan at its inception or by an amend-
ment made prior to the termination of
the plan or the discontinuance of con-
tributions thereunder.

(ii) Any provision for the allocation
of unallocated funds is acceptable if it
specifies the method to be used and does
not confliet with the provisions of section
401(a) (4) and the regulations there-
under, The. allocation of unallocated
funds may be in cash or in the form of
other benefits provided under the plan.
However, the allocation of the funds con-
tributed by the employer among the em-
ployees need not necessarily benefit all
the employees covered by the plan. For
example, an allocation may be satisfac-
tory if priority is given to benefits for
employees over the age of 50 at the time
of the termination of the plan, or those
who then have at least 10 years of serv-
ice, if there is no possibility of discrimi-
nation in favor of employees who are
officers, shareholders, employees whose
principal duties consist in supervising
the work of other employees, or highly
compensated employees.

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

(b) Termination defined. (1) Whether
a plan is terminated is generally a ques-
tion to be determined with regard to all
the facts and circumstances in a par-
ticular case. For example, & plan is
terminated when, in conneetion with the
winding up of the employer's trade Or
business, the employer begins to dis-
charge his employees. However, a plan
is not terminated, for example, merely
because an employer consolidates or re-
places that plan with a comparable plan.
Similarly, a plan is not terminated mere-
ly because the employer sells or otherwise
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disposes of his trade or business if the
acquiring employer continues the plan
as a separate and distinet plan of its
own, or consolidates or replaces that
plan with a comparable plan. See para-
graph (d) (4) of § 1.381(e) (11)-1 for the
definition of comparable plan. In addi-
tion, the Commissioner may determine
that other plans are comparable for
purposes of this section.

(2) For purposes of this section, the
term “termination” includes both a par-
tial termination and a complete termina-
tion of a plan. Whether or not a partial
termination of a qualified plan occurs
when a group of employees who have been
covered by the plan are subsequently ex-
cluded from such coverage either by
reason of an amendment to the plan,
or by reason of being discharged by
the employer, will be determined on
the basis of all the facts and circum-
stances, Similarly, whether or not a
partial termination occurs when benefits
or employer contributions are reduced, or
the eligibility or vesting requirements
under the plan are made less liberal, will
be determined on the basis of all the facts
and circumstances. However, if a par-
tial termination of a qualified plan oc-
curs, the provisions of section 401(a) (7)
and this section apply only to the part
of the plan that is terminated.

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

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

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

(ii) The unfunded past service cost at
any time (which includes the unfunded
prior normal cost and unfunded interest
on any unfunded cost) does not exceed
the unfunded past service cost as of the
date of establishment of the plan, plus
any additional past service or supple-
mental costs added by amendment.

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

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

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

§ 1.401-7 Forfeitures under a qualified
pension plan.

(a) General rules. In the case of a
trust forming a part of a qualified pen-
sion plan, the plan must expressly pro-
vide that forfeitures arising from sever-
ance of employment, death, or for any
other reason, must not be applied to in-
crease the benefits any employee would
otherwise receive under the plan at any
time prior to the termination of the
plan or the complete discontinuance of
employer contributions thereunder. The
amounts so forfeited must be used as
soon as possible to reduce the employer’'s
contributions under the plan. However,
a qualified pension plan may anticipate
the effect of forfeitures in determining
the costs under the plan. Furthermore,
a qualified plan will not be disqualified
merely because a determination of the
amount of forfeitures under the plan is
made only once during each taxable year
of the employer.

(b) Examples. The rules of para-
graph (a) of this section may be illus-
trated by the following examples:

Ezample (1). The B Company Pension
Trust forms a part of a pension plan which
is funded by Individual level annual pre-
mium annuity contracts. The plan requires
ten years of service prior to obtaining a
vested right to benefits under the plan,
One of the company’s employees resigns his
position after two years of service. The in-
surance company paid to the trustees the
cash surrender value of the contract—8$750,
The B Company must reduce its next contri-
bution to the pension trust by this amount.

Ezxample (2). The C Corporation’s trus-
teed pension plan has been in existence for
20 years. It is funded by Individual con-
tracts issued by an Insurance company, and
the premiums thereunder are pald annually.
Under such plan, the annual premium ac-
crued for the year 1966 is due and is paid
on January 2, 1866, and on July 1 of the
same year the plan is terminated due to the
liquidation of the employer. Some for-
feitures were incurred and collected by the
trustee with respect to those participants
whose employment terminated between Jan-
uary 2 and July 1. The plan provides that
the amount of such forfeitures is to be ap-
plied to provide additional annuity benefits
for the remaining employees covered by the
plan. The pension plan of the C Corpora-
tion satisfies the provisions of seetion 401
(a)(8). Although forfeitures are used to
increase benefits in this case, this use of
forfeitures is permissible since no further
contributions will be made under the plan.

(e) Effective date. This section ap-

plies to taxable years of a qualified plan
commencing after September 30, 1963.
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However, a plan which is qualified on
September 30, 1963, will not be disquali-
fled merely because it does not expressly
include the provisions preseribed by this
section.

§ 1.401-8 Custodial accounts.

(a) Treatment of a custodial account
as a qualified trust. For taxable years
of & plan beginning after December 31,
1962, a custodial account may be used,
in lieu of a trust, under any pension,
profit-sharing, or stock bonus plan, de-
sceribed in section 401 if the requirements
of paragraph (b) of this section are met.
A custodial account may be used under
such a plan, whether the plan covers
common-law employees, self-employed
individuals who are treated as employees
by reason of section 401(¢), or both. The
use of a custodial account as part of a
plan does not preclude the use of a trust
or another custodial account as part of
the same plan. A plan under which a
custodial account is used may be con-
sidered in connection with other plans
of the employer in determining whether
the requirements of section 401 are sat-
isfied.

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

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

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

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

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

(b) Solely in annuity, endowment, or
life insurance contracts, issued by an
insurance company and held by the cus-
todian until distributed pursuant to the
terms of the plan. For purposes of the
preceding sentence, a face-amount cer-
tificate described in section 401(g) and
§ 1.401-9 is treated as an annuity issued
by an insurance company.

Sée subparagraphs (3) and (4) of this
paragraph.

(2) As a result of the requirement de-
seribed in subparagraph (1) (1) of this
paragraph (relating to the requirements
applicable to qualified trusts), the cus-
todial account must, for example, be
created pursuant to a written agreement
which constitutes a valid contract under
local law. In addition, the terms of the
contract must make it impossible, prior
to the satisfaction of all liabilities with
respect to the employees and their bene-
ficiaries covered by the plan, for any
part of the funds of the custodial ac-
count to be used for, or diverted to, pur-
poses other than for the exclusive bene-
fit of the employees or their beneficiaries

e sk
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as provided for in the plan (see para-
graph (a) of § 1.401-2).

(3) The requirement described in sub-
paragraph (1) (iii) of this paragraph, re-
lating to the investment of the funds of
the plan, applies, for example, *to the
employer contributions under the plan,
any employee contributions under the
plan, and any earnings on such contri-
butions. Such requirement also applies
to capital gains realized upon the sale
of stock described in (a) of such sub-
division, to any capital gain dividends
received in connection with such stock,
and to any refunds described in section
852(b) (3) (D) (ii) (relating to undistrib-
uted capital gains of a regulated invest-
ment company) which is received in con-
nection with such stock. However, since
such requirement relates only to the
investment of the funds of the plan, the
custodian may deposit funds with a bank,
in either a checking or savings account,
while accumulating sufficient funds to
make additional investments or while
awaiting an appropriate time to make
additional investments.

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

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

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

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

(e) Definitions. For purposes of this
section—

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

(2) The term “regulated investment
company” means any domestic corpora-
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tion which issues only redeemable stock
and is a regulated investment company
within the meaning of section 851(a)
(but without regard to whether such
corporation meets the limitations of sec-
tion 851(b)).

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

(a) Face-amount certificates treated
as annuily conitracts. Section 401(g)
provides that a face-amount certificate
(as defined in section 2(a) (15) of the
Investment Company Act of 1940 (15
U.8.C. sec. 80a-2)) which is not trans-
ferable within the meaning of para-
graph (b)(3) of this section shall be
treated as an annuity contract for pur-
poses of sections 401 through 404 for any
taxable year of a plan subject to such
sections beginning after December 31,
1962. Accordingly, there may be estab-
lished for any such taxable year a
qualified plan under which such face-
amount certificates are purchased for
the participating employees without the
creation of a trust or custodial account.
However, for such a plan to qualify, the
plan must satisfy all the requirements
applicable to a qualified annuity plan
(see section 403(a) and the regulations
thereunder) .

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

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

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

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

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

(¢) Examples. The rules of this sec-
tion may be illustrated by the following
examples:

Ezample (1). The P Employees' An-
nuity Plan is a nontrusteed plan which I8
funded by individual annuity contracts
issued by the Y Insurance Company. Each
annuity contract issued by such company
after December 31, 1962, provides, on its face,
that it is “Nor TRANSFERABLE”. The terms
of each such contract further provide that,
“This contract may not be sold, assigned,
discounted, or pledged as collateral for &
loan or as security for the performance of
an obligation or for any other purpose, 0
any person other than this company.” The
annuity contracts of the P Employees’ An-
nuity Plan satisfy the requirements of sec-
tion 401(g) and this section.

Example (2). The R Company Pension
Trust forms a part of a pension plan which
is funded by individual level premium an-
nulty contracts. Such contracts are pur-
chased by the trustee of the R Company
Pension Trust from the Y Insurance Com-
pany. The trustee of the R Company Pen-
sion Trust is the legal owner of each such
contract at all times prior to the distribu-
tion of such contract to a qualifying annui-
tant. The trustee purchases such a contract
on January 3, 1963, in the name of an
employee who qualifies on that date for
coverage under the plan. At the time such
contract is purchased, and while the con-
tract is held by the trustee of the R Com-
pany Pension Trust, the contract does not
contain any restrictions with respect to its
transferability. The annuity contract pur-
chased by the trustee of the R Company
Pension Trust satisfles the requirements of
section 401(g) and this section while it is
held by the trustee.

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

Erample (4). The corpus of the Y
corporation’s Employees’ Pension Plan con-
sists of Individual insurance contracts in
the names of the covered employees and an
auxiliary fund which is used to convert
such policles to annuity contracts at the
time a beneficiary of such trust retires.
F retires on June 15, 1963, and the trustee
converts the individual insurance contract
on s life to a life annuity which is dis-
tributed to him. The life annuity issued
on F's life must be nontransferable in order
to satisfy the requirements of section 401(g)
and this section,

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

(a) In general. (1) Certain self-
employed individuals may be covered by
a qualified pension, annuity, or profit-
sharing plan for taxable years beginning
after December 31, 1962. This section
containg definitions relating to plans
covering self-employed individuals. The
provisions of §§ 1.401-1 through 1.401-9,
relating to requirements which are ap-
plicable to all qualified plans, are also
generally applicable to any plan cover-
ing a self-employed individual. How-
ever, in addition to such requirements,
any plan covering a self-employed indi-
vidual is subject to the rules contained
in §§ 1.401-11 through 1.401-13. Section
1.401-11 contains general rules which
are applicable to any plan covering a
seli-employed individual who is an em-
ployee within the meaning of paragraph
(b) of this section. Section 1.401-12
contains special rules which are appli-
cable to plans covering self-employed in-
dividuals when one or more of such in-
dividuals is an owner-employee within
the meaning of paragraph (d) of this
section. Section 1.401-13 contains rules
relating to excess contributions by, or
for, an owner-employee. The provisions
of this section and of §§ 1.401-11 through
1401-13 are applicable to taxable years
beginning after December 31, 1962,

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

(b) Treatment of a self-employed in-
dividual as an employee. (1) For pur-
poses of section 401, a self-employed in-
dividual who receives earned income
from an employer during a taxable year
of such employer beginning after De-
cember 31, 1962, shall be considered an
employee of such employer for such tax-
able year. Moreover, such an individual
will be considered an employee for a
taxable year if he would otherwise be
treated as an employee but for the fact
that the employer did not have net
brofits for that taxable year. Accord-
ingly, the employer may cover such an
individual under a qualified plan during
vears of the plan beginning with or
within a taxable year of the employer
beginning after December 31, 1962.

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

(3) (i) The term “employee”, for pur-
poses of section 401, does not include a
self-employed individual when the term
“common-law” employee is used or when
the context otherwise requires that the
term “employee” does not include a self-
employed individual. The term “com-
mon-law” employee also includes an
individual who is treated as an employee
for purposes of section 401 by reason of
the provisions of section 7701(a) (20),
relating to the treatment of certain full-
time life insurance salesmen as em-
ployees. Furthermore, an individual
who is a common-law employee is not a
self-employed individual with respect to
income attributable to such employ-
ment, even though such income consti-
tutes net earnings from self-employment
as defined in section 1402(a). Thus, for
example, a minister who is a common-
law employee is not a self-employed
individual with respect to income attrib-
utable to such employment, even though
such income constitutes net earnings
from self-employment as defined in sec-
tion 1402(a).

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

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

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

(2) Net earnings from self-employ-
ment. (i) The computation of the net
earnings from self-employment shall be
made in accordance with the provisions
of section 1402(a) and the regulations
thereunder, with the modifications and
exceptions described in subdivisions (ii)
through (iv) of this subparagraph.
Thus, an individual may have net earn-
ings from self-employment, as defined in
section 1402(a), even though such in-
dividual does not have self-employment
income, as defined in section 1402(b),
and, therefore, is not subject to the tax
on self-employment income imposed by
section 1401.

(ii) Items which are not included in
gross income for purposes of chapter 1
of the Code and the deductions properly
attributable to such items must be ex-
cluded from the computation of net earn-
ings from self-employment even though
the provisions of section 1402(a) specifi-
cally require the inclusion of such items.
For example, if an individual is a resi-
dent of Puerto Rico, so much of his net
earnings from self-employment as are
excluded from gross income under sec-
tion 933 must not be taken into account
in computing his net earnings from self-
employment which are earned income
for purposes of section 401.

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

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

(3) Compensation for personal serv-
ices actually rendered. (i) For purposes
of section 401, the term “earned income”
includes only that portion of an indi-
vidual’s net earnings from self-employ-
ment which constitutes earned income as
defined in section 911(b) and the regu-
lations thereunder. Thus, such term
includes only professional fees and other
amounts received as compensation for
personal services actually rendered by
the individual. There is excluded from
“earned income” the amount of any
item of income, and any deduction prop-
erly attributable to such item, if such
amount is not received as compensation
for personal services actually rendered.
Therefore, an individual who renders no
personal services has no “earned income”
even though such an individual may have
net earnings from self-employment from
a trade or business.

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

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

(i) If a self-employed individual ren-
ders substantial personal services to more
than one trade or business, and if with
respect to all such trades or businesses
such self-employed individual actually
renders personal services on a full-time,
or substantially full-time, basis, then the
earned income of the self-employed in-
dividual from trades or businesses for
which he renders substantial personal
services and in which both personal serv-
ices and capital are material income-
producing factors is considered to be not
less than—

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

(b) Such individual’s share of the net
profits of any trade or business in which
only personal services is a material in-
come-producing factor.

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

(iii) If the provisions of subdivision
(ii) of this subparagraph apply in de-
termining the earned income of a self-
employed individual, and such individ-
ual is engaged in two or more trades or
businesses in which capital and personal
services are material income-producing
factors, then the total amount treated
as the earned income shall be allocated
to each such trade or business for which
he performs substantial personal services
in the same proportion as his share of
net profits from each such trade or busi-
ness bears to his share of the total net
profits from all such trades or businesses.
Thus, in such case, the amount of earned
income attributable to any such trade or
business is computed by multiplying the
total earned income as determined under
subdivision (ii) of this subparagraph by
the individual’s net profits from such
trade or business and dividing that prod-
uct by the individual's total net profits
from all such trades or businesses.

(iv) For purposes of this subparagraph,
the determination of whether an in-
dividual renders personal services on a
full-time, or substantially full-time,
basis is to be made with regard to the ag-
gregate of the trades and businesses with
respect to which the employee renders
substantial personal services as a com-
mon-law employee or as a self-employed
individual. However, for all other pur-
poses in applying the rules of this sub-
paragraph, a trade or business with re-
spect to which an individual is a common-
law employee shall be disregarded.

(d) Definition of owner-employee.
For purposes of section 401 and the regu-
lations thereunder, the term “owner-
employee” means a proprietor of a pro-
prietorship, or, in the case of a partner-
ship, a partner who owns either more
than 10 percent of the capital interest,
or more than 10 percent of the profits
interest, of the partnership, Thus, an
individual who owns only 2 percent of the
profits inferest but 11 percent of the
capital interest of a partnership is an
owner-employee. A partner’sinterest in
the profits and the capital of the part-
nership shall be determined by the part-
nership agreement. In the absence of
any provision regarding the sharing of
profits, the interest in profits of the
partners will be determined in the same
manner as their distributive shares of
partnership taxable income. However,
a guaranteed payment (as described in
section 707(c)) is not considered a dis-
tributive share of partnership income for
such purpose. See section 704(b), re-
lating to the determination of the dis-
tributive share by the income or loss
ratio, and the regulations thereunder.

In the absence of a provision in the part-
nership agreement, a partner’s capital
interest in a partnership shall be deter-
mined on the basis of his interest in the
assets of the partnership which would
be distributable to such partner upon
his withdrawal from the partnership, or
upon liquidation of the partnership,
whichever is the greater.

(e) Definition of employer. (1) For
purposes of section 401, a sole proprietor
is considered to be his own employer,
and the partnership is considered to be
the employer of each of the partners.
Thus, an individual partner is not an
employer who may establish a qualified
plan with respect to his services to the
partnership.

(2) Regardless of the provision of lo-
cal law, a partnership is deemed, for
purposes of section 401, to be continuing
until such time as it is terminated within
the meaning of section 708, relating to
the continuation of a partnership.

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

(a) Introduction. This section pro-
vides certain rules which supplement,
and modify, the rules of §§1.401-1
through 1.401-9 in the case of a qualified
pension, annuity, or profit-sharing plan
which covers a self-employed individual
who is an employee within the meaning
of section 401(¢) (1). The provisions of
this section apply to taxable years be-
ginning after December 31, 1962.

(b) General rules. (1) If the amount
of employer contributions for common-
law employees covered under a qualified
plan is related to the earned income (as
defined in section 401(¢) (2)) of a self-
employed individual, or group of self-
employed individuals, such a plan is a
profit-sharing plan (as described in
paragraph (b) (1) (ii) of § 1.401-1) since
earned income is dependent upon the
profits of the trade or business with re-
spect to which the plan is established.
Thus, for example, a plan, which provides
that the employer will contribute 10 per-
cent of the earned income of a self-
employed individual but no more t_hxm
$2,500, and that the employer contribu-
tion on behalf of common-law employees
shall be the same percentage of their
salaries as the contribution on behalf
of the self-employed individual bears to
his earned income, is a proﬂt-sharm';'
plan, since the amount of the employer’s
contribution for common-law employees
covered under the plan is related to mc
earned income of a self-employed indi-
vidual and thereby to the profits of the
trade or business. On the other hand,
for example, a plan which defines the
compensation of any self-employed in_dx-
vidual as his earned income and which
provides that the employer will con-
tribute 10 percent of the compensation
of each employee covered under the D!ﬂn
is a pension plan since the contribution
on behalf of common-law employees 15
fixed without regard to whether the self-
employed individual has earned income
or the amount thereof. ;

(2) The Self-Employed Individuals
Tax Retirement Act of 1962 (76 Stal.
809) permits self-employed individuals
to be treated as employees and therefore
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included in qualified plans, but it is clear
that such law requires such self-em-
ployed individuals to provide benefits for
their employees on a nondiscriminatory
basis, Self-employed individuals will
not be considered as providing contribu-
tions or benefits for an employee to the
extent that the wages or salary of the
employee covered under the plan are re-
duced at or about the time the plan is
adopted. y

(3) In addition to permitting self-em-
ployed individuals to participate in
qualified plans, the Seif-Employed In-
dividuals Tax Retirement Act of 1962
extends to such individuals some of the
tax benefits allowed common-law em-
ployee-participants in such plans. How-
ever, the tax benefits allowed a self-em-
ployed individual are restricted by the
limits which are placed on the deduc-
tions allowed for contributions on such
an individual’s behalf. In view of these
restrictions on the tax benefits extended
to any self-employed individual, a self-
employed individual participating in a
qualified plan may not participate in any
forfeitures. Therefore, in the case of a
qualified plan which covers any self-
employed individual, a separate account
must be established for each self-em-
ployed individual to which no forfeit-
ures can be allocated.

(¢) Requirements as to coverage. (1)
In general, section 401(a)(3) and the
regulations thereunder prescribe the
coverage requirements which a quailfied
plan must satisfy. However, if such a
plan covers self-employed individuals
who are not owner-employees, it must,
in addition to satisfying such require-
ments, satisfy the requirements of this
paragraph. If any owner-employee is
covered under a qualified plan, the pro-
visions of this paragraph do not apply,
but the provisions of section 401(d), in-
cluding section 401(d) (3), do apply (see
§1.401-12).

(2) (1) Section 401(a) (3) (B) provides
that a plan may satisfy the cover-
age requirements for qualification if it
covers such employees as qualify under
a classification which is found not to
discriminate in favor of employees who
are officers, shareholders, persons whose
principal duties consist in supervising
the work of other employees, or highly
compensated employees. Section 401
(a) (5) sets forth certain classifications
that will not in themselves be considered
discriminatory. Under such section, a
classification which excludes all em-
ployees whose entire remuneration con-
stitutes “wages” under section 3121(a)
(1), will not be considered discriminatory
merely because of such exclusion. Simi-
larly, a plan which includes all employees

will not be considered discriminatory.

solely because the contributions or bene-~
fits based on that part of their remuner-
ation which is excluded from “wages”
under section 3121(a) (1) differ from the
contributions or benefits based on that
bart of their remuneration which is not
50 excluded. However, in determining
if a classification is discriminatory under
Section 401(a) (3) (B), consideration will
be given to whether the total benefits
resulting to each employee under the
blan and under the Social Security Act,
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or under the Social Security Act only,
establish an integrated and correlated
retirement system satisfying the tests of
section 401(a). A plan which covers
self-employed individuals none of whom
is an owner-employee may also be inte-
grated with the contributions or benefits
under the Social Security Act. In such
a case, the portion of the earned income
(as defined in section 401(c) (2)) of such
an individual which does not exceed
$4,800 and which is derived from the
trade or business with respect to which
the plan is established shall be treated
as ‘‘wages” under section 3121(a)(1)
subject to the tax imposed by section
3111 (relating to the tax on employers)
for purposes of applying the rules of
paragraph (e) (2) of § 1.401-3, relating
to the determination of whether a plan
is properly integrated. However, if the
plan covers an owner-employee, the rules
relating to the integration contained in
paragraph (h) of § 1.401-12 apply.

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

(iii) The classifications enumerated
in section 401(a) (5) are not exclusive,
and it is not necessary that a qualified
plan cover all employees or all full-time
employees. Plans may qualify even
though coverage is limited in accordance
with a particular classification incorpo-
rated in the plan, provided the effect of
covering only such employees as satisfy
such eligibility requirement does not re-
sult in the prohibited diserimination.

(d) Discrimination as to contributions
or benefits—(1) In general. In order
for a plan to be qualified, there must be
no discrimination in contributions or
benefits in favor of employees who are
officers, shareholders, supervisors, or
highly compensated, as against other
employees whether within or without the
plan. A self-employed individual, by
reason of the contingent nature of his
compensation, is considered to be a
highly-compensated employee, and thus
is a member of the group in whose favor
discrimination is prohibited. In de-
termining whether the prohibited dis-
crimination exists, the total employer
contribution on behalf of a self-em-
ployed individual shall be taken into
account regardless of the fact that only
a portion of such contribution is allowed
as a deduction. For additional rules re-
lating to discrimination as to contribu-
tions or benefits with regard to plans
covering any owner-employee, see
§ 1.401-12.

(2) Base for computing coniributions
or benefits. (i) A plan which is other-
wise qualified is not considered discrim-
inatory merely because the contributions
or benefits provided under the plan bear
a uniform relationship to the total com-
pensation, basic compensation, or regu-
lar rate of compensation of the
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employees, including self-employed in-
dividuals, covered under the plan.

(ii) In the case of a self-employed in-
dividual who is covered under a qualified
plan, the total compensation of such
individual is the earned income (as de-
fined in section 401(c) (2)) which such
individual derives from the employer's
trade or business, or trades or businesses,
with respect to which the qualified plan
is established. Thus, for example, in
the case of a partner, his total compen-
sation includes both his distributive
share of partnership income, whether
or not distributed, and guaranteed pay-
ments described in section 707(c) made
to him by the partnership establishing
the plan, to the extent that such income
constitutes earned income as defined in
section 401(c) (2).

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

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

(3) Discriminatory contributions. If
a diseriminatory contribution is made
by, or for, a self-employed individual
who is an employee within the meaning
of section 401(c) (1) because of an er-
roneous assumption as to the earned
income of such individual, the plan will
not be considered discriminatory if ade-
quate adjustment is made to remove such
discrimination. In the case of any self-
employed individual who is an owner-
employee, the amount of any excess
contribution to be returned and the man-
ner in which it is to be repaid are de-
termined by the provisions of section
401(d) (8) and (e). However, if any self-
employed individual, including any
owner-employee, has not made the full
contribution permitted to be made on
his behalf as an employee, then, if the
plan expressly provides, so much of any
excess contribution by such self-em-
ployed individual’s employer as may,
under the provisions of the plan, be




10126

treated as a contribution made by such
individual as an employee can be so
treated.

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

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

(1) In the case of an employee, other
than an individual who is, or has been,
an owner-employee under the plan, not
later than the last day of the taxable
year of such employee in which he at-
tains the age of 705, or not later than
the last day of the taxable year in which
such employee retires, whichever is
later, and

(ii) In the case of an employee who
is, or has been, an owner-employee un-
der the plan, not later than the last day

of the taxable year in which he attains:

the age of 701%.

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

(1) The life of the employee, or

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

(iii) A period certain not longer than

“the life expectancy of the employee, or

(iv) A period certain not longer than
the joint life and last survivor expect-
ancy of the employee and his spouse.

(4) For purposes of subparagraphs (3)
and (5) of this paragraph, the determi-
nation of the life expectancy of the em-
ployee or the joint life and last sur-
vivor expectancy of the employee and
his spouse is to be made either (i) only
once, at the time the employee receives
the first distribution of his entire inter-
est under the plan, or (ii) periodically,
in a consistent manner. Such life ex-
pectancy or joint life and last survivor
expectancy cannot execeed the period
computed by the use of the expected re-
turn multiples in § 1.72-9, or, in the case
of payments under a contract issued by
an insurance company, the period com-
puted by use of the life expectancy tables
of such company.

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

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

(7) The requirements of section 401
(a) (9) do not preclude contributions
from being made on behalf of an owner-
employee under a qualified plan subse-
quent to the taxable year in which the
distribution of his entire interest is re-
quired to commence. Thus, if all other
requirements for qualification are satis-
fied, a qualified plan may provide con-,
tributions for an owner-employee who
has already attained age 70%. How-
ever, a distribution of benefits attrib-
utable to contributions made on behalf
of an owner-employee in a taxable year
beginning after the taxable year in
which he attains the age of 7016 must
satisfy the requirements of subpara-
graph (3) of this paragraph. Thus, if
an owner-employee has already attained
the age of 70%% at the time the first con-
tribution is made on his behalf, the dis-
tribution of his entire interest must
commence in the year in which such
contribution is first made on his behalf.

(8) This paragraph shall not apply
and an otherwise qualified trust will not
be disqualified if the method of distri-
bution under the plan is one which was
designated by a common-law employee
prior to October 10, 1962, and such
method of distribution is not in accord-
ance with the provisions of section 401
(a) (9), Such exception applies regard-
less of whether the actual distribution of
of the entire interest of an employee
making such a designation, or any por-
tion of such interest, has commenced *
prior to October 10, 1962.

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

(a) Introduction. This section pre-
scribes the additional requirements
which must be met for qualification of a
trust forming part of a pension or profit-
sharing plan, or of an annuity plan,
which covers any self-employed individ-
ual who is an owner-employee as defined

in section 401(c) (3). However, to the
extent that the provisions of § 1.401-11
are not modified by the provisions of
this section, such provisions are also ap-
plicable fo a plan which covers an owner-
employee. The provisions of this sec-
tion apply to taxable years beginning
after December 31, 1962.

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

(2) A qualified plan covering an
owner-employee must be a definite writ-
ten program and arrangement setting
forth all provisions essential for guali-
fication at the time such plan is estab-
lished. Therefore, for example, even
though the owner-employee is the only
employee covered under the plan at the
time the plan is established, the plan
must incorporate all the provisions relat-
ing to the eligibility and benefits of
future employees.

(c) Bank trustee. (1)(i) If a frust
created after October 9, 1962, is to form
a part of a qualified pension or profit-
sharing plan covering an owner-em-
ployee, or if a trust created before Octo-
ber 10, 1962, but not exempt from tax
on October 9, 1962, is to form part of
such a plan, the trustee of such trust
must be a bank as defined in subpara-
graph (2) of this paragraph, unless an
exception contained in subparagraph (4)
of this paragraph applies.

(ii) The provisions of this paragraph
do not apply to an employees' trust cre-
ated prior to October 10, 1962, if such
trust was exempt from tax on October 9,
1962, even though the plan of which
such trust forms a part is amended after
December 31, 1962, to cover any owner-
employee. Although the trustee of 2
trust described in the preceding sentence
need not be a bank, all other require-
ments for the qualification of such &
trust must be satisfied at the time an
owner-employee is first covered under
such plan, !

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

(i) A bank as defined in section 581;

(ii) A corporation which, under the
laws of the State of its incorporation or
under the laws of the District of Colum-
bia, is subject to both the supervision of,
and examination by, the authority in
such jurisdiction in charge of the ad-
ministration of the banking laws;

(iii) In the case of a trust created or
organized outside of the United States,
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that is, outside the States and the Dis-
trict of Columbia, a bank or trust com-
pany, wherever incorporated, exercising
fiduciary powers and subject to both
supervision and examination by govern-
mental authority.

(3) Although a bank is required to be
the trustee of a qualified trust, another
person, including the employer, may be
granted the power in the trust instru-
ment to control the investment of the
trust funds either by directing invest-
ments, including reinvestments, dispos-
als, and exchanges, or by disapproving
proposed investments, including rein-
vestments, disposals, or exchanges.

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

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

(¢) The investments of all the funds
in such trust are in annuity, endowment,
or life insurance contracts, issued by a
company which is a life insurance com-
pany as defined in section 801(a) during
the taxable year immediately preceding
the year that such contracts are origi-
nally purchased;

(b) All the proceeds which are, or
may become, payable under the contract
are payable directly to the employee or
his beneficiary; -

(¢) The plan contains a provision to
the effect that the employer is to substi-
tute a bank as a trustee or custodian of
the contracts if the employer is notified
by the district director that such substi-
tution is required because the trustee is
not keeping such records, or making
such returns, or rendering such state-
ments, as are required by forms or reg-
ulations.

However, a qualified trust may only
purchase insurance protection to the
extent permitted under a qualified plan
(see paragraph (b) (1) () and (ii) of
§1.401-1).

(5) An employer may designate sev-
eral trusts (or custodial accounts) or a
trust or trusts and an annuity plan or
plans as constituting parts of a single
plan which is intended to satisfy the
Tequirements for qualification. How-
ever, each trust (or custodial account)
S0 designated which is part of a plan
Covering an owner-employee must sat-
isfy the requirements of this paragraph.
Thus, for example, if all other require-
ments for qualification are satisfied by
the plan, a qualified profit-sharing plan
may provide that a portion of the con-
tributions under the plan will be paid to
a custodial account, the custodian of
which is a bank, for investment in stock
of a regulated investment company, and
the remainder of such contributions will
be paid to a trust, the trustee of which is
not a bank, for investment in annuity
contraets,

(d) Profit-sharing plan. (1) A profit-
sharing plan, as defined in paragraph
(b) (1) (i1) of § 1.401-1, which covers any
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owner-employee must contain a definite
formula for determining the contribu-
tions to be made by the employer on
behalf of employees, other than owner-
employees. A formula to be definite must
specify the portion of profits to be con-
tributed to the trust and must also define
profits for plan purposes. A definite
formula may contain a variable factor,
if the value of such factor may not vary
at the discretion of the employer. For
example, the percentage of profits to be
contributed each year may differ depend-
ing on the amount of profits. On the
other hand, a formula which, for exam-
ple, specifies that profits for plan pur-
poses are not to exceed the cash on hand
at the time the employer contribution
is made is not a definite formula. The
requirement that the plan formula be
definite is satisfied if such formula limits
the amount to be confributed on behalf
of all employees covered under the plan
to the amount which permits self-em-
ployed individuals to obtain the maxi-
mum deduction under section 404(a).
However, even though the plan formula
is definite, the plan must satisfy all the
other requirements for qualification, in-
cluding the requirement that the contri-
butions under the plan not diseriminate
in favor of any self-employed individual,
and the requirement that the plan be
for the exclusive benefit of the employees
in general.

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

(3) The requirement that a profit-
sharing plan contain a definite formula
for determining the amount of contribu-
tions to be made on behalf of employees
does not apply to contributions which
are made on behalf of owner-employees.
However, such contributions are subject
to the requirement that they be nondis-
criminatory with respect to other em-
ployees and must not exceed the lim-
itations on allowable and deductible
contributions which may be made by
owner-employees.

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

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

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

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

(f) Discrimination in coniributions or
benefits. (1) Variatidns in contribu-
tions or benefits may be provided under
the plan so long as the plan does not dis-
criminate, either as to contributions or
benefits, in favor of officers, employees
whose principal duties consist in super-
vising the work of other employees,
or highly compensated employees, as
against other employees (see § 1.401-4).
For the purpose of determining whether
the provisions of a plan which pro-
vide contributions or benefits for an
owner-employee result in the prohibited
discrimination, an owner-employee, like
other self-employed individuals, is con-
sidered a highly compensated employee
(see paragraph («d) of §1.401-11).
Whether or not a plan is disecriminatory
is determined by the actual operation of
the plan as well as by its formal
provisions.

(2) The provisions of section 401(a)
(5), relating to certain plan provisions
which will not in and of themselves be
considered discriminatory, are not appli-
cable to any plan which covers any
owner-employee. Such a plan must, in-
stead, satisfy the requirements of section
401(a) (10) and section 401(d) (6). Ac-
cordingly, a plan is not discriminatory
within the meaning of section 401(a) (4)
merely because the contributions or
benefits provided for the employees cov-
ered under the plan bear a uniform rela-
tionship to the total compensation, or to
the basic or regular rate of compensa-
tion, of such employees. The total com~-
pensation or the basic or regular rate of
compensation of an owner-employee is
computed in accordance with the pro-
\lrilsions of paragraph (d)(2) of § 1.401-

(3) Even though the contributions
under the plan do not bear a uniform
relationship to the total compensation,
or the basic or regular rate of compen-
sation, of the employees covered there-
under and the plan would otherwise be

considered discriminatory within the
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meaning of section 401(a) (4), the plan
shall not be considered discriminatory
if such variation is due to employer con-
tributions on behalf of any owner-
employee which are required, under the
plan, to be applied to pay premiums or
other consideration on one or more level
premium contracts described in section
401(e)(3)(A). In a tagxable year to
which the foregoing exception applies
and, therefore, one in which the contri-
butions under the plan would otherwise
be discriminatory, the employer contri-
butions to pay such premiums or cther
consideration must be the only employer
contributions made for the owner-em-
ployee, and the contributions for such
taxable year under such plan must not
be in excess of the amount permitted to
be paid toward the purchase of such a
contract under the provisions of section
401(e) (3). Furthermore, the exception
described in this subparagraph only ap-
plies to contributions made under a plan
which otherwise satisfies the require-
ments of section 401(a) (4) and the regu-
lations thereunder. Thus, if a plan pro-
vides for the purchase, in accordance
with section 401(e) (3), of a level pre-
mium contract for an owner-employee,
then such plan must provide either
that the benefits for all employees are
nondiscriminatory or, in the case of a
money-purchase type of plan, that the
contributions for all employees are based
on compensation determined in a non-
discriminatory manner. For example,
since the contributions on behalf of the
owner-employee are based on his earned
income during the period preceding the
purchase of the contract, the contribu-
tions for other employees must be based
on their compensation during the same
period if this will result in larger con-
tributions on their behalf.

(4) In the case of a plan which covers
any owner-employee, the contributions or
benefits provided under the plan cannot
vary with respect to years of service
except as provided in subparagraph (5)
of this paragraph.

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

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

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

(2) The provisions of subparagraph
(1) of this paragraph do not apply to
the extent that employer contributions
on behalf of any employee must remain
forfeitable in order to satisfy the require-
ments of paragraph (c) of §1.401-4.
However, employer contributions on be-
half of employees whose rights are re-
quired to remain forfeitable to satisfy
such requirements must be nonforfeitable
except for such contingency.

(h) Integration with social security.
(1) If a qualified plan covers any owner-
employee, then the rules relating to the
integration of such plan with the con-
tributions or benefits under the Social

.Security Act are provided in this para-

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

(2) (1) For purposes of subparagraph
(1) of this paragraph, in determining the
total amount of employer contributions
which are deductible under section 404,
the provisions of section 404(a), includ-
ing the provisions of section 404(a) (9)
(relating to plans benefiting self-em-
ployed individuals), and section 404(e)
(relating to the special limitations for
self-employed individuals) are taken
into account, but the provisions of sec-
tion 404(a) (10) (relating to the special
limitation on the amount allowed as a
deduction for self-employed individuals)
are not taken into account.

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

(3) if a plan covering an owner-em-
ployee satisfies the requirement of sub-
paragraph (1) of this paragraph, and
if the employer wishes to integrate such
plan with the contributions or benefits
under the Social Security Act, then—

(i) The employer contributions under
the plan on behalf of any owner-

employee shall be reduced by an amount
determined by multiplying the earned
income of such owner-employee which is
derived from the trade or business with
respect to which the plan is established
and which does not exceed $4,800 by the
rate of tax imposed under section 1401:
and

(i) The employer contributions under
the plan on behalf of any employee
other than an owner-employee may be
reduced by an amount not in excess of
the amount determined by multiplying
the employee’s wages under section
3121(a) (1) by the rate of tax imposed
under section 3111. For purposes of this
subdivision, the earned income of a self-

-employed individual which is derived

from the trade or business with respect
to which the plan is established and
which does not exceed $4,800 shall be
treated as ‘“wages” under section
3121(a) (1),

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

1) Limit on contributions on behalf
of an owner-employee. (1) Section 401
(d) (5) requires that a plan which covers
any owner-employee must contain pro-
visions which restrict the employer con-
tributions that may be made on behalf
of any owner-employee for each taxable
year to an amount no greater than that
which is deductible under section 404.
In computing the amount deductible
under section 404 for purposes of section
401(d) (5) and this paragraph, the
limitations contained in section 404 (a)
(9) and (e), relating to special limita-
tions for self-employed individuals,
are taken into account, but such amount
is determined without regard to section
404(a) (10), relating to the special limi-
tation on the amount allowed as a de-
duction for self-employed individuals.
Accordingly, a qualified plan which
covers any owner-employee cannot per-
mit employer contributions to be made
on behalf of such owner-employee in
excess of 10 percent of the earned income
which is derived by such owner-em-
ployee from the trade or business with
respect to which the plan is established,
or permit the employer to contribute
more than $2,500 on behalf of any such
owner-employee for any taxable year.

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

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

(j) Excess contributions. The pro-
visions of section 401(e) define the term
“excess contribution” and indicate the
consequences of making such a contri-
bution (see § 1.401-13). However, sec-
tion 401(d) (8) provides that a qualified
plan which provides contributions or
penefits for any owner-employee must
contain certain provisions which comple-
ment the rules contained in section
401(e). Under section 401(d)(8), a
qualified plan must provide that—

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

(2) For each taxable year for which
the trust is considered to be a non-
qualified trust with respect to an owner-
employee under section 401(e)(2) be-
cause the net amount of an excess con-
tribution and the earnings thereon have
not been returned to such owner-em-
ployee, the income of the trust for that
taxable year aftributable to the interest
g{ such owner-employee is to be paid to

im.

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

(k) Contributions of property under a
qualified plan. (1) The contribution of
Property, other than money, by the per-
son who is the employer (within the
meaning of section 401(c) (4)) to a quali-
fied trust forming a part of a plan which
tovers employees some or all of whom

are owner-employees who control’

(within the meaning of section 410(d)
(9) (B) and the regulations thereunder)
the trade or business with respect to
Which the plan is established is a prohib-
ited transaction between such trust and
the employer-grantor of such trust (see
Section 503(j) (1) (D) and the regulations
thereunder) .

(2) A contribution of preperty, other
than money, to a qualified trust by an
Owner-employee who controls, or a mem-
ber of g group of owner-employees who
together control, the trade or business
With respeet to which the plan is estab-
lished, or a contribution of property,
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other than money, to a qualified trust
by a member of such an owner-
employee’s family (as defined in section
267(c) (4)), is a prohibited transaction.
If the plan does not cover an owner-
employee, or group of owner-employees,
who control the trade or business, see the
rules relating to prohibited transactions
contained in section 503, other than the
provisions of section 503(j).

(1) Conirolled trades or businesses—
(1) Plans covering an owner-employee
who controls another trade or business.
(i) A plan must not cover any owner-
employee, or group of two or more owner-
employees, if such owner-employee, or
group of owner-employees, control
(within the meaning of subparagraph (3)
of this paragraph) any other trade or
business, unless the employees of such
other trade or business controlled by
such owner-employee, or such group of
owner-employees, are included in a plan
which satisfies the requirements of sec-
tion 401(a), including the qualification
requirements of section 401(d). The
employees who must be covered under
the plan of the trade or business which
is controlled include the self-employed
individuals who are not owner-employees
and the owner-employees who consent to
be covered by such plan, Accordingly,
the employer must determine whether
any owner-employee, or group of owner-
employees, who may participate in the
plan which is established by such em-
ployer controls any other trade or busi-
ness, and whether the requirements of
this subparagraph are satisfied with re-
spect to the plan established in such
other trade or business. The plan of an
employer may exclude an owner-em-
ployee who controls another trade or
business from coverage under the plan
even though such owner-employee con-
sents to be covered, if a plan which sat-
isfiles the requirements of subdivision
(ii) of this subparagraph has not been
established in the trade or business
which such owner-employee controls.

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

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

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

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

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

(b) In the case of a partnership, own
more than 50 percent of either the capi-
tal interest or the profits interest in
such partnership,

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

(ii) The provisions of subparagraphs
(1) and (2) of this paragraph apply only .
if the owner-employee who controls, or
the group of owner-employees who con-
trol, a trade or business, or trades or
businesses, within the meaning of sub-
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division (i) of this subparagraph is the
same owner-employee, or group of
owner-employees, covered under the plan
intended to satisfy the requirements for
qualification. Thus, for example, if A
is a 50-percent partner in both the AB
and AC partnership, and if the AB part-
nership wishes to establish a plan
covering A and B, the provisions of sub-
paragraphs (1) and (2) of this para-
graph do not apply, since A does not
control either partnership, and since B
has no interest in the AC partnership.

(m) Distribution of benefits. (1))
Section 401(d) (4) (B) requires that a
qualified plan which provides contribu-
tions or benefits for any owner-employee
must not provide for the payment of
benefits to such owner-employee at any
time before he has attained age 59%.
An exception to the foregoing rule per-
mits a qualified plan to provide for the
distribution of benefits to an owner-
employee prior to the time he attains
age 5915 if he is disabled within the
meaning of section 213(g) (3) and the
regulations: thereunder. In general,
section 213(g) (3) provides that an indi-
vidual is considered disabled if he is
unable to engage in any substantial
gainful activity because of a medically
determinable physical or mental impair-
ment which can be expected to result in
death or to be of long-continued and
indefinite duration. In addition, section
401(d) (4) (B) does not preclude the dis-
tribution of benefits to the estate or other
beneficiary of a deceased owner-em-
ployee prior to the time the owner-em-
ployee would have attained age 59'% if
he had lived.

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

(2) (1) The provisions of subpara-
graph (1) of this paragraph preclude an
owner-employee who is a participant in a
qualified pension or profit-sharing plan
of his employer from withdrawing any
part of the funds accumulated on his
behalf except as provided in such sub-
paragraph (1). However, the distribu-
tion of an owner-employee’s interest, or
any portion of such interest, after he
attains age 59% is determined by the
provisions of the plan. Thus, for ex-
ample, if a gualified pension plan pro-
vides that the normal retirement age
under the plan is age 65, an owner-em-
ployee would not be entitled to a dis-
tribution of an amount under the plan
merely because he attained age 59%.

(ii) The provisions of subparagraph
(1) of this paragraph do not preclude
the establishment of a profit-sharing
plan which provides for the distribution
of all, or part, of participants’ accounts
after a fixed number of years. However,
such a plan must not permit a distribu-
tion of any amount to any owner-em-
ployee prior to the time the owner-em-
ployee has attained age 592 or becomes
disabled within the meaning of section
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213(g) (3). On the other hand, if a dis-
tribution would have been made under
the plan to an owner-employee but for
the fact that he had not attained age
5915, then the amount of such distribu-
tion (including any increment earned on
such amount) must be distributed to
such owner-employee at such time as
he attains age 59%.

(3) A qualified pension, annuity, or
profit-sharing plan which covers an
owner-employee must provide that the
distribution of an owner-employee’s en-
tire interest under the plan must begin
prior to the end of the taxable year in
which he attains the age of T0%, and
such distribution must satisfy the re-
quirements of section 401(a)(9) and
paragraph (e) of §1.401-11. Further-
more, section 401(d) (7) provides that,
if an owner-employee dies prior to the
time his entire interest has been dis-
tributed to him, such owner-employee’s
entire remaining interest under the plan
must, in general, either be distributed
to his beneficiary, or beneficiaries, within
5 years, or be used within that period to
purchase an immediate annuity for his
beneficiary, or beneficiaries. However,
a distribution within 5 years of the death
of the owner-employee is not required
if the distribution of his interest has
commenced and such distribution is for
a term certain over a period not ex-
tending beyond the joint life and survivor
expectancy of the owner-employee and
his spouse. Thus, for example, an an-
nuity for the joint life and survivor ex-
pectancy of an owner-employee and his
spouse which guarantees payments for
10 years is a distribution which is pay-
able over a period which does not exceed
the joint life and survivor expectancy of
the owner-employee and his spouse if
such expectancy is at least 10 years at
the time the distribution first com-
mences.

§ 1.401-13 Excess contributions on be-
half of owner-employees. [Re-
served |

Par. 6. There are inserted immediately
after § 1.404(d)-1, the following new
sections:

§ 1.405 Swatutory provisions; qualified
bond purchase plans.

Sec. 405. Qualified bond purchase plans—
(a) Requirements for qualification. A plan
of an employer for the purchase for and
distribution to his employees or their bene-
ficiaries of United States bonds described
in subsection (b) shall constitute a quali-
fled bond purchase plan under this section
if—

(1) The plan meets the requirements of
section 401(a) (8), (4), (5), (6). (7),and (8)
and, if applicable, the requirements of sec-
tlon 401(a) (9) and (¥0) and of section
401(d) (other than paragraphs (1), (5)(B),
and (8)); and >

(2) Contributions under the plan are used
solely to purchase for employees or their
beneficiaries United States bonds described in
subsection (b).

(b) Bonds to which applicable—(1) Char-
acteristics of bonds. This section shall apply
only to a bond issued under the Second
Liberty Bond Act, as amended, which by its
terms, or by regulations prescribed by the
Secretary under such Act—

(A) Provides for payment of interest, or
Investment yield, only upon redemption;

(B) May be purchased only In the name of
an individual;

(C) Ceases to bear interest, or provide
investment yield, not later than 5 years after
the death of the Individual In whose name |t
is purchased;

(D) May be redeemed before the death of
the individual in whose name it is pur-
chased only if such individual—

(1) Has attained the age of 591, years, or

(i) Has become disabled (within the
meaning of section 213(g)(3)); and

(E) Is nontransferable.

(2) Must be purchased in mame of em-
ployee. This section shall apply to a bond
described In paragraph (1) only if it is
purchased in the name of the employee,

(c¢) Deduction for contributions to bond
purchase plans, Contributions paid by an
employer to or under a qualified bond pur-
chase plan shall be allowed as a deduction in
an amount determined under section 404 in
the same manner and to the same extent as
if such contributions were made to a trust
deseribed In section 401(a) which is exempt
from tax under section 501(a).

(d) Tazability of beneficlary of qualified
bond purchase plan—(1) Gross income not
to include bonds at time of distribution.
For purposes of this chapter, in the case of
a distributee of a bond described in subsec-
tion (b) under a qualified bond purchase
plan, or from a trust described in section
401(a) which 1s exempt from tax under sec-
tion 501(a), gross income does not include
any amount attributable to the receipt of
such bond. Upon redemption of such bond,
the proceeds shall be subject to taxation
under this chapter, but the provisions of
section 72 (relating to annuities, etc.) and
section 1232 (relating to bonds and other
evidences of indebtedness) shall not apply.

(2) Basis. The basis of any bond received
by a distributee under a qualified bond pur-
chase plan—

(A) If such bond is distributed to an em-
ployee, or with respect to an employee, who
at the time of purchase of the bond, was an
employee other than an employee within the
meaning of section 401(c) (1), shall be the
amount of the contributions by the employee
which were used to purchase the bond, and

(B) If such bond is distributed to an em-
ployee, or with respect to an employee, who,
at the time of purchase of the bond, was an
employee within the meaning of section 401
(e) (1), shall be the amount of the contribu-
tions used to purchase the bond which were
made on behalf of such employee and were
not allowed as a deduction under subsection
(c).

The basis of any bond described in subsection
{b) received by a distributee from a trust
described in section 401(a) which is exempt
from tax under section 501(a) shall be de-
termined under regulations prescribed by the
Secretary or his delegate.

(e) Capital gains treatment not to apply
to bonds distributed by trusts. Section 402
(2) (2) shall not apply to any bond described
in subsection (b) distributed to any distribu-
tee and, for purposes of applying such sec-
tion, any such bond distributed to any
distributee and any such bond to the credit
of any employee shall not be taken into
account.

(f) Employee defined. For purposes of
this section, the term “employee” includes
an individual who is an employee within the
meaning of section 401(c) (1), and the em-
ployer of such individual ghall be the person
treated as his employer under section 401
(c) (4).

(g) Proof of purchase. At the time of
purchase of any bond to which this section
applies, proof of such purchase shall be fur-
nished in such form as will enable the pur-
chaser, and the employee in whose name
such bond is purchased, to comply with the

- provisions of this section.
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(h) Regulations. The Secretary or his
delegate shall prescribe such regulations as
may be necessary to carry out the provisions
of this section.

[Sec. 405 as added by sec. 5, Self-Employed

Individuals Tax Retirement Act of 1962 (76
Stat. 826) ]

£ 1.405-1 Qualified
plans.

(a) Introduction. Section 405 relates
to the requirements for qualification of,
and the tax treatment of funds contrib-
uted to, retirement plans of an employer
for the benefit of his employees which
are funded through the purchase of
United States retirement plan bonds.
Such bonds may be purchased under a
qualified bond purchase plan described
in section 405(a) and paragraph (b) of
this section. The qualified bond pur-
chase plan is an alternative method of
providing some of the deferred compen-
sation benefits provided by plans de-
scribed in section 401. In addition, re-
tirement bonds may be purchased under
a qualified pension or profit-sharing plan
described in section 401. A qualified bond
purchase plan or a qualified pension or
profit-sharing plan under which retire-
ment bonds are purchased may cover only
common-law employees, self-employed
individuals, or both. A qualified bond
purchase plan may be established after
December 31, 1962, and retirement bonds
may be purchased by a qualified pension
or profit-sharing plan after December 31,
1962, For the terms and conditions of
the retirement bonds, see section 405(b)
and Treasury Department Circular,
Public Debt Series—No. 1-63.

(h) Qualified bond purchase plans.
(1) A qualified bond purchase plan is a
definite written program and arrange-
ment which is communicated to the em-
ployees and established and maintained
by an employer solely to purchase for
and distribute to his employees or their
beneficiaries retirement bonds. These
bonds must be purchased in the name of
the employee on whose behalf the con-
tributions are made. The plan must be
a4 permanent plan which meets the re-
quirements of section 401(a) (3), (4),
(5), (8), (1), and (8) and, if applicable,
the requirements of section 401(a) (9)
and (10) and of section 401(d) (other
than paragraphs (1), (5) (B), and (8)).
The rules set forth in the regulations
relating to those provisions shall be ap-
plicable to qualified bond purchase plans.

(2) A qualified bond purchase plan
must provide that an employee’s right
to the proceeds of a bond purchased in
his name are nonforfeitable and will in
no event inure to the benefit of the em-
bloyer or be reallocated in any manner.

(¢) Benefits under a qualified bond
burchase plan. (1) Except as provided
in subparagraph (2) of this paragraph, a
qualified bond purchase plan must con-
form to the definition of a pension plan
In paragraph (b) (1) (i) of § 1.401-1, or
the definition of a profit-sharing plan in
baragraph (b) (1) (ii) of § 1.401-1. For
€xample, if the qualified bond purchase
blan is a profit-sharing plan, the plan
must include the definite allocation for-
mula described in paragraph (b) (1) (i)
of §1.401-1. In addition, if such a
brofit-sharing plan covers any owner-

bond
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employee, the plan must also include the
definite contribution formula described
in section 401(d) (2) (B).

(2) (i) Under a qualified bond pur-
chase plan, the bonds may be distributed
to the employees at any time, and the
plan need not prohibit the distribution
or redemption of the bonds until the
retirement of the employee. Accord-
ingly, even though a gualified bond pur-
chase plan is designed as a pension plan,
it need not provide systematically for
the payment of definitely determinable
benefits. However, provisions for dis-
tribution must apply in a nondiserimina-
tory manner.

(ii) A qualified bond purchase plan
which is designed as a pension plan may
not contain a formula for contributions
or benefits which might require the re-
allocation of amounts to an employee’s
credit or which might provide for the
reversion of any amounts to the
employer.

(d) Contributions under a qualified
bond purchase plan. (1) The retire-
ment bonds will be issued in the denomi-
nations of $50, $100, $500, and $1,000.
Therefore, the contribution otherwise
called for under the plan may not coin-
cide with an amount that can be in-
vested in retirement bonds. Accord-
ingly, the plan must provide that the
contributions on behalf of an individual
employee for any year shall be rounded
to the nearest multiple of $50.

(2) Since the employee’s rights to any
bonds purchased for him under a gquali-
fied bond purchase plan must be non-
forfeitable, a qualified bond purchase
plan must, in order to conform to the
requirements of section 401(a) (4) with
respect to the early termination of the
plan, restrict the contributions on be-
half of any employee to the amount
which could be allocated to him under
paragraph (c) of § 1.401-4.

(e) Definitions. For purposes of this
section and §§ 1.405-2 and 1.405-3—

(1) The term “employee” includes an
employee as defined in section 401(c) (1)
and paragraph (b) of §1.401-10, and
the term “employer” means the person
treated as the employer of such individ-
ual under section 401(e) (4);

(2) The term “owner-employee”
means an owner-employee as defined in
section 401(c) (3) and paragraph (d) of
§ 1.401-10;

(3) The term “earned income” means
earned income as defined in section 401
(c¢) (2) and paragraph (¢) of § 1.401-10;
and

(4) The term “retirement bond”
means a United States Retirement Plan
Bond, as described in section 405(b) and
Treasury Department Circular, Public
Debt Series—No. 1-63.

§ 1.405-2 Deduction of contributions to
qualified bond purchase plans.

(a) In general. An employer shall be
allowed a deduction for contributions
paid to or under a qualified bond pur-
chase plan in the same manner and to
the same extent as if such contributions
were made to a trust described in sec-
tion 401(a) which is exempt from tax
under section 501(a). A deduction will
be allowed only for the taxable year in
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which the contributions are paid, or
treated as paid, except as provided by
section 404(a) (1), (3), and (7). For
purposes of the deduction, a contribution
is paid at the time the application for
the bond is made and the full purchase
price paid.

(b) Rules for applying section 404.
If a qualified bond purchase plan is de-
signed as a pension plan as defined in
paragraph (b) (1) (i) of §1.401-1, the
limitations of section 404 applicable to
qualified pension trusts shall apply.
See §§ 1.404(a)-3 through 1.404(a)-T.
Similarly, if a qualified bond purchase
plan is designed as a profit-sharing plan
as defined in paragraph (b) (1) (ii) of
§ 1.401-1, the limitations of section 404
applicable to qualified profit-sharing
trusts shall apply. See §§ 1.404(a)-9
and 1.404(a)-10. In addition, if a
gualified bond purchase plan designed
as a pension plan covers some or all of
the employees who are covered by a
qualified profit-sharing plan established
and maintained by the same employer,
or if a qualified bond purchase plan
which is designed as a profit-sharing
plan covers some or all the employees
who are also covered by a qualified pen-
sion or annuity plan established and
maintained by the same employer, sec-
tion 404(a)(7) 1is applicable. See
§ 1.404(a)-(13). Furthermore, if a qual-
ified bond purchase plan covers em-
ployees some or all of whom are em-
ployees within the meaning of section
401(e) (1), the provisions of section 404
(a) (8), (9), and (10) and 404(e) shall
also apply.

(c) Accrual method taxpayers. In the
case of a taxpayer using the accrual
method of accounting, a contribution to
a qualified bond purchase plan will be
deemed paid on the last day of the year
of accrual if—

(1) During the taxable year of accrual
the taxpayer incurs a liability to make
the contribution, the amount of which
is accruable under section 461 for such
taxable year, and

(2) Payment is in fact made no later
than the time prescribed by the law for
filing the return for the taxable year of
accrual (including extensions thereof),

§ 1.405-3 Taxation of retirement honds.

(a) In general. (1) As in the case of
employer contributions under a qualified
pension, annuity, profit-sharing, or stock
bonus plan, employer contributions on
behalf of his common-law employees
under a qualified bond purchase plan are
not includible in the gross income of the
employees when made, and employer
contributions on behalf of self-employed
individuals are deductible as provided in
section 405(c) and § 1.405-2. Further,
an employee or his beneficiary does not
realize gross income upon the receipt of
a retirement bond pursuant to a qualified
bond purchase plan or from a trust de-
seribed in section 401(a) which is ex-
empt from tax under section 501(a).
Upon redemption of such a bond, ordi-
nary income will be realized to the extent
the proceeds thereof exceed the basis
(determined in accordance with para-
graph (b) of this section) of the bond.
The proceeds of a retirement bond are
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not entitled to the special tax treatment
of section 72(n) and § 1.72-18.

(2) In the event a retirement bond is
surrendered for partial redemption and
reissuance of the remainder, the person
surrendering the bond shall be taxable
on the proceeds received to the extent
such proceeds exceed the basis in the
portion redeemed. In such case, the
basis shall be determined (in accord-
ance with paragraph (b) of this section)
as if the portion redeemed and the por-
tion reissued had been issued as separate
bonds.

(3) In the event a retirement bond is
redeemed after the death of the regis-
tered owner, the amount taxable (as de-
termined in accordance with subpara-
graph (1) of this paragraph) is income
in respect of a decedent under section
691.

(4) The provisions of section 402(a)
(2) are not applicable to a retirement
bond. In general, section 402(a) (2) pro-
vides for capital gains treatment of cer-
tain distributions from a qualified trust
which constitute the total distributions
payable with respect to any employee.
The proceeds of a retirement bond re-
ceived upon redemption will not be en-
titled to such capital gain treatment
even though the bond is received as a
part of, or as the whole of, such a total
distribution. Nor will such a bond be
taken into consideration in determining
whether the distribution represents the
total amount payable by the trust with
respect to an employee. Thus, a distri-
bution by a qualified trust may consti-
tute a total distribution payable with
respect to an employee for purposes of
section 402(a) (2) even though the trust
retains retirement bonds registered in
the name of such employee.

(b) Basis. (1) This paragraph is ap-
plicable in determining the basis of any
retirement bond distributed pursuant to
a qualified bond purchase plan or dis-
tributed by a trust qualifying under sec-
tion 401. In the case of such a bond
purchased for an individual at the time
he is a common-law employee, the basis
is that portion of the purchase price
attributable to employee contributions,
In the case of such a bond purchased for
an individual at the time he is a self-
employed individual, the basis shall be
determined under subparagraph (3) of
this paragraph.

(2) At the time a retirement bond is
purchased, there shall be indicated on
the application for the retirement bond
whether the individual for whom the
retirement bond is purchased is a com-
mon-law employee or a self-employed
individual, and in the case of common-
law employees the amount of the pur-
chase price, if any, attributakble to the
employee’s contribution. The answers
to these questions will appear on the re-
tirement bond, and when the retirement
bond is purchased for a common-law
employee, the basis for the retirement
bond is presumed to be the amount of
the purchase price which the retirement
bond indicates was contributed by the
employee.

(3) (i) Except as provided in subdi-
vision (ii) of this subparagraph, for pur-
poses of determining the basis of retire-
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ment bonds purchased for an individual
while he was a self-employed individual,
all such bonds redeemed during a tax-
able year shall be considered in the ag-
gregate as a single retirement bond. The
basis of such retirement bonds shall be
the difference between the aggregate of
their face amounts and the lesser of:

(@) One-half the aggregate of their
face amounts, or

(b) The aggregate of the unused
amounts allowed as a deduction at the
end of the taxable year (as determined
in subparagraph (4) of this paragraph).

(ii) The basis of a retirement bond
purchased for a self-employed individual
which is redeemed after his death is the
amount determined by multiplying the
face amount of such retirement bond by
a fraction—

(a) The numerator of which is the
aggregate of the face amounts of all the
bonds registered in the individual’s name
at his death which were purchased while
he was a self-employed individual re-
duced by the aggregate of the unused
amounts allowed as a deduction at his
death (as determined in subparagraph
(4) of this paragraph), and

(b) The denominator of which is the
aggregate of the face amounts of all such
bonds.

(4) (i) In the case of retirement bonds '

purchased under a qualified bond pur-
chase plan, the aggregate of the unused
amounts allowed as a deduction at the
end of any taxable year shall be an
amount equal to the total of the amounts
allowable for such taxable year, and the
amounts allowed in all prior taxable
years, as a deduction under section 405
(¢) for contributions used to purchase
retirement bonds for the vregistered
owner while he was a self-employed
individual, reduced by an amount equal
to the portion of the face amounts of
such retirement bonds redeemed in prior
taxable years which were included in the
registered owner’s gross income.

(ii) , In the case of retirement bonds
purchased by a trust described in sec-
tion 401(a) and exempt under section
501(a), there shall be allocated to the
retirement bond the deduction under
section 404 attributable to the contri-
butions used to purchase the retirement
bond. The amount so allocated shall
be treated in the same manner as the
deduction allowed under section 405(c)
for purposes of computing the unused
amounts allowed as a deduction under
subdivision () of this subparagraph.
Further, the amount so allocated shall
not be included in the investment in the
contract for purposes of section 72 in
determining the portion of the other
assets distributed by the trust included
in gross income.

(5) The application of the rule of sub-
paragraphs (3) and (4) of this para-
graph may be illustrated by the following
examples:

Ezample (1). B, a self-employed individ-
ual, adopts a qualified bond purchase plan
in 1963. During 1963 the plan purchased
$2,000 worth of retirement bonds in his name.
As a result of overestimating his income
for 1963, only $400 was allowed B as a deduc-
tion pursuant to section 405(c). In 1964,
prior to B's retirement in June of that year,
the plan purchased a $500 retirement bond

in B's name for which a deduction was
allowable pursuant to section 405(c) in the
amount of $250. B redeemed a retirement
bond with a face amount of #500 in Septem-
ber of 1964 and another with a face amount
of $500 in October of 1964. Of the proceeds
recelved in 1964 from the redemption of the
bonds, $1,000 plus interest, B shall exclude
from his gross income $500 (face amount
of the retirement bonds, $1,000, less #3500,
one-half of the face amount, the latter being
less than the aggregate of the wunused
amounts allowed as a deduction, $250 allow-
able for the taxable year in which the bonds
were redeemed plus $400, the unused amounts
allowed In prior taxable years, or $650). The
aggregate of the unused amounts allowed
as a deduction shall be reduced by the
amount so excluded ($650—8$500=8150),
During the following year, B redeems an-
other retirement bond with a face amount
of $500. Of the proceeds received from the
redemption of such retirement bond, $500
plus interest, B shall exclude from his gross
income $350 (face amount of the retirement
bonds, $500, less $150, the aggregate of the
unused amounts allowed as a deduction,
the latter being less than one-half of the face
amount of the bond, $250). The aggregate
of the unused amounts allowed as a deduc-
tion is reduced to =zero ($150—8150=0).
Upon redemption of the remaining retire-
ment bonds registered in B's name, B shall
exclude from his gross income with respect
to such proceeds an amount equal to the face
amounts of the bonds redeemed.

Ezample (2). C, a self-employed individ-
ual, participated in a qualified bond purchase
plan during the years 1963 through 1966,
The plan purchesed in his name retirement
bonds in the aggregate of $10,000. C de-
ducted $4,000 from his gross income for the
four years (81,000 for each year) with re-
spect to the purchase of such retirement
bonds. C retired in December of 1966 and
during the following year redeemed one re-
tirement bond with a face amout of $1,000.
C excluded from his gross income $500 of
of the proceeds of the bond. C died without
redeeming any of the remaining retirement
bonds registered in his name. The basis of
each remaining retirement bond shall be
determined by multiplying the face amount
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of each retirement bond by 9,000
merator is the aggregate of the face amounts
registered in C’s name (as a self-employed
individual) at his death, 9,000, reduced by
the aggregate of the unused amounts allowed
as a deduction at his death, $3,600 (amounts
allowed as a deduction under section 405(c),
$4,000, reduced by the portion of the face
amount of the retirement bond redeemed by
C which was included in C’s gross income,
$500), or $5,500. The denominator is the
face amount of the retirement bonds regis-
tered in his name as a self-employed In-
dividual at his death, $9,000.

[F.R. Doc. 63-9921; Filed, Sept. 16, 1963;
8:48 am.]

The nu-
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PART 1—INCOME TAX; TAXABLE
YEARS BEGINNING AFTER DECEM-
BER 31, 1953

Self-Employed Individuals

On June 18, 1963, notice of proposed
rule making with respect to the amend-
ment of the Income Tax Regulations (26
CFR Part 1) to reflect the changes made
by sections 2 (in part), 3, and 4 of the
Self-Employed Individuals Tax Retire-
ment Act of 1962 (76 Stat. 815, 819, 821)
was published in the FEDERAL REGISTER
(28 F.R. 6215). After consideration of
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all such relevant matter as was pre-
sented by interested persons regarding
the rules proposed, the amendment of
the regulations as proposed is hereby
adopted, subject to the changes set forth
below:

ParaGraPH 1. Paragraph (a)(2) of
§ 1.72-11, as set forth in paragraph 4 of
the appendix to the notice of proposed
rule making, is revised.

Par. 2. Paragraph (g) of § 1.72-15, as
set forth in paragraph 6 of the appendix
to the notice of proposed rule making, is
revised.

Par. 3. Section 1.72-16, as set forth in
paragraph 6 of the appendix to the notice
of proposed rule making, is revised.

Par. 4. Section 1.72-18, as set forth in
paragraph 6 of the appendix to the
notice of proposed rule making, is re-
vised by changing paragraph (a).

Par. 5. Section 1.401-13, as set forth in
paragraph 7 of the appendix to the
nofice of proposed rule making, is
changed by revising subparagraphs (2)
(i), (3), and (4) (i) of paragraph (c),
:(a,gd subparagraph (2) (i) of paragraph

).

Pag. 6. Section 1.402(a)-1, as set forth
in paragraph 9 of the appendix to the
notice of proposed rule making, is re-
vised by changing paragraph (a) (2).

Par. 7. Section 1.403(a)-1, as set forth
in paragraph 11 of the appendix to the
notice of proposed rule making, is re-
vised by changing paragraph (d).

Par. 8. Paragraph 12 of the appendix
to the notice of proposed rule making
is changed by eliminating the proposed
amendment of that portion of paragraph
(a) of § 1.403(a)-2 which precedes sub-
paragraph (1),

Par. 9, Section 1.404(a)-8, as set forth
in paragraph 16 of the appendix to the
notice of proposed rule making, is re-
vised by changing paragraph (a)(2),
(Sec. 7805 of the Internal Revenue Code of
1954 (69A Stat. 917; 26 U.S.C. 7805) )

[searL] MORTIMER M. CAPLIN,
Commissioner of Internal Revenue,

Approved: September 10, 1963,

STANLEY S. SURREY, -
Agssistant Secretary of the
Treasury.

In order to conform the Income Tax
Regulations (26 CFR Part 1) to sections
2 (in part), 3, and 4 of the Self-Em-
ployed Individuals Tax Retirement Act
of 1962 (76 Stat. 815, 819, 821), such
regulations are amended as follows:

ParacrarH 1. Section 1.72 is amended
by revising section 72(d) (2), by redes-
Ignating subsection (m) of section 72 as
Subsection (o) and inserting after sub--
section ()Y new subsections (m) and
(n), and by adding a historical note.
These amended and added provisions
read as follows:

§L.72 Statutory provisions; annuities;
certain proceeds of endowment and
life insurance contracts.

SEC. T2. Annuities; certain proceeds of en-
dowment and life insurance contracts, * * *

(d) Employees’ annuities. * * *

(2) Special rules for application of para-
graph (1). For purposes of paragraph (1)—

(A) It the employee died before any
amount was recelved as an annuity under
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the contract, the words “recelvable by the
employee” shall be read ag “receivable by a
beneficiary of the employee'; and

(B) Any contribution made with respect
to the contract while the employee is an
employee within the meaning of section
401(c) (1) which is not allowed as a deduc-
tion under section 404 shall be treated as
consideration for the contract contributed
by the employee.

* - * - *

(m) Special rules applicable to employee
annuities eand distributions under employee
plans—(1) Certain amounts received before
annuity starting date. Any amounts re-
ceived under an annuity, endowment, or life
insurance contract before the annulty start-
ing date which are not received as an ‘an-
nuity (within the meaning of subsection
(e) (2)) shall be included in the recipient’s
gross income for the taxable year in which
received to the extent that—

(A) Such amounts, plus all amounts
theretofore received under the contract and
includible in gross income under this para-
graph, do not exceed

(B) The aggregate premiums or other con-
sideration paid for the contract while the
employee was an owner-employee which were
allowed as deductions under section 404 for
the taxable year and all prior taxable years.

Any such amounts so received which are
not includible in gross income under this
paragraph shall be subject to the provisions
of subsection (e).

(2) Computation of consideration paid by
the employee. In computing—

(A) The aggregate amount of premiums
or other consideration paid for the contract
for purposes of subsection (c)(1)(A) (re-
lating to the investment in the contract),

(B) The consideration for the contract
contributed by the employee for purposes of
subsection (d)(1) (relating to employee's
contributions recoverable in 3 years), and

(C) The aggregate premiums or other con-
sideration paid for purposes of subsection
(e)(1)(B) (relating to certain amounts
not received as an annuity),

any amount allowed as a deduction with
respect to the contract under section 404
which was paid while the employee was an
employee within the meaning of section 401
(c) (1) shall be treated as consideration con-
tributed by the employer, and there shall
not be taken into account any portion of
the premiums or other consideration for the
contract pald while the employee was an
owner-employee which is properly allocable
(as determined under regulations prescribed
by the Secretary or his delegate) to the cost
of life, accident, health, or other insurance.

(3) Life insurance contracts. (A) This
paragraph shall apply to any life insurance
contract—

(1) Purchased as a part of a plan described
in section 403(a), or

(i1) Purchased by a trust described in sec-
tion 401(a) which Is exempt from tax under
section 501(a) if the proceeds of such con-
tract are payable directly or indirectly to a
participant in such trust or to a beneficlary
of such participant.

(B) Any contribution to a plan described
in subparagraph (A) (1) or a trust described
in subparagraph (A)(il) which s allowed
as a deduction under section 404, and any
income of a trust described in subparagraph
(A) (i1), which is determined in accordance
with regulations prescribed by the Secretary
or his delegate to have been applied to pur-
chase the life insurance protection under a
contract described in subparagraph (A), is
includible in the gross income of the par-
ticipant for the taxable year when so applied.

(C) In the case of the death of an Indi-
vidual insured under a contract described in
subparagraph (A), an amount equsal to the
cash surrender value of the contract imme-
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diately before the death of the insured shall
be treated as a payment under such plan or
a distribution by such trust, and the excess
of the amount payable by reason of the death
of the insured over such cash surrender
value shall not be includible in gross income
under this section and shall be treated as
provided in section 101.

(4) Amounts constructively received—(A)
Assignments or pledges. If during any tax-
able year an owner-employee assigns (or
agrees to assign) or pledges (or agrees to
pledge) any portion of his interest In a trust
described in section 401(a) which Is exempt
from tax under section 501(a) or any portion
of the value of a contract purchased as part
of a plan described in section 403(a), such
portion shall be treated as having been re-
ceived by such owner-employee as a distribu-
tion from such trust or as an amount received
under the contract.

(B) Loans on-contracts. If during any
taxable year, an owner-employee receives,
directly or indirectly, any amount from any
insurance company as a loan under a con-
tract purchased by a trust described in sec-
tion 401(a) which is exempt from tax under
section 501(a) or purchased as part of a
plan described in section 403(a), and issued
by such insurance company, such amount
shall be treated as an amount received under
the contract.

(5) Penalties applicadle to certain amounts
received by owner-employees. (A) This
paragraph shall apply—

(i) To amounts (other than any amount
received by an individual in his capacity as
a policyholder of an annuity, endowment, or
life insurance contract which is in the nature
of a dividend or similar distribution) which
are received from a qualified trust described
in section 401(a) or under a plan described
in section 403(a) and which are received by
an individual, who is, or has been, an owner-
employee, before such individual attains the
age of 5914 years, for any reason other than
the Individual’s becoming disabled (within
the meaning of section 213(g) (3) ), but only
to the extent that such amounts are attri-
butable to contributions paid on behalf of
such individual (whether or not paid by
him) while he was an owner-employee,

(ii) To amounts which are received from
a qualified trust described in section 401(a)
or under a plan described in section 403(a)
at any time by an individual who is, or has
been, an owner-employee, or by the successor
of such individual, but only to the extent
that such amounts are determined, under
regulations prescribed by the Secretary or
his delegate, to exceed the benefits provided
for such individual under the plan formula,
and

(ii1) To amounts which are received, by
an individual who is, or has been, an owner-
employee, by reason of the distribution under
the provisions of section 401(e) (2) (E) of his
entire interest In all qualified trusts described
in section 401(a) and in all plans described
in section 403(a).

(B)(1) If the aggregate of the amounts
to which this paragraph applies received by
any person in his taxable year equals or ex-
ceeds $2,500, the increase In his tax for the
taxable year in which such amounts are re-
ceived and attributable to such amounts
shall not be less than 110 percent of the
aggregate Increase in taxes, for the taxable
year and the 4 immediately preceding taxable
years, ‘which would have resulted if such
amounts had been included in such person's
gross income ratably over such taxable years.,

(ii) If deductions have been allowed under
section 404 for contributions pald on behalf
of the individual while he Is an owner-em-
ployee for a number of prior taxable years
less than 4, clause (i) shall be applied by
taking into account a number of taxable
years immediately preceding the taxable year
in which the amount was so received equal
to such lesser number.
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(C) If subparagraph (B) does not apply
to a person for the taxable year, the increase
in tax of sueh person for the taxable year
attributable to the amounts to which this
paragraph applies shall be 110 percent of
such increase (computed without regard to
this subparagraph).

(D) Subpargraph (A)(ii) of this para-
graph shall not apply to any amount to which
section 402(a) (2) or 403(a) (2) applies.

(E) For special rules for computation of
taxable income for taxable years to which
this paragraph applles, see subsection (n) (3).

(6) Owner-employee defined. For pur-
poses of this subsection, the term “owner-
employee” has the meaning assigned to it
by section 401(c) (8).

(n) Treatment of certain distributions
with respect to contributions by self-em-
ployed individuals—(1) Application of sub-
section—(A) Distributions by employees’
trust., Subject to the provisions of subpara-
graph (C), this subsection shall apply to
amounts distributed to a distributee, in the
case of an employees’ trust described In
section 401(a) which is exempt from tax
under section 501(a), if the total distri-
butions payable to the distributee with
respect to an employee are pald to the dis-
tributee within one taxable year of the
distributee—

(i) On account of the employee’s death,

(11) After the employee has attained the
age of 5914 years, or

(ill) After the employee has become dis-
abled (within the meaning of section 213(g)
(3)).

(B) Annuily plans. Subject to the pro-
visions of subparagraph (C), this subsection
shall apply to amounts paid to a payee, In
the case of an annuity plan described in
section 403(a), if the total amounts payable
to the payee with respect to an employee are
paid to the payee within one taxable year
of the payee—

(i) On account of the employee’s death,

(ii) After the employee has attained the
age of 594 years, or

(iil) After the employee has become dis-
abled (within the meaning of section 213

g)(3)).
§ (C) Limitations and exceptions. This
subsection shall apply—

(1) Only with respect to so much of any
distribution or payment to which (without
regard to this subparagraph) subparagraph
(A) or (B) applies as is attributable to con-
tributions made on behalf of an employee
while he was an employee within the mean-
ing of section 401(c) (1).and

(ii) If the recipient is the employee on
whose behalf such contributions were made,
only if contributions which were allowed as
a deduction under section 404 have been
made on behalf of such employee while he
was an employee within the meaning of
section 401(c)(1) for 5 or more taxable
years prior to the taxable year in which the
total distributions payable or total amounts
payable, as the case may be, are paid.

This subsection shall not apply to amounts
described in clauses (ii) and (iii) of sub-
paragraph (A) of subsection (m)(5) (but,
in the case of amounts described in clause
(ii) of such subparagraph, only to the extent
that subsectlon (m)(5) applies to such
amounts).,

(2) Limitation of tazx. In any case to
which this subsection applies, the tax at-
tributable to the amounts to which this
subsection applies for the taxable year In
which such amounts are received shall not
exceed whicheyver of the following is the
greater:

(A) 5 times the increase in tax which
would result from the inclusion in gross
income of the recipient of 20 percent of so
much of the amount so received as is in-
cludible in gross income, or

(B) 5 times the increase in tax which
would result if the taxable income of the

. subsection or subsection (m)(5)
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reciplent for such taxable year equaled 20
percent of the amount of the taxable income
of the recipient for such taxable year de-
termined under paragraph (3) (A).

(3) Determination of tazable income.
Notwithstanding section 63 (relating to
definition of taxable income), for purposes
only of computing the tax under this chap-
ter attributable to amounts to which this
applies
and which are Includible in gross income—

(A) The taxable income of the reclpient
for the taxable year of receipt ghall be treated
as being not less than the amount by which
(i) the aggregate of such amounts so in-
cludible in gross income exceeds (i) the
amount of the deductions allowed for such
taxable year under section 151 (relating to
deductions for personal exemptions); and

(B) In making ratable inclusion compu-
tations under paragraph (5)(B) of subsec-
tion (m), the taxable income of the recipient
for each taxable year involved In such ratable
inclusion shall be treated as being not less
than the amount required by such paragraph
(6) (B) to be treated as Includible In gross
income for such taxable year.

In any case in which the preceding sentence
results In an increase in taxable income for
any taxable year, the resulting increase in
the taxes imposed by sectlon 1 or 3 for such
taxable year shall not be reduced by any
credit under part IV of subchapter A (other
than section 31 thereof) which, but for this
sentence, would be allowable.

(0) Cross reference. For limitation on ad-
Justments to basis of annuity contracts sold,
see section 1021,

[Sec. 72 as amended by sec. 4 (a), (b), Self-
Employed Individuals Tax Retirement Act
1062 (76 Stat, 821) ]

PAR. 2. Paragraph (d) of §1.72-1 is
amended to read as follows:

§ 1.72-1 Introduction.

- * o - L]

(d) “Amounts not received as an an-
nuity”. In the case of “amounts not
received as an annuity”, if such amounts
are received after an annuity has begun
and during its continuance, amounts so
received are generally includible in the
gross income of the recipient. Amounts
not received as an annuity which are
received at any other time are generally
includible in the gross income of the
recipient only to the extent that such
amounts, when added to all amounts
previously received under the contract
which were excludable from the gross
income of the recipient under the income
tax law applicable at the time of receipt,
exceed the premiums or other considera-
tion paid (see § 1.72-11). However, if the
aggregate of premiums or other consid-
eration paid for the contract includes
amounts for which a deduction was al-
lowed under section 404 as contributions
on behalf of an owner-employee, the
amounts received under the circum-
stances of the preceding sentence shall
be includible in gross income until the
amount so included equals the amount
for which the deduction was so allowed.
See paragraph (b) of § 1.72-17.

Par. 3. Paragraphs (a) (1) and (¢) (2)
of §1.72-6 are amended to read as fol-
lows:

§ 1.72—6 Investment in the contract,

(a) Generalrule. (1) For the purpose
of computing the “investment in the
contract”, it is first necessary to deter-
mine the “aggregate amount of premi-

ums or other consideration paid” for
such contract. See section 72(c) (1),
This determination is made as of the
later of the annuity starting date of the
contract or the date on which an amount
is first received thereunder as an an-
nuity., The amount so found is then
reduced by the sum of the following
amounts in order to find the investment
in the contract:

(i) The total amount of any return
of premiums or dividends received (in-
cluding unrepaid loans or dividends ap-
plied against the principal or interest
on such loans) en or before the date on
which the foregoing determination is
made, and

(ii) The total of any other amounts
received with respect to the contract on
or before such date which were ex-
cludable from the gross income of th
recipient under the income tax law ap-
plicable at the time of receipt.

Amounts to which subdivision (ii) of this
subparagraph applies shall include, for
example, amounts considered to be re-
turn of premiums or other consideration
paid under section 22(b) (2) of the In-
ternal Revenue Code of 1939 and
amounts considered to be an employer-
provided death benefit under section
22(b) (1) (B) of such Code. For rules
relating to the extent to which an em-
ployee or his beneficiary may include
employer contributions in the aggregate
amount of premiums or other considera-
tion paid, see § 1.72-8. If the aggregate
amount of premiums or other considera-
tion paid for the contract includes
amounts for which deductions were al-
lowed under section 404 as contributions
on behalf of a self-employed individual,
such amounts shall not be included in
the investment in the contract.
* - - - *

(e) Special rules.* * *

(2) For special rules relating to the
determination of the investment in the
contract where employer contributions
are involved, see § 1.72-8. See also para-
graph (b) of § 1.72-16 for a special rule
relating to the determination of the pre-
miums or other consideration paid for a
contract where an employee is taxable
on the premiums paid for life insurance
protection that is purchased by and con-
sidered to be a distribution from an
exempt employees’ trust.

Par. 4. Paragraph (a)(2) of § 1.72-11
is amended to read as follows:

§ 1.72-11 Amounts not received as an-
nuity payments.

(a) Introductory.** *

(2) The principles of this section ap-
ply, to the extent appropriate thereto,
to amounts paid which are taxable under
section 72 (except section 72(e) (3)) 1n
accordance with sections 402 and 403
and the regulations thereunder. How-
ever, if contributions used to purchase
the contract include amounts for which
a deduction was allowed under section
404 as contributions on behalf of an
owner-employee, the rules of this section
are modified by the rules of paragraph
(b) of §1.72-17. Further, in applying
the provisions of this section, the agere-
gate premiums or other consideration
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paid shall not include contributions on
behalf of self-employed individuals to
the extent that deductions were allowed
under section 404 for such contributions.
Nor, shall the aggregate of premiums or
other consideration paid include amounts
used to purchase life, accident, health,
or other insurance protection for an
owner-employee. See paragraph (b) (4)
of §1.72-16 and paragraph (c) of
§ 1.72-17. The principles of this section
also apply to payments made in the
manner describéd in paragraph (b)(3)
() of §1.72-2.

Par. 5. Paragraph (a) of § 1.72-13 is
amended by adding at the end thereof
the following new subparagraph:

§ 1.72-13 Special
contributions recoverable in
years.

(a) Amounts received as an annuity.

(5) For purposes of section 72(d),
contributions which are made with re-
spect to a self-employed individual and
which are allowed as a deduction under
section 404(a) are not considered con-
tributions by the employee, but such
contributions are considered contribu-
tions by the employer. A contribution
which is deemed paid in a prior taxable
year under the provisions of section

404(a) (6) shall be considered made with

respect to a self-employed individual if

the individual on whose behalf the con-
tribution is made was self-employed for
the taxable year in which the contribu-
tion is deemed paid, whether or not such
individual is self-employed at the time
the contribution is actually paid. Con-
tributions with respect to a self-em-
ployed individual who is an owner-em-
ployee used to purchase life, accident,
health, or other insurance protection for
such owner-employee shall not be treated
as consideration for the contract con-
tributed by the employee in computing
the employee contributions for purposes
of section 72(d).

Par. 6. There are inserted immediately
after paragraph (f) of § 1.72-15 a new
baragraph (g) and néw §§1.72-16
through 1.72-18. These added provisions
read as follows:

§ L.72-15 Applicability of section 72 to
accident or health plans.
. - - - -

(g) Payments to or on behalf of a
self-employed individual. A self-em-
Ployed individual is not considered an
t‘mployee for purposes of section 105, re-
lating to amounts received by employees
under accident and health plans, nor for
burposes of excluding under section
104(a) (3) amounts reeeived by him un-
der an aceident and health plan as re-
ferred to in section 105(e). See section
105(g) and paragraph (a) of § 1.105-1,
Therefore, the other paragraphs of this
Section are not applicable to amounts
Teceived by or on behalf of a self-em-
DPloyed individual. Except where acci-
dent or health benefits are provided
through an insurance contract or an
arrangement having the effct of insur-
ance, all amounts received by or on be-
half of g self-employed individual from

rule for employee
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a plan described in section 401(a) and
exempt under section 501(a) or a plan
described in section 403(a) shall be taxed
as otherwise provided in section 72, 402,
or 403. If the accident or health bene-
fits are paid under an insurance con-
tract or under an arrangement having
the effect of insurance, section 104(a) (3)
shall apply. Section 72 shall not apply
to any amounts received under such cir-
cumstances. For the treatment of the
amounts paid for such accident or health
benefits, see section 404(e) (3) and para-
graph (f) of § 1.404(e)-1.

§ 1.72-16 Life insurance contracts pur-
chased under qualified employee
plans.

(a) Applicability of section. This sec-
tion provides rules for the tax treatment
of premiums paid under qualified pen-
sion, annuity, or profit-sharing plans for

the purchase of life insurance contracts

and rules for the tax treatment of the
proceeds of such a life insurance con-
tract and of annuity contracts purchased
under such plans. For purposes of this
section, the term “life insurance con-
tract” means a retirement income, an
endowment, or other contract providing
life insurance protection. The rules of
this section apply to plans covering only
common-law employees as well as to
plans covering self-employed individuals.

(b) Treatment of cost of life insurance
protection. (1) The rules of this para-
graph are applicable to any life insur-
ance contract—

(i) Purchased as a part of a plan de-
scribed in section 403(a), or

(ii) Purchased by a trust described
in section 401(a) which is exempt from
tax under section 501(a) if the proceeds
of such contract are payable directly or
indirectly to a participant in such trust
or to a benefiiciary of such participant,

The proceeds of a contract deseribed in
subdivision (ii) of this subparagraph
will be considered payable indirectly to a
participant or beneficiary of such par-
ticipant where they are payable to the
trustee but under the terms of the plan
the trustee is required to pay over all of
such proceeds to the beneficiary.

(2) If under a plan or trust described
in subparagraph (1) of this paragraph,
amounts which were allowed as a deduc-
tion under section 404, or earnings of
the trust, are applied toward the pur-
chase of a life insurance contract de-
scribed in subparagraph (1) of this
paragraph, the cost of the life insurance
protection under such contract shall be
included in the gross income of the par-
ticipant for the taxable year or years in
which such contributions or earnings are
so applied.

(3) If the amount payable upon death
at any time during the year exceeds the
cash value of the insurance policy at the
end of the year, the entire amount of
such excess is considered current life
insurance protection. The cost of such
insurance will be considered to be a
reasonable net premium cost, as de-
termined by the Commissioner, for such
amount of insurance for the appropriate
period.

(4) The amount includible in the
gross income of the employee under this
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paragraph shall be considered as premi-
ums or other consideration paid or con-
tributed by the employee only with re-
spect to any benefits attributable to the
contract (within the meaning of para-
graph (a)(3) of § 1.72-2) providing the
life insurance protection. However, if
under the rules of this paragraph an
owner-employee is required to include
any amounts in his gross income, such
amounts shall not in any case be treated
as part of his investment in the contract.

(5) The determination of the cost of
life insurance protection may be illus-
trated by the following example:

Example. An annual premium policy pur-
chased by a qualified trust for a common-
law employee provides an annuity of $100
per month upon retirement at age 65, with
a minimum death benefit of $10,000, K The
insurance payable If death occurred in the
first year would be $10,000. The cash value
at the end of the first year is 0. The net
insurance is therefore $10,000 minus 0, or
$10,000. Assuming that the Commissioner
has determined that a reasonable net pre-
mium cost for the employee’s age is $5.85
per $1,000, the premium for $10,000 of life
insurance is therefore $58.50, and this is the
amount to be reported as income by the
employee for his taxable year In which the
premium is paid. The balance of the pre-
mium is the amount contributed for the
annulty, which is not taxable to the em-
ployee under a plan meeting the require-
ments of section 401(a), except as provided
under section 402(a). Assuming that the
cash value at the end of the second year is
$500, the net insurance would then be 89,5600
for the second year. With a net 1-year term
rate of $6.30 for the employee's age in the
second year, the amount to be reported as
income to the employee would be $59.85.

(6) This paragraph shall not apply if
the trust has a right under any circum-
stances to retain any part of the proceeds
of the life insurance contract. But see
paragraph (c¢) (4) of this section relat-
ing to the taxability of the distribution
of such proceeds to a beneficiary.

(c) Treatment of proceeds of life in-
surance and annuity contracts. (1) If
under a qualified pension, annuity, or
profit-sharing plan, there is purchased
either—

(1) A life insurance contract described
in paragraph (b) (1) of this section, and
the employee either paid the cost of the
insurance or was taxable on the cost of
the insurance under paragraph (b) of
this section, or

(ii) An annuity contract,

the amounts payable under any such
contract by reason of the death of the
employee are taxable under the rules of
subparagraph (2) of this paragraph, ex-
cept in the case of a joint and survivor
annuity.

(2) (i) In the case of an annuity con-
tract, the death benefit is the accumula-
tion of the premiums (plus earnings
thereon) which is intended to fund pen-
sion or other deferred benefits under a
pension, annuity, or profit-sharing plan.
Such death benefits are not in the nature
of life insurance and are not excludable
from gross income under section 101(a),

(i) In the case of a life insurance
contract under which there is a reserve
accumulation which is intended to fund
pension or other deferred benefits under
a pension, annuity, or profit-sharing
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plan, such reserve accumulation con-
stitutes the source of the cash value of
the contract and approximates the
amount of such cash value. The por-
tion of the proceeds paid upon the death
of the insured employee which is equal
to the cash value immediately before
death is not excludable from gross in-
come under section 101(a). The re-
maining portion, if any, of the proceeds
paid to the beneficiary by reason of the
death of the insured employee—that is,
the amount in excess of the cash value—
constitutes current insurance protection
and is excludable under section 101(a).

(iii) The death benefit under an annu-
ity contract, or the portion of the death
proceeds under a life insurance contract
which is equal to the cash value of the
contract immediately before death, con-
stitutes a distribution under the plan
consisting in whole or in part of deferred
compensation and is taxable to the bene-
ficiary in accordance with section 72(m)
(3) and the provisions of this paragraph,
except to the extent that the limited ex-
clusion from income provided in section
101(b) is applicable,

(iv) In the case of a life insurance
contract under which the benefits are
paid at a date or dates later than the
death of the employee, section 101(d) is
applicable only to the portion of the
benefits which is attributable to the
amount excludable under section 101(a).
The portion of such benefits which is
attributable to the cash value of the con-
tract immediately before death is taxable
under section 72, and in such case, any
amount excludable under section 101(b)
is treated as additional consideration
paid by the employee in accordance with
section 101(b) (2) (D).

(3) The application of the rules under
subparagraph (2) of this paragraph with
respect to the taxability of proceeds of a
life insurance contract paid by reason of
the death of an insured common-law
employee who has paid no contributions
under the plan is illustrated by the fol-
lowing examples:

Ezample (1).

Total face amount of the contract
payable In a lump sum at time of
N e o e S s e b R e gt $25, 000
Cash value of the contract immedi-
ately before death. e e 11, 000
Excess over cash value, excludable
under section 101(a). - .. $14, 000

Cash value subject to limited exclu-
sion under section 101(b) ...
Excludable under section 101(b)
(assuming that there is no other
death benefit paid by or on behalf
of any employer with respect to
the employee) e cccmm e

11, 000

5, 000

Balance taxable In accordance with
section 402(a)(2) or 403(a)(2)
(assuming a total distribution in
one taxable year of the distribu-
tee)

Portion of premiums taxed to em-
ployee under the provisions of
paragraph (b) of this section
and considered as contributions
of the emMployee. . ceccacmcccman--

6, 000

Balance taxable as long-term capi-
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Ezample (2). The facts are the same as
in example (1), except that the contract pro-
vides that the beneficiary may elect within
60 days after the death of the employee
either to take the $25,000 or to receive 10
annual installments of 3,000 each, and the
beneficiary elects to receive the 10 install-
ments. In addition, the employee’s rights to
the cash value immediately before his death
were forfeitable at least to the extent of
$5,000. Section 101(d) is applicable to the
amount excludable under section 101(a),
that is, $14,000, The portion of each annual
installment of $3,000 which is attributable to
this $14,000 is determined by allocating each
installment in accordance with the ratio
which this $14,000 bears to the total amount
which was payable at death ($25,000). Ac-
cordingly, the portion of each annual install-
ment which is subject to section 101(d) is
$1,680 (1465 of $3,000), of which 81,400 (140 of
$14,000) is excludable under section 101(a),
and the remaining $280 is includible in the
gross income of the beneficiary. However, if
the beneficlary is a surviving spouse as de-
fined in section 101(d)(3), the exclusion
provided by section 101(d) (1) (B) is appli-
cable to such $280. The remaining portion
of each annual $3,000 installment, $1,320, is
attributable to the cash value of the contract
and is treated under section 72, as follows:

Amount actually contributed by the
oy e e e e R $0

Amount considered contributed by
employee by reason of section
101(b)

Portion of premiums taxed to em-
ployee under the provisions of par-
agraph (b) of this section and
considered as contributions of
the employee. .. oo oo

85, 000

$940

$5, 940
$13, 200

Investment in the contract. .. .. ...
Expected return, 10x$1,820________
Exclusion ratio, $5,040--$18,200-...
Annual exclusion, 045X $1,820_.___

Accordingly, $594 of the $1,320 portion of
each annual installment is excludable each
year under section 72, and the remaining
$726 is includible. Thus, if the beneficiary
is not a surviving spouse, a total of $1,006
(8280 plus $726) of each annual $3,000 in-
stallment is includible in income each year.
If the beneficlary is a surviving spouse, and
can exclude all of the $280 under section 101
(d) (1) (B), the amount includible in gross
income each year is $726 of each annual
$3,000 installment.

(4) If an employee neither paid the
total cost of the life insurance protection
provided under a life insurance contract,
nor was taxable under paragraph (b) of
this section with respect thereto, no part
of the proceeds of such a contract which
are paid to the beneficiaries of the em-
ployee as a death benefit is excludable
under section 101(a). The entire dis-
tribution is taxable to the beneficiaries
under section 402(a) or 403(a) except
to the extent that a limited exclusion
may be allowable under section 101(b).

§ 1.72-17 Special riles applicable to
owner-employees.

(a) In general. Under section 401(c)
and section 403(a) , certain self-employed
individuals may participate in qualified
pension, annuity, and profit-sharing
plans, and the amounts received by such
individuals from such plans are taxable
under section 72. Section 72 (m) and
this section contain special rules for the
taxation of amounts received from quali-
fied pension, profit-sharing, or annuity
plans covering an owner-employee., For

purposes of section 72 and the regula-
tions thereunder, the term “employee”
shall include the self-employed indi-
vidual who is treated as an employee by
section 401(c) (1) (see paragraph (b) of
§ 1.401-10), and the term “owner-
employee” has the meaning assigned to
it in section 401(c) (3) (see paragraph
(d) of § 1.401-10). See also paragraph
(a) (2) of § 1.401-10 for the rule for de-
termining when a plan covers an owner-
employee. For purposes of this section,
a self-employed individual may not treat
as consideration for the contract contrib-
uted by the employee any contributions
under the plan for which deductions
were allowed under section 404 and
which, consequently, are considered em-
ployer contributions.

(b) Certain amounts received before
annuity starting date. (1) The rules of
this paragraph are applicable to amounts
received from a qualified pension, profit-
sharing, or annuity plan by an employee
(or his beneficiary) who is or was an
owner-employee with respect to such
plan when such amounts—

(i) Are received before the annuity
starting date; and

(ii) Are not received as an annuity.

For the definition of annuity starting
date, see paragraph (b) of § 1.72-4 and
subparagraph (4) of this paragraph. As
to what constitutes amounts not received
as an annuity, see paragraphs (c¢) and
(d) of §1.72.11.

(2) Amounts to which this paragraph
applies shall be included in the recipi-
ent’s gross income for the taxable year
in which received. However, the sum
of the amounts so included under this
subparagraph in all taxable years shall
not exceed the aggregate deductions al-
lowed under section 404 for premiums or
other consideration paid under the plan
on behalf of the employee while he was
an owner-employee, including any such
deductions taken in the taxable year of
receipt.

(3) Any amounts to which this para-
graph applies and which are not included
in gross income under the rules of sub-
paragraph (2) of this paragraph shall
be subject to the provisions of section
72(e) (except paragraph (3) thereof)
and § 1.72-11. .

(4) Under section 401(d) (4), a quali-
fied pension, profit-sharing, or annuity
plan may not provide for distributions
to an owner-employee before he reaches
age 59 years, except in the case of his
earlier disability (within the meaning
of section 213(g) (3)). ‘Therefore, in the
case of a distribution from a qualified
plan to an individual for whom contribu-
tions have heen made to the plan as an
owner-employee, the annuity starting
date cannot be prior to the time such
individual attains the age 59', years
unless he is entitled to beneflts before
reaching such age hecause of his dis-
ability (within the meaning of section
213(g) (3)).

(5) The rules of this paragraph are
not applicable to amounts credited fo an
individual in his capacity as a policy-
holder of an annuity, endowment, or life
insurance contract which are in the na-
ture of a dividend or refund of premium,
and which are applied in accordance with
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paragraph (a)(4) of §1.404(a)-8 to-
wards the purchase of benefits under the
policy.

(6) The rules of this paragraph may
pe illustrated by the following example:

Ezample. B, a self-employed Individual,
received $8,000 as a distribution under a
qualified pension plan before the annuity
starting date. At the time of such distribu-
tion, $10,000 had been contributed (the whole
amount being allowed as a deduction) under
the plan on behalf of such individual while
he was a common-law employee and $5,000
had been contributed under the plan on his
behalf while he was an owner-employee, of
which $2,600 was allowed as a deduction. In
addition, B had contributed 81,000 on his
own behalf as an employee under the plan,
Of the $8,000, $2,500 (the amount allowed as
a deduction with respect to contributions on
behalf of the individual while he was an
owner-employee) is includible in gross in-
come under subparagraph (2) of this para-
graph. With respect to the remaining 85,500,
B has a basis of $3,500, consisting of the
$2,500 contributed on his behalf while he
was an owner-employee which was not al-
lowed as & deduction and the $1,000 which
B contributed as an employee. The differ-
ence between the $5,500 and B's basis of
#3,500, or $2,000, is includible in gross income
under section 72(e). y

(c) Amounts paid for life, accident,
health, or other insurance. Amounts
used to purchase life, accident, health,
or other insurance protection for an
owner-employee shall not be taken into
account in computing the following:

(1) The aggregate amount of premi-
ums or other consideration paid for the
contract for purposes of determining
the investment in the contract under
section 72(e) (1) (A) and § 1.72-6;

(2) The consideration for the con-
tract contributed by the employee for
purposes of section 72(d) (1) and § 1.72-
13, which provide the method of taxing
employees’ annuities where the em-
ployee’s contributions will be recoverable
within 3 years; and

(3) The aggregate premiums or other
considerasion paid for purposes of sec-
tion 72(e) (1) (B) and § 1.72-11, which
provide the rules for taxing amounts not
received as annuities prior to the annuity
starting date.

The cost of stich insurance protection
will be considered to be a reasonable net
bremium cost, as determined by the
Commissioner, for the appropriate
period.

(d) Amounts constructively received.
(1) If during any taxable year an owner-
employee assigns or pledges (or agrees

to assign or pledge) any portion of his

inferest in a trust deseribed in section
401(a) which is exempt from tax under
Section 501(a), or any portion of the
value of a contraet purchased as part of
a plan deseribed in section 403(a), such
bortion shall be treated as having been
received by such owner-employee as a
distribution from the trust or as an
amount received under the contract dur-
Ing such taxable year.

(2) If during any taxable year an
Owner-employee receives, either directly
Or indirectly, any amount from any in-
Surance company as a loan under a con-
tract purchased by a trust described in
section 401(a) which is exempt from tax
under section 501(a) or purchased as
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part of a plan described in section
403(a), and issued by such insurance
company, such amount shall be treated
as an amount received under the con-
tract during such taxable year. An
owner-employee will be considered to
have received an amount under a con-
tract if a premium, which is otnerwise
in default, is paid by the insurance com-
pany in the form of a loan against the
cash surrender value of the contract.
Further, an owner-employee will be con-
sidered to have received an amount to
which this subparagraph applies if an
amount is received from the issuer of a
face-amount certificate as a loan under
such a certificate purchased as part of
a qualified trust or plan.

(e) Penalties applicable to certain
amounts received by owner-employees.
(1) (1) The rules of this paragraph are
applicable to amounts, to the extent in-
cludible in gross income, received from
a trust described in section 401(a) or
under a plan described in section 403(a)
by or on behalf of an individual who is
or has been an owner-employee with re-
spect to such plan or trust—

(@) Which are received before the
owner-employee reaches the age 59%
years and which are attributable to con-
tributions paid on behalf of such owner-
employee (whether or not paid by him)
while he was an owner-employee (see
subdivision (ii) of this subparagraph),

(b) Which are in excess of the bene-
fits provided for such owner-employee
under the plan formula (see subdivision
(iii) of this subparagraph), or

(¢) Which are received by reason of
a distribution of the owner-employee’s
entire interest under the provisions of
section 401 (e) (2) (E), relating to excess
contributions on behalf of an owner-
employee which are willfully made.

(ii) The amounts referred to in sub-
division (i) (@) of this subparagraph do
not include—

(a) Amounts received by reason of the
owner-employee becoming disabled with-
in the meaning of section 213(g) (3), or

(b) Amounts received by the owner-
employee in his capacity as a policy-
holder of an annuity, endowment, or life
insurance contract which are in the na-
ture of a dividend or similar distribution.

Amounts attributable to contributions
paid on behalf of an owner-employee and
which are paid to a person other than
the owner-employee before the owner-
employee dies or reaches the age 591
shall be considered received by the own-
er-employee for purposes of this para-
graph.

(iii) This paragraph applies to
amounts deseribed in subdivision ) (b)
of this subparagraph (relating to excess
benefits) even though a portion of such
amounts may be attributable to contribu-
tions made on behalf of an individual
while he was not an owner-employee and
even though the amounts are received
by his successor. However, these
amounts do not include the portion of a
distribution to which section 402(a) (2)
or 403(a) (2) (relating to certain total
distributions in one taxable year) ap-
plies.

(iv) (a) For purposes of subdivision
(i) (a) of this subparagraph, the portion
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of any distribution or payment attribut-
able to contributions on behalf of an
employee-participant while he was an
owner-employee includes the contribu-
tions made on his behalf while he was
an owner-employee and the increments
in value attributable to such contribu-
tions.

(b) The increments in value of an
individual's account may be allocated to
contributions on his behalf while he was
an owner-employee either by maintain-
ing a separate account, or an accounting,
which reflects the actual increment at-
tributable to such contributions, or by
the method described in (¢) of this sub-
division.

(¢) Where an individual is covered
under the same plan both as an owner-
employee and as a nonowner-employee,
the portion of the increment in value of
his interest attributable to contributions
made on his behalf while he was an
owner-employee may be determined by
multiplying the total increment in value
in his account by a fraction. The nu-
merator of the fraction is the total con-
tributions made on behalf of the indi-
vidual as an owner-employee, weighted
for the number of years that each con-
tribution was in the plan. The denom-
inator is the total contributions made
on behalf of the individual, whether or
not an owner-employee, weighted for
the number of years each contribution
was in the plan. The contributions are
weighted for the number of years in the
plan by multiplying each contribution by
the number of years it was in the plan.
For purposes of this computation, any
forfeiture allocated to the account of the
individual is treated as a contribution
to the account made at the time so al-
located.

(d) The method described in (¢) of
this subdivision may be illustrated by the
following example:

Ezxample. B was & member of the XYZ
Partnership and a participant in the part-
nership’s profit-sharing plan which was cre-
ated in 1963. Until the end of 1967, B's in-
terest in the partnership was less than 10
percent. On January 1, 1968, B obtained
an Interest in excess of 10 percent in the
partnership and continued to participate in
the profit-sharing plan until 1972. During
1972, prior to the time he attained the age of
501, years and during a time when he was
not disabled, B withdrew his entire interest
in the profit-sharing plan. At that time his
interest was $15,000, $9,600 contributions and
85,400 increment attributable to the contri-
butions. The portion of the increment at-
tributable to contributions while B was an

owner-employee is $667.80, determined as
follows:

A B C
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Total weighted contributions as owner-em-
ployee (1968-1972)-—5,800.
Total weighted contributions—46,900.

5,800
46,900

(2) (1) If the aggregate of the amounts
to which this paragraph applies received
by any person in his taxable year equals
or exceeds $2,500, the tax with respect
to such amount shall be the greater of—

(a) The increase in tax attributable
to the inclusion of the amounts so re-
ceived in his gross income for the taxable
year in which received, or

(b) 110 percent of the aggregate in-
crease in taxes, for such taxable year and
the four immediately preceding taxable
vears, which would have resulted if such
amounts had been included in such per-
son’s gross income ratably over such
taxable years. However, if deductions
were allowed under section 404 for con-
tributions to the plan on behalf of the
individual as an owner-employee for less
than four prior taxable years (whether
or not consecutive), the number of im-
mediately preceding taxable years taken
into account shall be the number of prior
taxable years in which such deductions
were allowed.

(ii) If the aggregate of the amounts
to which this paragraph applies received
by any person in his taxable year is less
than $2,500, the tax with respect to such
amounts shall be 110 percent of the
increase in tax which results from in-
cluding such amounts in the person’s
gross income for the taxable year in
which received.

(3) (i) For purposes of making the
ratable inclusion computations of sub-
paragraph (2) (i) of this paragraph, the
taxable income of the recipient for each
taxable year involved (notwithstanding
section 63, relating to definition of tax-
able income) shall be treated as being
not less than the amount required to be
treated as includible in the taxable year
pursuant to the ratable inclusion.

(ii) For purposes of subparagraph (2)
(i) (@) and "(i) of this paragraph, the
recipient’s taxable income (notwith-
standing section 63, relating to definition
of taxable income) shall be treated as
being not less than the aggregate of the
amounts to which this paragraph applies
reduced by the deductions allowed the
recipient for such taxable year under
section 151 (relating to deductions for
personal exemptions).

(iii) In any ease in which the applica-
tion of subdivision (i) or (ii) of this
subparagraph results in an increase in
taxable income for any taxable year, the
resulting increase in taxes imposed by
section 1 or 3 for such taxable year shall
be reduced by the credit against tax pro-
vided by section 31 (tax withheld on
wages), but shall not be reduced by any
other credits against tax.

(4) The application of the rules of
subparagraphs (2) (i) and (3) of this
paragraph may be illustrated by the
following example:

Ezample. B, a sole proprietor, established
a qualified pension trust to which he made
annual contributions for 10 years of 10 per-
cent of his earned income. B withdrew his
entire interest in the trust during a taxable
year when he was 55 years old and not dis-

$5,400 X =$667.80
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abled and for which, without regard to the
distribution, he had a net operating loss and
for which he is allowed under section 151 a
deduction for one personal exemption. The
portion of the distribution includible in
B’'s gross income 18 $25,600. In addition, B
had a net operating loss for the taxable
year immediately preceding the taxable year
in which he received the distribution from
the trust, The other three taxable years
involved in the computation under subpara-
graph (2) (1) of this paragraph were years
of substantial income. For purposes of de-
termining B's Increase in tax attributable to
the receipt of the $25,600 (before the appli-
cation of the provisions of subparagraph
(2) (1) (b) of this paragraph), B's taxable
income for the year he received the §25,600
is treated, under subparagraph (3) (i) of
this paragraph, as being $25,000 (825,600
minus $600). For purposes of determining
whether 110 percent of the aggregate in-
crease in taxes which would: have resulted
it 20 percent of the amount of the with-
drawal had been included in B's gross in-
come for the year of receipt and for each
of the four preceding taxable years is grecter
(and thus i1s the amount of his increase in
tax attributable to the receipt of the $25,600),
B’s taxable Income for the taxable year of
receipt, and for the immediately preceding
taxable year, is treated, under subparagraph
(8) (1) of this paragraph, as being $5,120
($25,600 divided by 5).

§ 1.72-18 Treatment of certain total
distributions with respect to self-
employed individuals,

(a) In general. The Self-Employed
Individuals Tax Retirement Act of 1962
permits self-employed individuals to be
treated as employees for purposes of
participation in pension, profit-sharing,
and annuity plans desecribed in sections
401(a) and 403(a). In general, amounts
received by a distributee or payee which
are attributable to contributions made
on behalf of a participant while he was
self-employed are taxed in the same
manner as -amounts which are attribut-
able to contributions made on behalf of
a common-law employee. However, such
amounts which are paid in one taxable
year representing the total distributions
payable to a distributee or payee with
respect to an employee are not eligible
for the capital gains treatment of sec-
tion 402(a) (2) or 403(a) (2). This sec-
tion sets forth the treatment of such
distributions, except where such a dis-
tribution is subject to the penalties of
section 72(m) (5) and paragraph (e) of
§ 1.72-17.

(b) Distributions to which this section
applies. (1) (i) Except as provided in

subparagraphs (2) and (3) of this para--

graph, this section applies to amounts
distributed to a distributee in one taxable
year of the distributee in the case of an
employees' trust described in section 401
(a) which is exempt under section 501(a),
or to amounts paid to a payee in one
taxable year of the payee in the case of
an annuity plan desecribed in section 403
(a), which constitute the total distribu-
tions payable, or the total amounts pay-
able, to the distributee or payee with
respect to an employee.

(ii) For the total distributions or
amounts payable to a distributee or
payee to be considered paid within one
taxable year of the distributee or payee
for purposes of this section, all amounts
to the credit of the employee-participant

through the end of such taxable year
which are payable to the distributee or
payee must be distributed or paid within
such taxable year. Thus, the provisions
of this section are not applicable to a
distribution or payment to a distributee .
or payee if the trust or plan retains any
amounts after the close of such taxable
year which are payable to the same dis-
tributee or payee even though the
amounts retained may be attributable to
contributions on behalf of the employee-
participant while he was a common-law
employee in the business with respect to
which the plan was established.

(ifi) For purposes of this section, the
total amounts payable to a distributee
or the amounts to the credit of the em-
ployee do not include United States Re-
tirement Plan Bonds held by a trust to
the credit of the employee. Thus, a dis-
tribution to a distributee by a qualified
trust may constitute a distribution to
which this section applies even though
the trust retains retirement plan bonds
registered in the name of the employee
on whose behalf the distribution is made
which are to be distributed to the same
distributee. Moreover, the proceeds of
a retirement bond received as part of a
distribution which constitutes the total
distributions payable to the distributee
are not entitled to the special tax treat-
ment of this section. See section 405
(d) and paragraph (a)(1) of § 1.405-3.

(iv) If the amounts payable to a dis-
tributee from a qualified trust with re-
spect to an employee-participant in-
cludes an annuity contract, such contract
must be distributed along with all other
amounts payable to the distributee in
order to have a distribution fo which
this section applies. However, the pro-
ceeds of an annuity contract received
in a total distribution will not be entitled
to the tax treatment of this section un-
less the contract is surrendered in the
taxable year of the distributee in which
the total distribution was received.

(v) In the case of a qualified annuity
plan, the term “total amounts” means all
annuities payable to a payee. If more
than one annuity contract is received
under the plan by a distributee, this sec-
tion shall not apply to an amount rc-
ceived on surrender of any such contracts
unless all contracts under the plan pay-
able to the payee are surrendered within
one taxable year of the payee. :

(vi) (@) The provisions of this section
are applicable where the total amounts
payable to a distributee or payee are
paid within one taxable year of the dis-
tributee or payee whether or not a por-
tion of the employee-participant's infer-
est which is payable to another distribu-
tee or payee is paid within the same tax-
able year. However, a distributee or
payee who, in prior taxable years re-
ceived amounts (except amounts de-
seribed in (b) of this subdivision) after
the employee-participant ceases to be
eligible for additional contributions 10
be made on his behalf, does not receive
a distribution or payment to which this
section applies, even though the total
amount remaining to be paid to such
distributee or payee with respect to sucl}
employee is paid within one taxable year.
On the other hand, a distribution to 2
distributee or payee prior to the time
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that the employee-participant ceases to
be eligible for additional contributions
on his behalf does not preclude the ap-
plication of this section to a later distri-
bution to the same distributee or payee.

(b) The receipt of an amount which
constitutes—

(1) A payment in the nature of a
dividend or similar distribution to an
individual in his capacity as a policy-
holder of an annuity, endowment, or life
insurance contract, or

(2) A return of excess contributions
which were not willfully made,

does not prevent the application of this
section to a total distribution even
though the amount is received after the
employee-participant ceases to be eligible
for additional contributions and in a tax-
able year other than the taxable year
in which the total amount is received.

(2) This section shall apply—

(i) Only if the distribution or payment
is made—

(@) On account of the employee'’s
death at any time,

(b) After the employee has attained
the age 59% years, or

(c) After the employee has become
disabled (within the meaning of section
213(g) (3)) ; and

(i) Only to so much of the distribution
or payment as is attributable to con-
tributions made on behalf of an em-
ployee while he was a self-employed in-
dividual in the business with respect to
which the plan was established. Any
distribution or payment, or any portion
thereof, which is not so attributable shall
be subject to the rules of taxation which
apply to any distribution or payment that
Is attributable to contributions on be-
half of common-law employees.

(3) This section shall not apply to—

(i) Distributions or payments to
which the penalty provisions of section
72(m) (5) and paragraph (e) of § 1.72—
17 apply,

(ii) Distributions or payments from a
trust or plan made to or on behalf of an
individual prior to the time such individ-
ual ceases to be eligible for additional
contributions (except the contribution
attributable to the last year of service)
%o be made to the trust or plan on his
behalf as a self-employed individual, and

(iii) Distributions or payments made
to the employee from a plan or trust un-
less contributions which were allowed
as a deduction under section 404 have
been made on behalf. of such employee
a5 a self-employed individual under such
trust, or plan for 5 or more taxable years
(Whether or not consecutive) prior to the
taxable year in which such distributions
Or payments are made. Distributions or
Payments to which this section does not
apply by reason of this subdivision are
taxed as otherwise provided in section
2 (except that section 72(e) (3) is not
applicable) .

(4) The portion of any distribution
Or payment attributable to contributions
°n behalf of an employee-participant
While he was self-employed includes the
contributions made on his behalf while

¢ was self-employed and the inecre-
ments in value attributable to such con-
iributions. Where the amounts to the
Credit of an employee-participant in-
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clude amounts attributable to contri-
butions on his behalf while he was a
self-employed individual and amounts
attributable to contributions on his be-
half while he was a common-law em-
ployee, the increment in value attrib-
utable to the employee-participant’s
interest shall be allocated to the contri-
butions on his behalf while he was self-
employed either by maintaining a sepa-
rate account, or an accounting, which
reflects the actual increment attributable
to such contributions, or by the method
described in paragraph (e) (1) (iv) (¢) of
§ 1.72-17. However, if the latter method
is used, the numerator of the fraction is
the total contributions made on behalf
of the individual as a self-employed in-
dividual, weighted for the number of
years that each contribution was in
the plan.

(¢) Amounts includible in gross in-
come. (1) Where a total distribution
or payment to which this section applies
is made to one distributee or payee and
includes the total amount remaining to
the credit of the employee-participant
on whose behalf the distribution or pay-
ment was made, the distributee or payee
shall include in gross income an amount
equal to the portion of the distribution
or payment which exceeds the employee-
participant’s investment in the contract.
For purposes of this paragraph, the in-
vestment in the contract shall be reduced
by any amounts previously received from
the plan or trust by or on behalf of the
employee-participant which were ex-
cludable from gross income as a return
of the investment in the contract.

(2) In the case of a distribution to
which this section applies and which is
made to more than one distributee or
payee, each element of the amounts to
the credit of an employee-participant
shall be allocated among the several dis-
tributees or payees on the basis of the
ratio of the value of the distributee's
or payee's distribution or payment to
the total amount to the credit of the
employee-participant. The elements to
be so allocated include the investment in
the contract, the increments in valae,
and the portion of the amounts to the
credit of the employee-participant which
is attributable to the contributions on
behalf of the employee-participant while
he was a self-employed individual.

(d) Computation of taz. (1) The tax
attributable to the amounts to which this
section applies for the taxable year in
which such amounts are received is the
greater of—

(1) 5 times the increase in tax which
would result from the inclusion in gross
income of the recipient of 20 percent
of so much of the amount so received as
is includible in gross income, or

(ii) 5 times the increase which would
result if the taxable income of the re-
cipient for such taxable year equaled 20
percent of the excess of the aggregate
of the amounts so received and includible
in gross income over the amount of the
deductions allowed the recipient for such
taxable year under section 151 (relating
to deduction for personal exemptions).

In any case in which the application of
subdivision (ii) of this subparagraph re-
sults in an increase in taxable income
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for any taxable year, the resulting in-
crease in taxes imposed by section 1 or
3 for such taxable year shall be reduced
by the credit against tax provided by
section 31 (tax withheld on wages), but
shall not be reduced by any other credits
against tax.

(2) The application of the rules of
this paragraph may be illustrated by the
following example:

Ezample. B, a sole proprietor, established
a qualified pension trust to which he made
annual contributions for 10 years of 10 per-
cent of his earned income, B withdrew his
entire interest in the trust during a taxable
year for which, without regard to the dis-
tribution, he had a net operating loss and
for which he is allowed under section 151
a deduction for one personal exemption.
At the time of the withdrawal, B was 64 years
old. The amount of the distribution that
is includible In his gross income is $25,600.
Because of B’s net operating loss, the tax
attributable to the distribution is determined
under the rule of subparagraph (1)(il) ot
this paragraph. For purposes of determin-
ing the tax attributable to the $25,600, B's
taxable income for the taxable year in which
he received such amount is treated, under
subparagraph (1) (ii) of this paragraph, as
being 20 percent of $25,000 (825,600 minus
$600 (the deduction allowed for his per-
sonal exemptions)). Thus, under subpar-
agraph (1) of this paragraph, the tax at-
fributable to the $25,600 would be 5 times
the increase which would result if the tax-
able income of B for the taxable year he
received such amount equaled $5,000. B
has had no amounts withheld from wages
and thus is not entitled to reduce the in-
crease in taxes by the credit against tax pro-
vided in section 31 and may not reduce the
increase in taxes by any other credits against
tax.

Par. 7. There is inserted immediately
before § 1.402(a) the following new sec-
tion:

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

(a) Introduction. (1) The provisions
of this section prescribe the rules re-
lating to the treatment of excess con-
tributions made under a qualified pen-
sion, annuity, or profit-sharing plan on
behalf of a self-employed individual who
is an owner-employee (as defined in
paragraph (d) of §1.401-10). Para-
graph (b) of this section defines the
term “excess contribution”. Paragraph
(¢) of this section describes an exception
to the definition of an excess contribu-
tion in the case of contributions which
are applied to pay premiums on certain
annuity, endowment, or life insurance
confracts. Paragraph (d) of this sec-
tion describes the effect of making an
excess contribution which is not deter-
mined to have been willfully made, and
paragraph (e) of this section describes
the effect of making an excess contribu-
tion which is determined to have been
willfully made.

(2) Under section 401(e) (1), certain
self-employed individuals are treated as
employees for purposes of section 401.
In addition, under section 401(¢)(4), a
proprietor is treated as his own em-
ployer, and the partnership is treated
as the employer of the partners. Under
section 404, certain contributions on be-
half of a self-employed individual are
treated as deductible and taken into
consideration in determining the amount
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allowed as a deduction under section 404
(a). Such contributions are treated
under section 401 and the regulations
thereunder as employer contributions on
behalf of the self-employed individual.
However, in some cases, additional con-
tributions may be made on behalf of a
self-employed individual. Such con-
tributions are not taken into considera-
tion in determining the amount deduct-
ible under section 404 and are not taken
into consideration in computing the
amount allowed as a deduction under
section 404(a). For purposes of section
401 and the regulations thereunder, such
contributions are treated as employee
contributions by the self-employed in-
dividual. If a self-employed individual
is an owner-employee within the mean-
ing of section 401(c) (3) and paragraph
(d) of § 1.401-10, then this section pre-
scribes the rules applicable if contribu-
tions are made in excess of those per-
mitted to be made under section 401.

(b) Excess contributions defined. (1)
(i) Except as provided in paragraph
(¢) relating to contributions which are
applied to pay premiums on certain an-
nuity, endowment, or life insurance con-
tracts, an excess contribution is any
amount described in subparagraphs (2)
through (4) of this paragraph.

(ii) For purposes of determining if
the amount of any contribution made
under the plan on behalf of an owner-
employee is an excess contribution, the
amount of any contribution made under
the plan which is allocable to the pur-
chase of life, accident, health, or other
insurance is not taken into account. The
amount of any contribution which is al-
locable to the cost of insurance protec-
tion is determined in accordance with
the provisions of paragraph (f) of §1.404
(e)-1 and paragraph (b) of § 1.72-186.

(2) (i) In the case of a taxable year
of the plan for which employer contribu-
tions are made on behalf of only owner-
employees, an excess contribution is the
amount of any contribution for such
taxable year on behalf of such owner-
employee which is not deductible under
section 404 (determined without regard
to section 404(a) (10)). This rule ap-
plies irrespective of whether the plan
provides for contributions on behalf of
common-law employees, or self-em-
ployed individuals who are not owner-
employees, when such employees or in-
dividuals become eligible for coverage
under the plan, and irrespective of
whether contributions are in fact made
for such employees or such individuals
for other taxable years of the plan.

(ii) In the case of a taxable year of
the plan for which employer contribu-
tions are made on behalf of both owner-
employees and either common-law em-
ployees or self-employed individuals
who are not owner-employees, an excess
contribution is the amount of any em-
ployer contribution on behalf of any
owner-employee for such taxable year
which exceeds the amount deductible
under section 404 (determined without
regard to section 404(a)(10)) unless
such amount may be treated as an em-
ployee contribution under the plan in
accordance with the rules of paragraph
(d) (3) of § 1.401-11 and is a permissible
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employee contribution under subpara-
graph (3) of this paragraph.

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

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

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

(iv) In the case of a taxable year of
an owner-employee in which contribu-
tions are made on behalf of such owner-
employee under more than one plan, an
excess contribution is the amount of any
employee contribution made on behalf
of such owner-employee under all such
plans during such taxable year which
exceeds $2,500. If such an excess con-
tribution is made, the amount of the
excess contribution made on behalf of
the owner-employee with respect to any
one of such plans is the amount by which
the employee contribution on his be-
half under such plan for the year ex-
ceeds an amount which bears the same
ratio to $2,500 as the earned income of
the owner-employee derived from the
trade or business with respect to which
the plan is established bears to his earned
income derived from the trades or busi-
nesses with respect to which all such
plans are established.

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

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

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

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

(2) (1) The employer contributions
must be paid under a plan which satisfies
all the requirements for gqualification.
Accordingly, for example, contributions
can be paid under the plan for life in-
surance protection only to the exient
otherwise permitted under sections 401
through 404 and the regulations there-
under. However, certain of the require-
ments for qualification are modified with
respect to a plan described in this para-
graph (see section 401 (a) (10) (A) (ii)
and (d) (8)).

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

(3) The employer contributions must
be applied to pay premiums or other
consideration for a contract issued on the
life of the owner-employee. For pur-
poses of this subparagraph, a contract is
not issued on the life of an owner-em-
ployee unless all the proceeds which are,
or may become, payable under the con-
tract are payable directly, or throuszh a
trustee of a trust described in section
401(a) and exempt from tax under sec-
tion 501(a), to the owner-employee or 0
the beneficiary named in the contract or
under the plan. Accordingly, for ex-
ample, a nontransferable face-amount
certificate (as defined in section 401(g)
and the regulations thereunder) is con-
sidered an annuity on the life of the
owner-employee if the proceeds of such
contract are payable only to the owner-
employee or his beneficiary.

(4) (1) For any taxable year of the
employer, the amount of contributions
by the employer on behalf of the owner-
employee which is applied to pay pre-
miums under the contracts described in
this paragraph must not exceed the
average of the amounts deductible un-
der section 404 (determined without re-
gard to section 404(a) (10)) by such em-
ployer on behalf of such owner-employee
for the most recent three taxable years
of the employer (ending prior to the
date the latest contract was entered into
or modified to provide additional bene-
fits), in which the owner-employee de-
rived earned income from the trade ol
business with respect to which the plan
is established. However, if such owner-
employee has not derived earned income
for at least three taxable years preced-
ing such date, then, in determining the
“gverage of the amounts deductible”.
only so many of such taxable years &5
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such owner-employee was engaged in
such trade or business and derived
earned income therefrom are taken into
account.

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

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

(d) Effect of an excess coniribution
which is not willfully made. (1) If an
excess contribution (as defined in para-
graph (b) of this section) is made on
behalf of an owner-employee, and if such
contribution is not willfully made, then
the provisions of this paragraph describe
the effect of such an excess contribution.
However, if the excess contribution made
on behalf of an owner-employee is de-
termined to have been willfully made,
then the provisions of paragraph (e) of
this section are applicable to such con-
tribution.

(2) (1) This paragraph does not apply.

to an excess contributien if the net
amount of such excess contribution (as
defined in subparagraph (4) of this para-
graph) and the net income attributable
to such amount are repaid to the owner-
émployee on whose behalf the excess
contribution was made at any time be-
fore the end of six months beginning
on the day on which the district di-
rector sends notice (by certified or regis-
tered mail) of the amount of the excess
contribution to the trust, insurance com-
bany, or other person to whom such ex-
Cess contribution was paid. The net
income attributable to the net amount of
the excess contribution is the aggregate
of the amounts of net income attribut-
able to the net amount of the excess
contribution for each year of the plan
beginning with the taxable year of the
blan within which the excess contribu-
tion is made and ending with the close of
the taxable year of the plan immediately
Preceding the taxable year of the plan
In which the net amount of the excess
tontribution is repaid. The amount of
Bet income attributable to the net
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amount of the excess contribution for
each year is the amount of net income
earned under the plan during the year
which is allocated in a reasonable man-
ner to the net amount of the excess con-
tribution. For example, the amount of
net income earned under the plan for
the year which is attributable to the net
amount of an excess contribution can be
computed as the amount which bears
the same ratio to the amount of the “net
income attributable to the interest of
the owner-employee under the plan” for
such taxable year (determined in accord-
ance with the provisions of subpara-
graph (5) (ii) of this paragraph) as the
net amount of the excess contribution
bears to the aggregate amount standing
to the account of the owner-employee at
the end of that year (including the net
amount of any excess contribution).

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

(a) A decision by the Tax Court of
the United States, or a judgment, decree,
or other order by any court of competent
jurisdiction, which has become final;

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

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

(iii) Por purposes of this subpara-
graph, an amount is treated as repaid to
an owner-employee if an adequate ad-
justment is made to the account of the
owner-employee. An adequate adjust-
ment is made to the account of an
owner-employee, for example, if the
amount of the excess contribution (with-
out any reduction for any loading or
other administrative charge) and the net
income attributable to such amount is
taken into account as a contribution
under the plan for the current year. In
such a case, the gross income of the
owner-employee for his taxable year in
which such adjustment is made includes
the amount of the net income attribut-
able fo the excess contribution.

(iv) If the net amount of the excess
contribution and the net income attribut-
able thereto is repaid, within the period
described in subdivision (i) of this sub-
paragraph, to the owner-employee on
whose behalf such contribution was
made, then the net income attributable
to the excess donfribution is, pursuant
to section 61(a), includible in the gross
income of the owner-employee for his
taxable year in which such amount is
distributed, or made available, to him.
However, such amount is not a distribu-
tion to which section 402 or 403 and sec-
tion 72 apply (see subparagraph (6) of
this paragraph).

(3) (1) If the net amount of any ex-
cess contribution (as defined in sub-
paragraph (4) of this paragraph) and
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the net income attributable to that ex-
cess contribution are not repaid to the
owner-employee on whose behalf the
excess contribution was made before the
end of the six-month period described
in subparagraph (2)(i) of this para-
graph, the plan under which the excess
contribution has been made is consid-
ered, for purposes of section 404, as not
satisfying the requirements for qualifi-
cation with respect to such owner-
employee for all taxable years of the
plan described in subdivision (ii) of this
subparagraph. However, such disquali-
fication only applies to the interest of
the owner-employee on whose behalf an
excess contribution has been made and
does not disqualify the plan with respect
to the other participants thereunder.

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

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

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

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

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

(ii) For purposes of this subpara-
graph, the term “net income” means
the net income earned under the plan
determined in accordance with generally
accepted accounting principles consist-
ently applied, and the “net income at-
tributable to the interest of the owner-
employee under the plan” is the amount
which bears the same ratio to the aggre-
gate amount of net income earned under
the plan for the taxable year of the plan
as the amount standing to the -account
of the owner-employee at the end of
that year (including the amount of any
excess contribution which is eredited to
his account) bears to the aggregate
amount of all funds under the plan for
all employees at the end of that year
(including the aggregate amount of ex-
cess contributions credited to the ac-
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counts of all owner-employees for that
year).

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

Ezample. A is an owner-employee cov-
ered under the X Employees’ Pension Trust
who files his return on the basis of a calen-
dar year. An excess contribution was made
on behalf of A during the plan year begin-
ning on January 1, 1966. The net amount
of the excess contribution and the net in-
come attributable thereto was not repaid
to A before the end of the six-month period
described in subparagraph (2)(1) of this
paragraph. Accordingly, the mnet income
earned under the plan during 1966 which
is attributable to A’s interest is to be in-
cluded in his gross income for 1966, As-
sume that the trust which forms a part
of the pension plan of the X Company also
files its returns on a calendar year basis,
and that during 1966 the trust had a gross
income of $4,000 (including a long-term
capital gain of $2,500) and expenses of $500.
Assume, further, that the amount standing
to A's account on December 31, 1966 (in-
cluding the amount of the excess contribu-
tion), was $20,000, and that on that date
the amount funded under the plan for all
employees (including A) is $140,000. Then
the net income of the trust for 1866 1is
£3,500 ($4,000—$500). - The net income at-
tributable to the interest of A under the
plan is $500 (the amount which bears the
same ratio to §3,500 as $20,000 bears to
£140,000). Accordingly, $500 is included in
A's gross Income in accordance with the
provisions of section 401(e) (2) (B) as the
“net Income attributable to the interest of
the owner-employee under the plan”.

(8) The provisions of section 402 or
403 and section 72 do not apply to any
amount distributed, or made available, to
an owner-employee which is described in
this paragraph. Accordingly, for ex-
ample, the provisions of section 72(m)
(5) (A) (1), relating to amounts subject
to the penalty tax imposed by section
72(m), do not apply to the amount of
the net income attributable to the inter-
est of an owner-employee (as defined in
subparagraph (5) (i) of this paragraph)
which is includible in his gross income.
Furthermore, in such a case, the pro-
visions of section 401(d) (5) (C) do not
apply to such amount.

" (7) Certain adjustments will be re-
quired with respect to the interest of an
owner-employee after any amount pre-
viously allocated to his account has been
returned to him pursuant to the provi-
sions of this paragraph, For example, if
the determination of whether life in-
surance benefits provided under the plan
are incidental is made, in part, with re-
gard to the contributions allocated to
the accounts of the participants covered
under the plan, an adjustment may have
to be made with respect to the life in-
surance purchased under the plan for
any owner-employee after any amount
previously allocated to his account has
been repaid to him. Furthermore, if,
for example, an owner-employee has re-
ceived annuify payments which were
taxable under the exclusion ratio rule of
section 72, and if such exclusion ratio
took into account any amount credited
to the account of the owner-employee
which is subsequently repaid to him,

RULES AND REGULATIONS

then such exclusion ratio must be re-
computed after the adjustment in such
owner-employee's account has taken
place.

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

(i) The disallowance of any deduc-
tion under section 404 by reason of the
provisions of subparagraph (3) of this
paragraph, or

(i) The inclusion of amounts in the
gross income of the owner-employee by
reason of the provisions of subparagraph
(5) of this paragraph,

shall not expire prior to 18 months after
the day the district director mails the
notice with respect to the excess con-
tribution (described in subparagraph
(2) (i) of this paragraph) which gives
rise to such disallowance or inclusion.
Thus, for example, notwithstanding the
provisions of section 6212(c) (relating
to the restriction on the determination of
additional deficiencies), if, after a final
determination by the Tax Court of the
income tax liability of an owner-em-
ployee for a taxable year in which an ex-
cess contribution was made, the amount
of such excess contribution and the net
income attributable thereto is not paid
to the owner-employee before the end of
the six-month period described in sub-
paragraph (2) (i) of this paragraph, an
additional deficiency assessment may be
made for such taxable year with respect
to such excess contribution.

(e) Effect of an excess coniribution
which is determined to have been will-
fully made. If an excess contribution
(as defined in paragraph (b) of this
section) on behalf of an owner-employee
is determined to have been willfully
made, then—

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

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

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

(4) For purposes of section 404, no
plan in which such individual is covered
as an owner-employee shall be con-
sidered as meeting the requirements for
qualification with respect to such owner-
employee for any taxable year of the
plan beginning with or within the cal-
endar year in which it is determined that
the excess contribution has been will-
fully made and with or within the five
calendar years following such year.

Par. 8. Section 1.402(a) is amended by
revising section 402(a) (2) and by adding
a historical note. These amended and
added provisions read as follows:

§ 1.402(a) Siwatutory provisions; tax-
ability of beneficiary of employees’
trust; exempt trust.

Sec. 402. Tazability of beneficiary of em-
ployees’ trusi—(a) Taxabilily of beneficiary
of ezempt trust. * * *

(2) Capital gains treatment for certuin
distributions. In the case of an employees'
trust described In section 401(a), which s
exempt from tax under section 501(a), If the
total distributions payable with respect to
any employee are paid to the distributee
within 1 taxable year of the distributec on
account of the employee’'s death or other
separation from the service, or on account
of the death of the employee after his sepa-
ration from the service, the amount of such
distribution, to the extent exceeding fthe
amounts contributed by the employee (de-
termined by applying section 72(f)), which
employee contributions shall be reduced by
any amounts theretofore distributed to him
which were not includible in gross income,
shall be considered a gain from the sale or
exchange of a capital asset held for more
than 6 months. Where such total distribu-
tions Include securities of the employer cor-
poration, there shall be excluded from such
excess the net unrealized appreclation at-
tributable to that part of the total distribu-
tions which consists of the securities of the
employer corporation so distributed. The
amount of such net unrealized appreciation
and the resulting adjustments to basis of
the securities of the employer corporation
so distributed shall be determined in accord-
ance with regulations prescribed by the sec-
retary or his delegate. This paragraph shall
not apply to distributions paid to any dis-
tributee to the extent such distributions are
attributable to contributions made on behall
of the employee while he was an employee
within the meaning of section 401(c) (1).

. - - . 3

[Sec. 402(a) as amended by sec. 4(c), Sell-

Employed Individuals Tax Retirement Act

1962 (76 Stat. 825) |

Par. 9. Section 1.402(a)=1 is amended
by revising paragraph (a) (2), (3), (4),
and (5), by adding new subdivisions rvl}
and (vii) at the end of paragraph (a)
(6), and by adding paragraph (a) (7)
and (8). These amended and added
provisions read as follows:

§ 1.402(a)~1 Taxability of beneficiary
under a trust which meets the re
quirements of section 401(a).

(a) Ingeneral. * * *

(2) If a trust described in section 401
(a) and exempt under section 501(a)
purchases an annuity contract for &n
employee and distributes it to the em-
ployee in a year for which the frust is
exempt, the contract containing a cash
surrender value which may be available
to an employee by surrendering the con-
tract, such cash surrender value will not
be considered income to the employee ur-
less and until the contract is surrendercd.
For the rule as to nontransferability of

- annuity contracts issued after 1962, see

paragraph (b) (2) of § 1.401-9. If, how-
ever, the contract distributed by such
exempt trust is a retirement income.
endowment, or other life insurance con-
tract and is distributed after October 26,
1956, the entire cash value of such con-
tract at the time of distribution must
be included in the distributee’s income
in accordance with the provisions of sec-
tion 402(a), except to the extent that,
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within 60 days after the distribution of
such contract, all or any portion of such
value is irrevocably converted into a con-
tract under which no part of any pro-
ceeds payable on death at any time would
be excludable under section 101(a) (re-
lating to life insurance proceeds). If
the contract distributed by such trust
is a transferable annuity contract issued
after 1962, or a retirement income,
endowment, or other life insurance
contract which is distributed after 1962
(whether or not transferable), then not-
withstanding the preceding sentence the
entire cash value of the contract is in-
cludible in the distributee’s gross income,
unless within sueh 60 days such contract
is also made nontransferable.

(3) For the rules applicable to pre-
miums paid by a trust described in sec-
tion 401(a) and exempt under section
501(a) for the purchase of retirement
income, endowment, or other contracts
providing life insurance protection pay-
able upon the death of the employee-
participant, see paragraph (b) of § 1.72-
16.

(4) For the rules applicable to the
amounts payable by reason of the death
of an employee under a contract provid-
ing life insurance protection, or an an-
nuity contract, purchased by a trust de-
seribed in section 401(a) and exempt
under section 501(a), see paragraph (¢)
of § 1.72-16.

(5) If pension or annuity payments
or other benefits are paid or made avail-
able to the beneficiary of a deceased em-
ployee or a deceased retired employee by
atrust deseribed in section 401(a) which
is exempt under section 501(a), such
amounts are taxable in accordance with
the rules of section 402(a) and this sec-
tion. In case such amounts are taxable
under section 72, the “investment in the
contract” shall be determined by ref-
erence to the amount contributed by the
employee and by applying the applicable
Tules of sections 72 and 101(b) (2) (D).
In case the amounts paid to, or includible
In the gross income of, the beneficiaries
of the deceased employee or deceased
retired employee constitute a distribution
to which subparagraph (6) of this para-
graph is applicable, the extent to which
the distribution is taxable is determined
by reference to the contributions of the
employee, by reference to any prior dis-
iributions which were excludable from
ross income as a return of employee
Contributions, and by applying the ap-
Dli::;l)bls l;ulfa of sections 72 and 101(b).

(vl) The term “total distributions
Payable” does not include United States
Retirement Plan Bonds held by a trust

the credit of an employee. Thus, a
distribution by a qualified trust may con-
stitute a total distributions payable with
Tespect to an employee even though the
I-srust retains retirement plan bonds reg-
stered in the name of such employee.

imilarly, the proceeds of a retirement
blan hond received as a part of the total
imount to the credit of an employee
Will not be entitled to capital gains treat-
Ment. See section 405(e) and paragraph
() (4) of § 1.405-3.

i) For purposes of determining
Whether the total distributions payable
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to an employee have been distributed
within one taxable year, the term “total
distributions payable” includes amounts
held by a trust to the credit of an em-~
ployee which are attributable to con-
tributions on behalf of the employee
while he was a self-employed individual
in the business with respect to which the
plan was established. Thus, a distribu-
tion by a qualified trust is not a total
distributions payable with respect to an
employee if the trust retains amounts
which are so attributable.

(7) The capital gains treatment pro-
vided by section 402(a) (2) and subpara-
graph (6) of this paragraph is not
applicable to distributions paid to a dis-
tributee to the extent such distributions
are attributable to contributions made
on behalf of an employee while he was
a self-employed individual in the busi-
ness with respect to which the plan was
established. For the taxation of such
amounts, see § 1.72-18. For the rules
for determining the amount attributa-
ble to contributions on behalf of an em-
ployee while he was self-employed, see
paragraphs (b) (4) and (c¢) (2) of such
section.

(8) For purposes of this section, the
term “employee” includes a self-em-
ployed individual who is treated as an
employee under section 401(c) (1), and
paragraph (b) of § 1.401-10, and the
term “employer” means the person
treated as the employer of such indi-
vidual under section 401(c) (4).

Par. 10. Section 1.403(a) is amended
by revising paragraph (2) (A) of, and by
adding a new paragraph (3) to, section
403(a) and by adding a historical note.
These amended and added provisions
read as follows:

§ 1.403(a) Statutory provisions; taxa-
tion of employee annuities; qualified
annuity plan.

SEec. 403. Tazation of employee annuities—
(a) Tazability of beneficiary under a quali-
fied annuity plan.* * *

(2) Capital gains treatment for certain
distributions—(A) General rule. If—

(1) An annuity contract is purchased by
an employer for an employee under a plan
described in paragraph (1);

(i1) Such plan requires that refunds of
contributions with respect to annuity con-
tracts purchased under such plan be used
to reduce subsequent premiums on the con-
tracts under the plan; and

(ii1) The total amounts payable by reason
of an employee’s death or other separation
from the service, or by reason of the death
of an employee after the employee's separa-
tion from the service, are pald to the payee
within one taxable year of the payee,

then the amount of such payments, to the
extent exceeding the amount contributed
by the employee (determined by applying sec-
tion 72(f)), which employee contributions
shall be reduced by any amounts thereto-
fore paid to him which were not includible
in gross income, shall be considered a gain
from the sale or exchange of a capital asset
held for more than 6 months. This subpara-
graph shall not apply to amounts paid to
any payee to the extent such amounts are
attributable to contributions made on be-
half of the employee while he was an em-

ployee within the meaning of section
401(c) (1).
- L . - .

(3) Self-employed individuals. For pur=~
poses of this subsection, the term “em-
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ployee” includes an Individual who is an
employee within the meaning of section 401
(¢) (1), and the employer of such individual
is the person treated as his employer under
section 401(c) (4).

[Sec. 403(a) as amended by sec. 4(d), Self-
Employed Individuals Tax Retirement Act
1962 (76 Stat. 826) |

Pag. 11, Section 1.403(a) -1 is amended
by revising paragraph (d) and by adding
a new paragraph at the end thereof.
These amended and added provisions
read as follows:

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

» A = - %

(d) An individual contract issued
after December 31, 1962, or a group con-
tract, which provides incidental life in-
surance protection may be purchased
under a qualified annuity plan. For the
rules as to nontransferability of such
contracts issued after December 31, 1962,
see § 1.401-9. For the rules relating to
the taxation of the cost of the life in-
surance protection and the proceeds
thereunder, see § 1.72-16. Section 403
(a) is not applicable to premiums paid
after October 26, 1956, for individual
contracts which were issued prior to
January 1, 1963, and which provide life
insurance protection.

- * - . »

(f) For purposes of this section and
§ 1.403(a)-2, the term “employee” in-
cludes a self-employed individual who
is treated as an employee under section
401(e) (1) and paragraph (b) of § 1.401-
10, and the term “employer’’ means the
person treated as the employer of such
individual under section 401(c) (4), For
the rules relating to annuity plans cov-
ering self-employed individuals, see sec-
tion 404(a)(2) and §§ 1.404(a)-8 and
1.401-10 through 1.401-13.

Par. 12, Section 1.403(a)-2 is amended
by revising subparagraph (1) of para-
graph (a), by adding a new subpara-
graph to paragraph (b), and by insert-
ing immediately after paragraph (b) a
new paragraph (¢). These amended
and added provisions read as follows:

§ 1.403(a)-2 Capital gains treatment
for certain distributions,

(a) . ¥ »

(1) Is a2 plan described in section 403
(a) (1) and § 1.403(a)-1, and

* - . * -

() * * + \

(5) For purposes of determining
whether the total amounts payabie to an
employee have been paid within one tax-
able year, the term “total amounts” in-
cludes amounts under a plan which are
attributable to contributions on behalf of
an individual while he was self-employed
in the business with respect to which the
plan was established. Thus, the “total
amounts” payable are not paid within
one taxable year if amounts remain pay-
able which are so attributable,

(¢) The provisions of this section are
not applicable to any amounts paid to a
payee to the extent such amounts are
attributable to contributions made on
behalf of an employee while he was a
self-employed individual in the business
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with respect to which the plan was es-
tablished. For the faxation of such
amounts, see § 1.72-18. For the rules for
determining the amount attributable to
contributions on behalf of an employee
while he was self-employed, see para-
graphs (b)(4) and (c¢)(2) of such
section.,

Par. 13. Section 1.404(a) is amended
by revising section 404(a) (2), by adding
paragraphs (8), (9), and (10) to section
404(a), and by adding a historical note.
These amended and added provisions
read as follows:

§ 1.404(a) Statutory provisions; deduc-
tion for contributions of an employer
to an employees’ trust or annuity plan
and compensation under a deferred-
payment plan; general rule.

Spc. 404. Deduction for contributions of
an employer to an employees’ trust or an-
nuity plan and compensation under a de-
ferred-payment plan—(a) General rule.
L

(2) Employees’ annuities. In the taxable
year when paid, in an amount determined
in accordance with paragraph (1), if the
contributions are pald toward the purchase
of retirement annuities and such purchase
is a part of a plan which meets the require-
ments of section 401(a) (3), (4), (5), (8),
(7), and (8), and, if applicable, the require-
ments of section 401(a) (9) and (10) and of
section 401(d) (other than paragraph (1)),
and if refunds of premiums, if any, are ap-
plied within the current taxable year or
next succeeding taxable year towards the
purchase of such retirement annuities.

* - - L4 -

(8) Self-employed individuals. In the
case of a plan included in paragraph (1),
(2), or (3) which provides contributions or
benefits for employees some or all of whom
are employees within the meaning of sec-
tion 401(c) (1), for purposes of this section—

(A) The term “employee” includes an In-
dividual who is an employee within the
meaning of section 401(c¢) (1), and the em-
ployer of such Individual is the person
treated as his employer under section 401
(c) (4);

(B) The term “earned income” has the
meaning assigned to it by section 401(c) (2);

(C) The contributions to such plan on
behalf of an individual who is an employee
within the meaning of section 401(c)(1)
shall be considered to satisfy the conditions
of section 162 or 212 to the extent that such
contributions do not exceed the earned in-
come of such individual derived from the
trade or business with respect to which such
plan is established, and to the extent that
such contributions are not allocable (de-
termined In accordance with regulations
prescribed by the Secretary or his delegate)
to the purchase of life, accident, health, or
other insurance; and

(D) Any reference to compensation shall,
in the case of an individual who is an em-
ployee within the meaning of section 401(c)
(1), be considered to be a reference to the
earned income of such individual derived
from the trade or business with respect to
which the plan is established.

(9) Plans benefiting self-employed individ-
uals. In the case of a plan included in
paragraph (1), (2), or (3) which provides
contributions or benefits for employees some
or all of whom are employees within the
meaning of sectlon 401(¢) (1)—

(A) The limitations provided by para-
graphs (1), (2), (3), and (7) on the amounts
deductible for any taxable year shall be com~
puted, with respect to contributions on be-
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half of employees (other than employees
within the meaning of section 401(c) (1)), as
if such employees were the only employees
for whom contributions and benefits are pro-
vided under the plan;

(B) The limitations provided by para-
graphs (1), (2), (8), and (7) on the amounts
deductible for any taxable year shall be
computed, with respect to contributions on
behalf of employees within the meaning of
section 401(c) (1)—

(I) As if such employees were the only
employees for whom contributions and bene-
fits are provided under the plan, and

(11) Without regard to paragraph (1)(D),
the second and third sentences of paragraph
(3), and the second sentence of paragraph
(7); and

(C) The amounts deductible under para-
graphs (1), (2), (3), and (7), with respect
to contributions on behalf of any employee
within the meaning of section 401(¢) (1),
shall not exceed the applicable limitation
provided in subsection (e).

(10) Special limitation on amount allowed
as deduction for self-employed individuals.
Notwithstanding any other provision of this
section, the amount allowable as a deduction
under paragraphs (1), (2), (3), and (7) in
any taxable year with respect to contribu-
tions made on behalf of an individual who
is an employee within the meaning of sec-
tion 401(c) (1) shall be an amount equal
to one-half of the contributions made on
behalf of such individual in such taxable
year which are deductible under such para-
graphs (determined with the application of
paragraph (9) and of subsection (e) but
without regard to this paragraph). For pur-
poses of section 401, the amount which may
be deducted, or the amount deductible,
under this section with respect to contribu-
tions made on behalf of such individual
shall be determined without regard to the
preceding sentence.

[Sec. 404(a) as amended by sec, 3(a), Belf-
Employed Individuals Tax Retirement Act
1962 (76 Stat. 819) ]

PAR. 14, Paragraph (a)(1) of §1.404
(a)-1 is amended by adding two sen-
tences at the end thereof. This
amended provision reads as follows:

§ 1.404(a)-1 Contributions of an em-
ployer to an employees’ trust or an-
nuity plan and compensation under a
deferred payment plan; general rule.

(a) (1) Section 404(a) prescribes limi-
tations upon deductions for amounts
contributed by an employer under a pen-
sion, annuity, stock bonus, or profit-
sharing plan, or under any plan of de-
ferred compensation. It is immaterial
whether the plan covers present em-
ployees only, or present and former em-
ployees, or only former employees. Sec-
tion 404(a) also governs the deducti-
bility of unfunded pensions and death
benefits paid directly to former em-
ployees or their beneficiaries (see
§ 1.404(a)-12). For taxable years be-
ginning after 1962, certain self-employed
individuals may be covered by pension,
annuity, or profit-sharing plans. For
the rules relating to the deduction -of
contributions on behalf of such indi~
viduals, see paragraph (a) (2) of § 1.404
(a)-8 and § 1.404(e)-1. :

Par. 15. Section 1.404(a)-2 is amend-
ed by adding new paragraphs (g) and
(h) at the end thereof. These added
provisions read as follows:

§ 1.404(a)-2 ' Information to be fur.
nished by employer claiming deduc.
tions.

L * * * -

(g) In the case of a plan which covers
employees, some or all of whom are self-
employed individuals and with res
to which a deduction is €laimed u:
section 404(a) (1), (2), (3),0or (7, p
graphs (a) and (b) of this section,
the provision of paragraph (d) of
section relating to the time for filin;
information required by this section,
shall not apply, but in lieu of the infor-
mation required to be submitted by para-
graphs (a) and (b) of this section, the
employer shall, with the return for the
taxable year in which the deduction is
claimed, submit the information required
by the form provided by the Infernal
Revenue Service for such purpose.

(h) When a custodial account forms
a part of a plan for which a deduction is
claimed under section 404(a) (1), (2),
(3), or (1), the infornfation which under
this section is to be submitted with re-
spect to a qualified trust must be sub-
mitted with respect to such custodial
account. Thus, for purposes of this
section—

(1) The term “trust” includes custo-
dial account,

(2) The term “trustee” includes cus-
todian, and i

(3) The term “trust indenture” in-
cludes custodial agreement.

Par. 16. Paragraph (a) of § 1.404(a)~
8 is amended by revising subparagraph
(2) and by adding subparagraph (4).
These amended and added provisions
read as follows:

§ 1.404(a)-8 Contributions of an em-
ployer under an employees’ annuity
plan which meets the requirements of
section 401 (a); application of sec
tion 404 (a) (2).

(a) » % %

(2) The contributions must be p;}ld
in a taxable year of the employer which
ends with or within a year of the plan
for which it meets the applicable re-
quirements with respect to discrimina-
tion set out in section 401(a) (3), (4),
(5), and (6), and in the case of a tax-
able year of a plan beginning after Sep-
tember 30, 1963, of section 401(a) (7)
and (8). In the case of a plan that
covers a self-employed individual, {he
contributions must be paid in a taxable
year of the employer which begins after
December 31, 1962, and which ends with
or within a year of the plan for which it
also meets the applicable requirements
of section 401(a) (9) and (10) and of
section 401(d) (other than paragraph
(1)). See §§1.401-3, 1.401-4, 1.401—6:
1.401-7, 1.401-11, and 1.401-12. Any
contributions of an employer which are
paid in a taxable year of the employer
ending with or within a year of the plan
for which it meets the applicable re-
quirements of section 401 may be car
ried over and deducted in a succeedl:la
taxable year of the employer in accord~
ance with section 404 (a) (1) (D), whether
or not such succeeding taxable year ends
with or within a taxable year of the plan
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for which it meets the requirements set
out in section 401 (a) and (d). However,
the provisions of section 404(a) (1) (D)
are not applicable to contributions on
behalf of self-employed individuals.
Such contributions are deductible only
in the taxable year in which paid. See
paragraph (b) (3) (ii) of § 1.404(e)-1.
The requirements set out in section 401
{a) (3), (4), (5), and (6) are consid-
ered to be satisfied for the period be-
ginning with the date on which an
annuity plan was put into effect and
ending with the fifteenth day of the
third month following the close of the
taxable year of the employer in which
the plan was put into effect, if all pro-
visions of the plan which are necessary
to satisfy such requirements are in effect
by the end of such period and have been
made effective for all purposes with
respect to the whole of such period. See
section 401(b) and § 1.401-5. It should
be noted that the period in which a plan
may be amended to qualify under section
401(b) ends before the date taxpayers,
other than corporations, are required to
file income tax returns.

* * * * *

(4) Any amounts described in subpar-
agraph (3) of this paragraph which are
attributable to contributions on behalf
of a self-employed individual must be
applied toward the purchase of retire-
ment benefits. Amounts which are so
applied are not contributions and thus
are not taken into consideration in
determining—

(i) The amount deductible with re-
spect to contributions on his behalf, nor

(i) In the case of an owner-employee,
the maximum amount of contributions
that may be made on his behalf.

Par., 17, There are inserted immedi-
ately after § 1.404(d)-1 the following
new sections:

§1.404(e) Statutory provisions; deduec-
tion for contributions of an employer
to an employees’ trust or annuity
plan; special limitations for self-
employed individuals.

Sec, 404. Deduction jor contributions of
an employer to an employees’ trust or an-
nuity plan and compensation under a de-
lerred-payment plan. * * *

(e) Special limitations for self-employed
individuals—(1) In general. In the case of
& plan included in subsection (a) (1), (2),
or (3), which provides contributions or bene-
iits for employees some or all of whom are
¢mployees within the meaning of section

401(c) (1), the amounts deductible under*

Subsection (a) (determined without regard
0 paragraph (10) thereof) in any taxable
year with respect to contributions on behalf
of eny employee within the meaning of
Section 401(c) (1) shall, subject to the pro-
Vislons of paragraph (2), not exceed $2,500,
Or 10 percent of the earned income derived
by such employee from the trade or business
With respect to which the plan is established,
Whichever 1s the lesser. -

(2) Contributions made under more than
one plan—(A) Overall limitation. In any
glable year in which amounts are deduc-
tm ® with respect to contributions under
who Or more plans on behalf of an individual

0 is an employee within the meaning of
5§CLlon 401(c) (1) with respect to such plans,

¢ aggregate amount deductible for such

taxable year under all such plans with re-
fPect to contributions on behalf of such em-
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ployee (determined without regard to sub-
section (a)(10)) shall not exceed $2,500, or
10 percent of the earned income derived by
such employee from the trades or businesses
with respect to which the plans are es-
tablished, whichever is the lesser.

(B) Allocation of amounts deductible.
In any case in which the amounts deductible
under subsection (a) (with the application
of the limitations of this subsection) with
respect to contributions made on behalf of
an employee within the meaning of section
401(c) (1) under two or more plans are, by
reason of subparagraph (A), less than the
amounts deductible under such subsection
determined without regard to such subpara-
graph, the amount deductible under subsec-
tion (a) (determined without regard to
paragraph (10) thereof) with respect to such
contributions under each such plan shall be
determined in accordance with regulations
prescribed by the Secretary or his delegate.

(8) Contributions allocable to insurance
protection. For purposes of this subsection,
contributions which are allocable (deter-
mined under regulations prescribed by the
Secretary or his delegate) to the purchase
of life, accident, health, or other insurance
shall mot be taken into account.

[Sec. 404(e) as added by sec. 3(b), Self-Em-
ployed Individuals Tax Retirement Act 1962
(76 Stat. 820) |

§ 1.404(e)-1 Contributions on behalf
of a self-employed individual to or
under a pension, annuity, or profit-
sharing plan meeting the require-
ments of section 401; application of
section 404(a) (8), (9), and (10)
and section 404 (e) and (f).

(a) In general. (1) The Self-Em-
ployed Individuals Tax Retirement Act
of 1962 (76 Stat. 809) permits certain
self-employed individuals to be treated
as employees for purposes of pension,
annuity, and profit-sharing plans in-
cluded in paragraph (1), (2), or (3) of
section 404(a). Therefore, for taxable
years of an employer beginning after
December 31, 1962, employer contribu-
tions to qualified plans on behalf of self-
employed individuals are deductible un-
der section 404 subject to the limitations
of paragraphs (b) and (¢) of this section.

(2) In the case of contributions to
qualified plans on behalf of self-em-
ployed individuals, the amount deducti-
ble differs from the amount allowed as a
deduction. In general, the amount de-
ductible is 10 percent of the earned in-
come derived by the self-employed in-
dividual from the trade or business with
respect to which the plan is established,
or $2,500, whichever is the lesser. This
is the amount referred to in section 401
when reference is made to the amounts
which may be deducted under section
404 or the amount of contributions de-
ductible under section 404. Thus, this is

the amount taken into consideration in-

determining whether contributions un-
der the plan are discriminatory. The
amount allowed as a deduction with re-
spect to contributions on behalf of a
self-employed individual is one-half of
the amount deductible. The amount
allowed as a deduction is relevant only
for purposes of determining the amount
an employer may deduct from gross in-
come.

(b) Determination of the amount de-
ductible. (1) If a plan covers employees,
some of whom are self-employed indi-
viduals, the determination of the amount
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deductible is made on the basis of in-
dependent consideration of the common-
law employees and of the self-employed
individuals. See subparagraphs (2) and
(3) of this paragraph. For purposes
of determining the amount deductible
with respect to contributions on behalf
of a self-employed individual, such con-
tributions shall be considered to satisfy
the conditions of section 162 (relating
to trade or business expenses) or 212
(relating to expenses for the production
of income), but only to the extent that
such contributions do not exceed the
earned income of such individual de-
rived from the trade or business with
respect to which the plan is established.
However, the portion of such contribu-
tion, if any, attributable to the purchase
of life, accident, health, or other insur-
ance protection shall be considered pay-
ment of a personal expense which does
not satisfy the requirements of section
162 or 212. See paragraph (f) of this
section. For the additional rules appli-
cable where contributions are made by
more than one employer on behalf of a
self-employed individual, see paragraph
(d) of this section.

(2) If contributions are made to a
plan included in section 404(a) (1), (2),
or (3) on behalf of employees, some of
whom are self-employed individuals, the
amount deductible with respect to con-
tributions on behalf of the common-law
employees covered under the plan shall
be determined as if such employees were
the only employees for whom contribu-
tions and benefits are provided under the
plan. Accordingly, for purposes of such
determination, the percentage of com-
pensation limitations of section 404(a)
(1), (3), and (7) are applicable only with
respect to the compensation otherwise
paid or accrued during the taxable year
by the employer to the common-law em-
ployees. Similarly, the costs referred to
in section 404(a) (1) (B) and (C) shall
be the costs of funding the benefits of the
common-law employees. Also, the pro-
visions of section 404(a) (1) (D), (3),
and (7), relating to certain carryover
deductions, shall be applicable only to
amounts contributed, or to the amounts
deductible, on behalf of such employees.

(3) If contributions are made to a
plan included in section 404(a) (1), (2),
or (3) on behalf of individuals some or
all of whom are self-employed individ-
uals, the amount deductible in any tax-
able year with respect to contributions
on behalf of such individuals shall be
determined as follows:

(i) The provisions of section 404(a)
(1), (2), (3), and (T) shall be applied
as if such individuals were the only par-
ticipants for whom contributions and
benefits are provided under the plan.
Thus, the costs referred to in such pro-
visions shall be the costs of funding the
benefits of the self-employed individuals.
If such costs are less than an amount
equal to the amount determined under
subdivision (iii) of this subparagraph,
the maximum amount deductible with
respect to such individuals shall be the
costs of their benefits.

(ii) The provisions of section 404(a)
(1) (D), the second and third sentences
of section 404(a) (3) (A), and the sec~
ond sentence of section 404(a) (7), relat-
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ing to certain carryover deductions, are
not applicable to contributions on be-
half of self-employed individuals. .Con-
tributions on behalf of self-employed
individuals are deductible, if at all, only
in the taxable year in which the contri-
bution is paid or deemed paid under sec-
tion 404(a) (6).

(ii) The amount deductible for the
taxable year of the employer with re-
spect to contributions on behalf of a self-
employed individual shall not exceed the
lesser of $2,500 or 10 percent of the
earned income derived by such individ-
ual for such taxable year from the trade
or business with respect to which the
plan is established.

(iv) If a self-employed individual re-
ceives in any taxable year earned income
with respect to which deductions are
allowable to two or more employers, the
aggregate amounts deductible shall not
exceed the lesser of $2,500 or 10 percent
of such earned income. See paragraph
(d) of this section.

(¢c) Special limitation on the amount
allowed as a deduction for self-employed
individuals. The amount allowed as a
deduction under sectio n404(a) (1), (2),
(3), and (7) in any taxable year with
respect to contributions made on behalf
of a self-employed individual shall be an
amount equal to one-half of the amount
deductible with respect to such contribu-
tions under paragraph (b)(3) of this
section. However, for purposes of sec-
tion 401, the amount which may be de-
ducted, or the amount deductible, under
section 404 with respect to contributions
made on behalf of self-employed individ-
uals shall be determined without regard
to the special limitation of this para-
graph.

(d) Rules applicable where contribu-
tions are made by more than one em-
ployer on behalf of a self-employed
individual. (1) Under paragraph (b)
(3) (iv) of this section, if a self-em-
ployed individual receives in any taxable
year earned income with respect to
which deductions are allowable to two
or more employers, the aggregate
amounts deductible shall not exceed the
lesser of $2,500 or 10 percent of such
earned income. This limitation does not

apply to contributions made under a plan-

on behalf of an employee who is not self-
employed in the trade or business with
respect to which the plan is established,
even though such employee may be cov-
ered as a self-employed individual un-
der a plan or plans established by other
trades or businesses.

(2) In any case in which the applica-
tion of subparagraph (1) of this para-
graph reduces the amount otherwise de-
ductible, the amount deductible by each
employer shall be that amount which
bears the same ratio to the aggregate
amount deductible with respect to all
trades or businesses (as determined in
subparagraph (1) of this paragraph) as
the earned income derived from that em-
ployer bears to the aggregate of the
earned income derived from all of the
trades or businesses with respect to
which plans are established. 'The
amount allowed as a deduction to each
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employer is one-half of the amount de-
termined (in accordance with the pre-
ceding sentence) to be deductible by
such employer.

(e) Partner’s distributive share of
contributions and deductions. For pur-
poses of sections 702(a) (8) and 704, a
partner’s distributive share of contribu-
tions on behalf of self-employed individ-
uals under a qualified pension, annuity,
or profit-sharing plan is the contribution
made on his behalf, and his distributive
share of deductions allowed the partner-
ship under section 404 for contributions
on behalf of self-employed individuals is
that portion of the deduction which is
attributable to contributions made on his
behalf under the plan. The contribution
on behalf of a partner and the deduc-
tion with respect thereto must be ac-
counted for separately by such partner,
for his taxable year with or within which
the partnership’s taxable year ends, as
an item described in section 702(a) (8).

(f) Contributions allocable to insur-
ance protection. For purposes of deter-
mining the amount deductible with re-
spect to contributions on behalf of a self-
employed individual, amounts allocable
to the purchase of life, accident, health,
or other insurance protection shall not
be taken into account. Such amounts
are neither deductible nor considered as
contributions for purposes of determin-
ing the maximum amount of contribu-
tions that may be made on behalf of an
owner-employee. The amount of a con-
tribution allocable to insurance shall be
an amount equal to a reasonable net
premium cost, as determined by the
Commissioner, for such amount of in-
surance for the appropriate period. See
paragraph (b) (5) of § 1.72-16.

(g) Rules applicable to loans. For
purposes of section 404, any amount paid,
directly or indirectly, by an owner-em-
ployee in repayment of any loan which
under section 72(m) (4) (B) was treated
as an amount received from a qualified
trust or plan shall be treated as a con-
tribution to such trust or under such
plan on behalf of such owner-employee.

(h) Definitions. For purposes of sec-
tion 404 and the regulations there-
under—

(1) The term “employee” includes an
employee as defined in section 401(c)
(1) and paragraph (b) of § 1.401-10, and
the term “employer” means the person
treated as the employer of such individ-
ual under section 401(c) (4) ;

(2) The term “owner-employee”
means an owner-employee as defined in
section 401(c) (3) and paragraph (d) of
§ 1.401-10;

(3) The term “earned income” means
earned income as defined in section 401
(¢) (2) and paragraph (¢) of § 1.401-10;
and

(4) The term “compensation” when
used with respect to an individual who
is an employee described in subpara-
graph (1) of this paragraph shall be con-
sidered to be a reference to the earned
income of such individual derived from
the trade or business with respect to
which the plan is established.

§ 1.404(f) Statutery provisions; deduc-
tion for contributions of an em-
ployer to an employees’ trust or an-
nuity plan; certain loan repayments
considered as contributions.

Sec. 404. Deduction for contributions of
an employer to an employees’ trust or an-
nuity plan and compensation under a de-
ferred-payment plan, * * *

(f) Certain loan repayments considered
as contributions. For purposes of this sec-
tion, any amount paid, directly or indirectly,
by an owner-employee (within the meaning
of section 401(c)(3)) in repayment of any
loan which under section 72(m) (4) (B) was
treated as an amount recelved under a con-
tract purchased by a trust described in sec-
tlon 401(a) which is exempt from tax under
section 501(a) or purchased as a part of a
plan described In section 408(a) shall be
treated as a contribution to which this sec-
tion applies on behalf of such owner-
employee to such trust or to or under such
plan.

[Sec. 404(f) as added by sec. 3(b), Seli-
Employed Individuals Tax Retirement Act
1962 (76 Stat. 821) |

[F.R. Doc. 63-9922; Filed, Sept, 16, 1963;
8:48 am.]

[T.D. 6677]

PART 1—INCOME TAX; TAXABLE
YEARS BEGINNING AFTER DECEM-
BER 31, 1953

SUBCHAPTER F—PROCEDURE AND
ADMINISTRATION
PART 301—PROCEDURE AND
ADMINISTRATION

Information To Be Furnished With Re-
gard to Certain Employee Refire-
ment Plans, Criminal Penalties for
the Submission of Fraudulent Infor-
mation, and Other Technic al
Changes
On April 23, 1963, notice of proposed

rule making with respect to the amend-

ment of the Income Tax Regulations

(26 CFR Part 1) and the Regulations on

Procedure and Administration (26 CFR

Part 301), prescribing regulations under
section 6047 of the Internal Revenué

.Code of 1954 and amending the regula-

tions under sections 6041, 6042, 6044
6049, and 7207, was published in }he
FEpERAL REGISTER (28 F.R. 3981). After
consideration of all such relevant mat-
ter as was presented by interested per-
sons regarding the rules proposed, the
amendment of the regulations is hereby
adopted as proposed.

(Sec. 7805 of the Internal Revenue Code of
1954 (68A Stat. 917; 26 U.S.C, 7805) )

[sEAL] MorTiMER M. CAPLIN,
Commissioner of Internal Revenue.

Approved: September 10, 1963.

STANLEY S. SURREY,
Assistant Secretary of the
Treasury.

The Income Tax Regulations (26 CFR
Part 1) and the Regulations on ProceE
dure and Administration (26 CFR Par
301) are hereby amended to conform 10
section 7(m) of the Self-Employed In-



