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Washington, Tuesday, September 17, 1963

C o n te n ts

A g r i c u l t u r a l  M a r k e t i n g  S e r v i c e

No t ic e s  :
Stockyards:-

Cochise L ivestock  A u ction  et al. ;
proposed p ostin g ------------------ 10176

Dom inique’s L ivestock  A u ction  
et a l.; ch an ges in  n a m e s . .—  10176 

Pr o po se d  R u l e  M a k i n g :
Milk in  M em phis, T en n ., m a rk et ­

ing area ; recom m en ded  decis ion  
and opportu n ity to  file  w ritten  
exceptions on  proposed  a m en d ­
ments to  tentative agreem ent
and order.___________ _____ —  10169

Potatoes; decision  regardin g n a ­
tional m arketing agreem en t
and ord er____________________  10168

U.S. standards fo r  grades; a pp li ­
ca tions o f  to lera n ces:

R ad ish es_____________ ______ ,_10168
Sweet p ep p ers ..___________  10167

Ru l e s  a n d  R e g u l a t io n s :
Milk in  C entral W est Texas m a r ­

keting area ; ord er  term in atin g 
certain provision s__ ._______  10151

A g r icu l t u r e  D e p a r t m e n t  

See A gricu ltural M ark eting Serv ­
ice.

No t ic e s  :
D esignation  o f  a rea s  f o r  e m e r ­

g en cy  lo a n s  :
A rka n sa s_________________   10176
O k la h o m a -___________________  10177
T exas____ ___________________  10177

A t o m ic E n e r g y  C o m m i ssi o n  

Pr o po se d  R u l e  M a k i n g :
Standards f o r  p r o te c t io n  a g a in st  

ra d ia t io n ; r a d io a c t iv ity  in  efflu-
ents to  u n restricted  areas___ _ 10170

Ru l e s  a n d  R e g u l a t io n s :
Licensing o f  b yp rod u ct m a teria l;

exempt con cen tra tion s_________ 10154
Rules o f  p ra ctice ; m iscellaneous 

am endm ents___________________ 10151

C iv i l  A e r o n a u t i c s  B o a r d

No t ic e s  :
Business and  econ om y fares; h ea r ­

in g -______ ____   10178

C i v i l  S e r v i c e  C o m m i ssi o n

R u l e s  a n d  R e g u l a t io n s :
M iscellaneous am endm en ts_____ 10148

C o m m e r c e  D e p a r t m e n t

See M aritim e A dm inistration .

F e d e r a l  A v i a t i o n  A g e n c y

P r o po s e d  R u l e  M a k i n g :
C on trol zone, con tro l area exten ­

sion  a nd  tran sition  a rea ; a lter ­
ation , revoca tion  a n d  design a -

* t i o n .____ ________ !____________ 10172

R u l e s  a n d  R e g u l a t io n s :
C on trol zon e ; rev oca tio n _____ :_10155
Fed era l a irways, con tro lled  a ir ­

space and rep ortin g  p o in ts ; m is ­
ce llan eou s am en dm en ts; co rre c ­
tion  ____    10156

Fed era l a irw ays a nd  associated
con tro l areas; re v oca tio n ______10155

T ran sit ion  area s; designations (2 
d ocu m en ts ) _______   10156

F e d e r a l  C o m m u n i c a t i o n s 

C o m m i ssi o n  

No t i c e s : ,

Hearings, etc.:
D utchess  C ou nty B roadcasting

C orp. (W H IP )______________ 10177
Perozzo, H enry, et a l___________ 10177
W i l l i a m s ,  A l b e r t  J o h n

(K T Y M )_____________    10178

F e d e r a l  M a r i t i m e  C o m m i ssi o n

No t i c e s :
D irector, D om estic R egu la tion  

B u reau ; redelegation  o f  au ­
th orities  _ ___________________  10178

In d epen d en t ocea n  fre ig h t fo r ­
w arder a pp lica tion s____________ 10178

P ort o f  Sea ttle and  A laska S tea m ­
sh ip  C o____________________    10179

F e d e r a l  P o w e r  C o m m i ssi o n

No t i c e s :

Hearings, etc .:
C alaveras C ou nty W a ter D is ­

tr ic t  a nd  Tu olem n e C ou nty
W a ter D istrict  No. 2------- 10179

C ities S ervice  C o. et a l------- 10179
C ities Serv ice  G as C o-------- 10179
L on e S ta r G as C o------------   10181
M aine Pu b lic Serv ice  C o----- 10181
Phillips  Petroleum  C orp. et a l—  10180
Skelly  O il Co. e t a l_______ 10180
S u n  O il Co. et a l---------------- 10181
T ra n sw estem  P ipelin e Co. e t  a l_ 10181
U nited  G as P ipe  L ine C o. (2

d o c u m e n ts )___ . . . ______ —  10182

F i sh  a n d  W i l d l i f e  S e r v i c e

R u l e s  a n d  R e g u l a t io n s :
H un tin g in  ind ividual w ild life

re fu ge  areas:
St. M arks, F lor id a ____________ 10159
\Wiite R iver , A rkansas_________ 10159

F o o d  a n d  D r u g  A d m i n i s t r a t i o n

No t i c e s :
Sta u ffer  C h em ica l C o .; w ith draw al

o f  p etition  regardin g pesticid e ,
ch em ica l ca rb op h en oth ion _____ 10177

R u l e s  a n d  R e g u l a t io n s :
C ertifica tion ; b a c itra c in ; ch a n ge

o f  exp ira tion  d a te ---- ----------------- 10151
F o o d  additives ; d iethy lstilbestrol

a nd  O x y t e t r a c y c l in e ____________ 10150

H e a l t h ,  E d u c a t i o n ,  a n d  W e l f a r e  

D e p a r t m e n t

See F ood  a n d  D ru g A dm in istra ­
tion .

I n t e r i o r  D e p a r t m e n t  

See also F ish  a nd  W ild life  S erv ­
ic e ; La n d  M an ag em en t B ureau; 
M ines B ureau.

No t i c e s :
A pp ointm en ts  and  statem ents o f  

fin a n cia l interests:'
N egroni, J u lio  A _________1____ 10175
R am irez , R a fa e l R _ _____ _____ 10175

( C o n t i n u e d  o n  n e x t  p a g e )

10113



1 0 1 1 4 C O N T EN T S

I n t e r n a l  R e v e n u e  S e r v i c e

P r o p o s e d  R u l e  M a k i n g :

In com e  ta x ; pension  and  ann u ity
plan s e t a l___________________  10161

R u l e s  a n d  R e g u l a t i o n s :

In com e  taxes: ■
In fo rm a tion  to  be fu rn ish ed  re ­

ga rd in g certa in  em p loyee re ­
tirem en t plans, cr im in a l p en ­
a lties fo r  subm ission  o f  fra u d -
u len t in form a tion , et a l_____ 10146

Q u alified  p e n s i o n ,  p ro fit -  
sh arin g, a nd  sto ck  bonus a nd

v b on d  purch ase  p lan s__________ 10115
S e lf-em p lo yed  ind iv idu als____ 10132

P roced u re  and  a dm in is tra tion ; in ­
fo rm a tion  to  be fu rn ish ed  re ­
ga rd in g certa in  em p loyee retire ­
m en t p lans, cr im in a l penalties 
fo r  subm ission  o f  fra u d u len t in ­
fo rm a tio n , et a l__ ____________ 10146

L a n d  M a n a g e m e n t  B u r e a u

N o t i c e s :

P rop osed  w ithdraw als and  reser ­
va tion s o f  lan ds; term in a tion s:

N evada____ __________________ 10174
W a s h in g to n ..__________ ______ 10174

R u l e s  a n d  R e g u l a t i o n s :

Pu b lic lan d  ord ers:
A laska :

C orrection  o f  prev iou s o rd e r . 10158 
W ith d ra w a l o f  lan ds fo r  m ili ­

ta ry  purposes; revoca tion  o f
ce rta in  executive ord er, in
w h ole o r  in  p a r t____ _______10156

W ith draw al o f  lands as source
o f  m aterials______________  10157

C a lifo rn ia :
F orest Service recrea tion  site

w ith draw al_______________  10156
Forest Service n atural areas 

w ith d ra w a l________________ 10157
O p en in g o f  rec la m a tion  w ith ­

d raw n  lan ds to  m in era l lo ­
ca tion , en try and  p a ten t_ 10158

Id a h o ; w ith draw al fo r  Forest 
S ervice  adm in istrative and
recrea tion  sites___ ___________ 10157

O k lah om a ; resto ration  o f  lands
to  tr ib a l ow n ersh ip __________ 10157

O re g o n :
O pen in g o f  p u b lic  la n d s____ 10158
W ith dra w al fo r  Forest Service 

roa dside  zone and  recrea ­
t ion  area_____ _____________ 10158

U ta h :
P artia l revoca tion  o f  previous 

o r d e r ____________________  10159

W ith d ra w a l o f  lands fo r  recla ­
m a tion  purposes ; Joes V al ­
ley  D a m  a nd  Reservoir,
E m ery C ou nty P ro je c t___ 10157

W y om in g ; correction  o f  previ ­
ous o rd er------------------------ - 10158

M a r i t i m e  A d m i n i st r a t i o n

N o t i c e s :

E ssentiality  and  U .S. flag service 
requ irem en ts; con clu sion s and 
determ in ation s, T rad e R ou te  26 . 10177

M i n e s B u r e a u

N o t i c e s :

A ssistant G en eral M anager, H eli ­
um  O pera tion s; redelegation  o f  
a u th ority  _________________ _ 10175

S e c u r i t i e s a n d  E x c h a n g e  

C o m m i ssi o n

N o t i c e s :

C olu m b ia G as System , In c., et a l.; 
a lloca tion  o f  con solid ated  tax 
liabilities_____________________  10183

T r e a su r y  D e p a r t m e n t

See In te rn a l R even u e Service.

C o d if ic a t io n  G u id e
T h e fo llo w in g  n u m erica l g u id e  is a  list o f  the parts  o f  e a c h  title o f  the C o d e  o f  F e d e ra l R eg u la tion s  a ffected  by 

d o cu m e n ts  p u b lish e d  in  t o d a y 's  issu e . A  cu m u la tiv e  list o f  pa rts  a ffe c te d , c o v e r in g  the current m on th  to date, 
a p p e a r s  at th e e n d  o f  e a c h  issu e  b e g in n in g  w ith  the s e c o n d  issu e  o f  the m on th .

M on th ly , qu a rterly , a n d  a n n u a l cu m u la tiv e  g u id e s , p u b lis h e d  se p a ra te ly  from  the d a ily  issu es , in c lu d e  the 
se ct io n  n u m b ers  a s  w e ll  a s  the part n u m b ers  a ffe c te d .

3  C F R 1 0  C FR 4 3  C FR

E x e c u t i v e  O r d e r s :

5450 (revoked by  PLO  3 2 2 2 )10156
7448 (revok ed  b y PLO  322 2)_____  10156
8102 (revoked in  p art by PLO 

3 2 2 2 )_____ j _______ ^_____ _____ 10156

5  C F R

213______________________ _______ 10149
591_____________ _______________ 10149
831_____________________________ 10149
870_____  10149
890______________________________ 10150

7  C FR

1128____     10151
P r o p o s e d  R u l e s :

51 (2 d o cu m e n ts )___ ______ 10167,10168
900— 999______ ______ ___________ 10168
1097_____   10169

2__________   10151
30___ .,______    10154
P r o p o s e d  R u l e s ;

20 ________  10170

1 4  CFR

71 [N ew ] (5 d o cu m e n ts )___ 10155,10156
P r o p o s e d  R u l e s :

71 [N e w ]_________     10172

2 1  CFR

121_____________________    10150
146e______   10151

2 6  CFR

1 (3 d o cu m e n ts )10115,10132,10146
301_____ ______________ .*________ 10146
P r o p o s e d  R u l e s :

1_______ _______________________ 10161

P u b l i c  L a n d  O r d e r s :

2564 (revok ed  in  p art b y PLO
3 2 3 1 )______    10159

3101 (corrected  b y PLO 3 2 2 9 )-------  10158
3128 (Corrected b y PLO  3 229)_____ 10158
3222 _   10156
3223 ________________________ —  10156
3224 ___   10157
3225 ___________________________ 10157
3226 ___________  10157
3227 _________________________ -  10157
3228 _______ __________ ____ — — 10157
3229 ___   —  10158
3230 _______________   10158
3231 ___________________________10159
3232 _______________ ____________ 10158
3233 ___________________________10158

5 0  C F R

32 (2 d o c u m e n ts ) ._______________ 10159

P u b l i s h e d  d a i l y , e x c e p t  S u n d a y s , M o n d a y s , a n d  d a y s  f o l l o w i n g  o ff ic ia l  F e d e r a l h o lid a y s , 
b y  t h e  O ffice  o f  t h e  F e d e r a l R e g i s te r , N a t i o n a l  A r c h i v e s  a n d  R e c o r d s  S e r v ic e , G en era l Serv ­
ic e s  A d m i n i s t r a t i o n ,  p u r s u a n t  t o  t h e  a u t h o r i t y  c o n t a i n e d  i n  t h e  F e d e r a l R e g is te r  Act, 
a p p r o v e d  J u ly  2 6 , 1 9 3 5  ( 4 9  S t a t .  5 0 0 , a s  a m e n d e d ; 4 4  U .S .C .,  c h .  8 B ) ,  u n d e r  regulations  

p r e s c r ib e d  b y  T ;he A d m in istra tiv e  C o m m i t t e e  o f  t h e  F e d e r a l R e g i s t e r , a p p r o v e d  b y  t h e  P r e s id e n t . D i s t r i b u t i o n  is  m a d e  o n ly  b y  the 
S u p e r i n t e n d e n t  o f  D o c u m e n t s ,  G o v e r n m e n t  P r i n t i n g  O ffic e , W a s h i n g t o n ,  D .C .,  2 0 4 0 2 .

T h e  Fe d e r a l  R e g is t e r  w i l l  b e  f u r n i s h e d  b y  m a i l  t o  s u b s c r ib e r s , fr e e  o f  p o s t a g e , f o r  $ 1 .5 0  p e r  m o n t h  o r  $ 1 5 .0 0  p e r  y e a r , p a y a b le  n  
a d v a n c e . T h e  c h a r g e  f o r  i n d i v i d u a l  c o p i e s  ( m i n i m u m  1 5  c e n t s )  v a r i e s  i n  p r o p o r t i o n  t o  t h e  s iz e  o f  t h e  i s s u e . R e m i t  c h e c k  o r  m o n ey  
o r d e r , m a d e  p a y a b le  t o  t h e  S u p e r i n t e n d e n t  o f  D o c u m e n t s , G o v e r n m e n t  P r i n t i n g  O ffice , W a s h i n g t o n ,  D .C .,  2 0 4 0 2 .

T h e  r e g u la to r y  m a t e r i a l  a p p e a r i n g  h e r e in  is  k e y e d  t o  t h e  Co d e  o p  Fe d e r a l  R e g u l a t io n s , w h i c h  i s  p u b l i s h e d , u n d e r  5 0  t i t le s ,  p u r ­

s u a n t  t o  s e c t i o n  11  o f  t h e  F e d e r a l R e g is te r  A c t ,  a s  a m e n d e d  A u g u s t  5 , 1 9 5 3 . T h e  Co d e  o p  F e d e r a l  R e g u l a t i o n s  i s  s o ld  b y  t h e  S u p e r  
t e n d e n t  o f  D o c u m e n t s .  P r ic e s  o f  b o o k s  a n d  p o c k e t  s u p p l e m e n t s  v a r y .

T h e r e  a r e  n o  r e s t r i c t i o n s  o n  t h e  r e p u b l i c a t i o n  o f  m a t e r i a l  a p p e a r i n g  i n  t h e  Fe d e r a l  R e g is t e r , o r  t h e  Co d e  o p  Fe d e r a l  R e g u l a t i

f e o e r a l M r e g is t e r
T e le p h o n e W O rth  3 -3 2 6 1



R u le s  a n d  R e g u la t io n s

Title 2 6 - I N TER N AL REVENUE
Ch a p t e r  I— I n t e r n a l  R e v e n u e  S e r v i c e ,  

D e p a r t m e n t  o f  t h e  T r e a su r y  

S U B C H A P T ER  A — I N C O M E  T A X  

[ T .  D . 6 6 7 5 ]

P A R T  1— I N C O M E  T A X ; T A X A B L E  

Y EA R S  B EG I N N I N G  A F T ER  D E C E M ­

BER  3 1 ,  1 9 5 3

Q u a l i f ie d  P e n si o n ,  P r o f i t - Sh a r i n g ,  a n d  

St o ck  B o n u s a n d  B o n d  P u r c h a se  

P la n s

On A pril 6, 1963, n otice  o f  p rop osed  
rule m aking w ith  resp ect to  th e a m en d ­
ment o f  th e In com e  T a x  R egu la tion s 
(26 C PR  P a rt 1) u n der section s 401 
and 405 o f  th e  In tern a l R even ue C ode 
of 1954 (re la tin g to  qualified  p en ­
sion, p ro fit-sh arin g , a n d  sto ck  bonu s 
plans, and  qualified  b on d  purchase 
plans) to  con fo rm  to  section s 2 (in  p a rt) 
and 5 o f  the S e lf-E m p loyed  Indiv idu als  
Tax R etirem en t A ct  o f  1962 (76 Stat. 
809, 826) was pub lished in  th e F e d e r a l  
R e g i s t e r  (28 F .R . 340 1). A fter  co n s id ­
eration o f  a ll su ch  relevan t m a tter as 
was presented b y interested persons re ­
garding th e  ru les proposed , th e am en d ­
ment o f  th e reg u la tion s as p rop osed  is 
hereby adopted , su b je ct to  th e ch an ges  
set fo rth  b elow :

P a r a g r a p h  1-. P ara grap h  (a ) (3 ) o f  
§ 1.401-1, as set fo r th  in  p aragrap h  2 
of the a ppen dix to  th e n otice  o f  p ro ­
posed rule m akin g, is ch a n ged  b y rev is ­
ing subdivision  ( i i i ) .

P a r . 2. P a ra grap h  (c )  (1 ) ,  th e  p ortion  
of (2) (iii)  w h ich  p recedes subd ivision
(a) th ereo f, (4 ) ( i ) , (5 ) ,  a n d  (6 ) o f  
§ 1.401-4, as set fo r th  in  p aragrap h  4 o f  
the appen dix  to  th e n otice  o f  p rop osed  
rule m aking, is ch a n ged .

Pa r . 3. S ection  1.401-6, as set fo r th  in  
paragraph 5 o f  th e  a ppen dix to  th e  n otice  
of proposed ru le  m akin g, is ch a n ged  b y  
adding a  new  subd iv ision  (iii)  to  p a ra ­
graph (a ) ( 2 ) ,  b y  revising p ara gra p h  (b )
(1) and (2 ) ,  a n d  b y  rev ising  p aragrap h  
(e).

P a r . 4. S ectio n  1.401-7, as set fo r th  in  
paragraph 5 o f  th e a ppen dix to  th e  
notice o f  p rop osed  ru le  m a kin g, Is 
changed by deleting  exam p le (1) o f  p a ra ­
graph (b ) „  b y  red esigna tin g exam ples
(2) and (3 ) o f  p aragrap h  (b ) as e x ­
amples, (1) and  (2 ) ,  respectively, and  
by revising p aragrap h  ( c ) .

P a r . 5. S ection  1.401-8, as set fo r th  in  
paragraph 5 o f  th e app en dix to  th e  n o ­
tice o f  proposed  ru le m aking, is revised 
by changing p aragrap h s (b ) (1 ) (iii)  and  
(e )(2 ) . -

P a r . 6. S ection  1.401-9, as set fo r th  in  
Paragraph 5 o f  th e app en dix  to  th e  n o ­
tice o f  p rop osed  ru le  m akin g, is ch a n ged  
by revising subparagraphs (1 ) ( i)  and  
<2) o f  paragraph  (b ) a n d  b y revising ex - 
^ P l e  (2) o f  p aragrap h  ( c ) .

P a r . 7. S ection  1.401-10, as set fo r th  
ln Paragraph 5 o f  th e  ap pen dix to  th e

n otice  o f  proposed  ru le m akin g, is
ch a n ged  by rev ising su bparagraph  (3)
(1) o f  p aragrap h  ( b ) .

P a r . 8. S ection  1.401-11, as set fo r th  
in  p aragrap h  5 o f  th e  app en dix to  the 
n otice  o f  p rop osed  rule m akin g, is
ch a n ged  b y  deleting  p aragrap h  (b ) (2) 
a n d  red esigna tin g p aragrap h  (b ) (3) 
and  (4 ) as (b ) (2) and  (3 ) ,  respectively, 
and  b y revising p aragrap h  (e ) ( 3 ) ,  (4 ) ,  
( 5 ) ,  ( 6 ) ,  and  (7 ) .

P a r . 9. S ectio n  1 .401-12, as set fo r th  
in  p aragrap h  5 o f  the ap pen dix to  th e 
n otice  o f  p rop osed  ru le m akin g, __ is 
ch a n ged  b y rev ising so m u ch  o f-  p a ra ­
grap h  (c )  (4 ) ( i i ) . as fo llow s su bdivision
(b ) th ereo f, su bp arag raph  (1 ) o f  p a ra ­
g rap h  ( d ) ,  su bp arag raph  (1 ) (ii)  o f  
paragrap h  (g ) ,  su bp arag raph  (2 ) ( i)  o f  
p aragrap h  ( i ) ,  subparagraphs (1) and
(2 ) o f  p aragrap h  ( j ) ,  a n d  subp arag raph
(1 ) (i)  o f  p aragrap h  (m ) . -

P a r . 10. S ection  1 .405-3, as set fo r th  in  
paragrap h  6 o f  th e  app en dix to  th e n o ­
tice  o f  p rop osed  ru le m akin g, is revised 
b y add in g a  sen ten ce a t th e  en d  o f  p a ra ­
grap h  (a ) (1) and  b y ch a n g in g  p a ra ­
grap h  (b )  (3 ) ,  (4 ) ,  a n d  (5 ) .

( S e c .  7 8 0 5  o f  t h e  I n t e r n a l  R e v e n u e  C o d e  o f  
1 9 5 4  ( 6 8 A  S t a t .  9 1 7 ^ 2 6  U S . C .  7 8 0 5 )  )

[S E A L ] Cm ORTIMER M . CAEUWr*^
Commissioner oJThzemai itevenue.

A pp roved : Sep tem ber 10,1963.

S t a n l e y  S . S u r r e y ,

Assistant Secretary of the 
Treasury.

In  ord er to  co n fo rm  th e In com e  T a x  
R egu la tion s (26 C F R  P a rt 1) to  section s 
2 ( in  p a rt) a n d  5 o f  th e  S e lf-E m p loyed  
In div idu als  T a x  R etirem en t A ct  o f  1962 
(76 Sta t. 809, 8 26 ), su ch  regu lation s are 
am en ded  as fo llow s :

P a r a g r a p h  1. S ectio n  1.401 is am ended 
b y  rev ising  p aragrap h  (5 ) o f  section  
4 0 1 (a ), b y  add in g  paragrap h s (7 ) ,  (8 ) ,  
( 9 ) ,  a nd  (10 ) to  section  4 0 1 (a ), b y  re ­
design atin g su bsection  (c )  o f  section  
401 as su bsection  ( h ) , b y  insertin g a fter  
su bsection  (b )  o f  section  401 new  su b ­
section s ( c ) , ( d ) , ( e ) , ( f ) ,  a nd  ( g ) , and  
b y  a dd in g a  h isto rica l n ote . Th ese  
am ended and  added provision s read  as 
fo llow s :

§ 1 . 4 0 1  S t a tu t o r y  p r o v is i o n s  ;  q u a l i f i e d  
p e n s i o n ,  p r o f i t - s h a r i n g , a n d  s t o c k  
b o n u s  p l a n s .

S e c . 4 0 1 . Q u a lified  p e n s i o n , p r o f i t - s h a r in g ,  
a n d  s t o c k  b o n u s  p la n s — ( a )  R e q u i r e m e n t s  
f o r  q u a li fi c a tio n .  * * *

( 5 )  A  c la s s i f i c a t io n  s h a l l  n o t  b e  c o n s id e r e d  
d is c r i m i n a t o r y  w i t h i n  t h e  m e a n i n g  o f  p a r a ­

g r a p h  ( 3 )  ( B )  o r  ( 4 )  m e r e ly  b e c a u s e  i t  e x ­

c l u d e s  e m p lo y e e s  t h e  w h o le  o f  w h o s e  
r e m u n e r a t i o n  c o n s t i t u t e s  “ w a g e s ”  u n d e r  s e c ­

t i o n  3 1 2 1 ( a )  ( 1 )  ( r e la t i n g  t o  t h e  F e d e r a l I n ­

s u r a n c e  C o n t r i b u t i o n s  A c t )  o r  m e r e ly  
b e c a u s e  i t  i s  l i m i t e d  t o  s a la r ie d  o r  c le r i c a l  e m ­

p lo y e e s . N e i t h e r  s h a U  a  p la n  b e  c o n s i d e r e d  
d is c r i m i n a t o r y  w i t h i n  t h e  m e a n i n g  o f  s u c h  
p r o v is io n s  m e r e l y  b e c a u s e  t h e  c o n t r i b u t i o n s  
o r  b e n e fi t s  o f  o r  o n  b e h a l f  o f  t h e  e m p lo y e e s  
u n d e r  t h e  p l a n  b e a r  a  u n i f o r m  r e l a t i o n s h i p  
t o  t h e  t o t a l  c o m p e n s a t i o n , o r  t h e  b a s ic  o r

r e g u la r  r a te  o f  c o m p e n s a t i o n , o f  s u c h  e m ­

p lo y e e s , o r  m e r e ly  b e c a u s e  t h e  c o n t r i b u t i o n s  
o r  b e n e fi t s  b a s e d  o n  t h a t  p a r t  o f  a n  e m ­

p lo y e e ’s  r e m u n e r a t i o n  w h i c h  i s  e x c lu d e d  
f r o m  “ w a g e s ”  b y  s e c t i o n  3 1 2 1 ( a )  ( 1 )  d if f e r  
f r o m  t h e  c o n t r i b u t i o n s  o r  b e n e fi t s  b a s e d  o n  
e m p lo y e e ’s  r e m u n e r a t i o n  n o t  s o  e x c lu d e d ,  
o r  d if f e r  • b e c a u s e  o f  a n y  r e t i r e m e n t  b e n e fi t s  
c r e a te d  u n d e r  S t a t e  o r  F e d e r a l la w . F o r  p u r ­

p o s e s  o f  t h i s  p a r a g r a p h  a n d  p a r a g r a p h  ( 1 0 ) ,  
t h e  t o t a l  c o m p e n s a t i o n  o f  a n  i n d i v i d u a l  w h o  
is  a n  e m p lo y e e  w i t h i n  t h e  m e a n i n g  o f  s u b ­

s e c t i o n  ( c )  ( 1 )  m e a n s  s u c h  i n d i v i d u a l ’s  
e a r n e d  i n c o m e  ( a s  d e fin e d  i n  s u b s e c t i o n  ( c )

( 2 ) ) ,  a n d  t h e  b a s ic  o f  r e g u la r  r a t e  o f  c o m ­
p e n s a t i o n  o f  s u c h  a n  i n d i v i d u a l  s h a l l  b e  d e ­

t e r m i n e d , u n d e r  r e g u la t i o n s  p r e s c r ib e d  b y  
t h e  S e c r e ta r y  o r  h is  d e le g a t e , w i t h  r e s p e c t  
t o  t h a t  p o r t i o n  o f  h i s  e a r n e d  i n c o m e  w h i c h  
b e a r s  t h e  s a m e  r a t i o  t o  h is  e a r n e d  i n c o m e  a s  
t h e  b a s ic  o r  r e g u la r  c o m p e n s a t i o n  o f  t h e  e m ­

p lo y e e s  u n d e r  t h e  p la n  b e a r s  t o  t h e  t o t a l  
e o m p e n s a t i o n  o f  s u c h  e m p lo y e e s .

* * * * *

( 7 )  A  t r u s t  s h a l l  n o t  c o n s t i t u t e  a  q u a li f i e d  
t r u s t  u n d e r  t h i s  s e c t i o n  u n l e s s  t h e  p la n  o f  
w h i c h  s u c h  t r u s t  is  a  p a r t  p r o v id e s  t h a t ,  u p o n  
i t s  t e r m i n a t i o n  o r  u p o n  c o m p le t e  d i s c o n ­

t i n u a n c e  o f  c o n t r i b u t i o n s  u n d e r  t h e  p la n ,  
t h e  r i g h t s  o f  a l l  e m p lo y e e s  t o  b e n e f i t s  a c ­

c r u e d  t o  t h e  d a t e  o f  s u c h  t e r m i n a t i o n  o r  d i s ­

c o n t i n u a n c e ,  t o  t h e  e x t e n t  t h e n  f u n d e d ,  o r  
t h e  a m o u n t s  c r e d it e d  t o  t h e  e m p lo y e e s ’ a c ­

c o u n t s  a r e  n o n f o r f e i t a b l e .  T h i s  p a r a g r a p h  
s h a l l  n o t  a p p l y  t o  b e n e f i t s  o r  c o n t r i b u t i o n s  
w h i c h ,  u n d e r  p r o v is io n s  o f  t h e  p la n  a d o p t e d  
p u r s u a n t  t o  r e g u la t i o n s  p r e s c r ib e d  b y  t h e  
S e c r e ta r y  o r  h i s  d e le g a t e  t o  p r e c lu d e  t h e  d i s ­

c r i m i n a t i o n  p r o h i b i t e d  b y  p a r a g r a p h  ( 4 ) ,  
m a y  n o t  b e  u s e d  f o r  d e s i g n a t e d  e m p lo y e e s  i n  
t h e  e v e n t  o f  e a r ly  t e r m i n a t i o n  o f  t h e  p la n .

( 8 )  A  t r u s t  f o r m i n g  p a r t  o f  a  p e n s i o n  p l a n  
s h a l l  n o t  c o n s t i t u t e  a  q u a l i f i e d  t r u s t  u n d e r  
t h i s  s e c t i o n  u n l e s s  t h e  p la n  p r o v id e s  t h a t  
f o r f e i t u r e s  m u s t  n o t  b e  a p p l i e d  t o  in c r e a s e  
t h e  b e n e fi t s  a n y  e m p lo y e e  w o u ld  o t h e r w is e  
r e c e iv e  u n d e r  t h e  p la n .

( 9 )  I n  t h e  c a s e  o f  a  p la n  w h i c h  p r o v id e s  
c o n t r i b u t i o n s  o r  b e n e fi t s  f o r  e m p lo y e e s  s o m e  
o r  a l l  o f  w h o m  a r e  e m p lo y e e s ' w i t h i n  t h e  
m e a n i n g  o f  s u b s e c t i o n  ( c )  ( 1 ) ,  a  t r u s t  f o r m ­

i n g  p a r t  o f  s u c h  p l a n  s h a l l  n o t  c o n s t i t u t e  a  
q u a li f i e d  t r u s t  u n d e r  t h i s  s e c t i o n  u n le s s ,  
u n d e r  t h e  p l a n ,  t h e  e n t i r e  i n t e r e s t  o f  e a c h  
e m p lo y e e —

( A )  E i t h e r  w i l l  b e  d i s t r i b u t e d  t o  h i m  n o t  
l a t e r  t h a n  h i s  ta x a b l e  y e a r  i n  w h i c h  h e  a t ­

t a i n s  t h e  a g e  o f  7 0  y e a r s , o r , i n  t h e  c a s e  o f  
a n  e m p lo y e e  o t h e r  t h a n  a n  o w n e r -e m p l o y e e  
( a s  d e f in e d  i n  s u b s e c t i o n  ( c )  ( 3 ) ) ,  i n  w h i c h  
h e  r e t i r e s , w h ic h e v e r  is  t h e  l a t e r , o r

( B )  W i l l  b e  d i s t r i b u t e d , c o m m e n c i n g  n o t  
l a t e r  t h a n  s u c h  t a x a b le  y e a r ,  ( i )  i n  a c c o r d ­

a n c e  w i t h  r e g u la t i o n s  p r e s c r ib e d  b y  t h e  S e c ­

r e t a r y  o r  h i s  d e le g a te , o v e r  t h e  l i f e  o f  s u c h  
e m p lo y e e  o r  o v e r  t h e  liv e s  o f  s u c h  e m p lo y e e  
a n d  h i s  s p o u s e , o r  ( i i )  i n  a c c o r d a n c e  w i t h  
s u c h  r e g u la t i o n s , o v e r  a  p e r io d  n o t  e x t e n d i n g  
b e y o n d  t h e  l i f e  e x p e c t a n c y  o f  s u c h  e m p lo y e e  
o r  t h e  l i f e  e x p e c ta n c y  o f  s u c h  e m p lo y e e  a n d  
h i s  s p o u s e .

A  t r u s t  s h a l l  n o t  b e  d is q u a li f ie d  u n d e r  t h i s  
p a r a g r a p h  b y  r e a s o n  o f  d i s t r i b u t i o n s  u n d e r  
a  d e s i g n a t i o n , p r io r  t o  t h e  d a te  o f  t h e  e n a c t ­

m e n t  o f  t h i s  p a r a g r a p h , b y  a n y  e m p lo y e e  

u n d e r  t h e  p l a n  o f  w h i c h  s u c h  t r u s t  is  a  p a r t ,  

o f  a  m e t h o d  o f  d i s t r i b u t i o n  w h i c h  d o e s  n o t  

m e e t  t h e  t e r m s  o f  t h e  p r e c e d i n g  s e n t e n c e .

( 1 0 )  I n  t h e  c a s e  o f  a  p l a n  w h i c h  p r o v id e s  

c o n t r i b u t i o n s  o r  b e n e fi t s  f o r  e m p lo y e e s  s o m e  

o r  a l l  o f  w h o m  a r e  o w n e r -e m p l o y e e s  ( a s  d e ­

f in e d  i n  s u b s e c t i o n  ( c )  ( 3 ) )  —
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( A )  P a r a g r a p h  ( 3 )  a n d  t h e  f ir s t  a n d  s e c ­

o n d  s e n t e n c e s  o f  p a r a g r a p h  ( 5 )  s h a l l  n o t  

a p p ly , b u t —

(1) S u c h  p la n  s h a l l  n o t  b e  c o n s id e r e d  d i s ­

c r i m i n a t o r y  w i t h i n  t h e  m e a n i n g  o f  p a r a ­

g r a p h  ( 4 )  m e r e ly  b e c a u s e  t h e  c o n t r i b u t i o n s  

o r  b e n e fi t s  o f  o r  o n  b e h a l f  o f  e m p lo y e e s  

u n d e r  t h e  p la n  b e a r  a  u n i f o r m  r e l a t i o n s h i p  

t o  t h e  t o t a l  c o m p e n s a t i o n , o r  t h e  b a s ic  o r  

r e g u la r  r a t e  o f  c o m p e n s a t i o n , o f  s u c h  e m ­

p lo y e e s ,  a n d

( i l )  S u c h  p la n  s h a l l  n o t  b e  c o n s id e r e d  d i s ­

c r i m i n a t o r y  w i t h i n  t h e  m e a n i n g  o f  p a r a ­

g r a p h  ( 4 )  s o le ly  b e c a u s e  u n d e r  t h e  p la n  

c o n t r i b u t i o n s  d e s c r ib e d  i n  s u b s e c t i o n  ( e )

( 3 )  ( A )  w h i c h  a r e  in  e x c e s s  o f  t h e  a m o u n t s  

w h i c h  m a y  b e  d e d u c t e d  u n d e r  s e c t i o n  4 0 4  

( d e t e r m i n e d  w i t h o u t  r e g a r d  t o  s e c t i o n  4 0 4

( a )  ( 1 0 ) )  f o r  t h e  t a x a b l e  y e a r  m a y  b e  m a d e  

o n  b e h a l f  o f  a n y  o w n e r -e m p l o y e e ; a n d

-( B )  A  t r u s t  f o r m i n g  a  p a r t  o f  s u c h  p la n  

s h a l l  c o n s t i t u t e  a  q u a li f i e d  t r u s t  u n d e r ' t h i s  

s e c t i o n  o n l y  i f  t h e  r e q u i r e m e n t s  i n  s u b s e c ­

t i o n  ( d )  a r e  a l s o  m e t .

* * * * *

( c )  D e fi n i t io n s  a n d  r u le s  r e la t in g  t o  s e l f -  

e m p l o y e d  in d iv id u a ls  a n d  o w n e r -e m p l o y e e s .  

F o r  p u r p o s e s  o f  t h i s  s e c t io n —

( 1 )  E m p l o y e e .  T h e  t e r m  “ e m p lo y e e ”  i n ­

c lu d e s , f o r  a n y  t a x a b le  y e a r , a n  in d i v i d u a l  

w h o  h a s  e a r n e d  i n c o m e  ( a s  d e fin e d  i n  p a r a ­

g r a p h  ( 2 ) )  f o r  t h e  t a x a b le  y e a r . T o  t h e  

e x t e n t  p r o v id e d  i n  r e g u la t i o n s  p r e s c r ib e d  b y  

t h e  S e c r e ta r y  o r  h i s  d e le g a te , s u c h  t e r m  a ls o  

I n c lu d e s , f o r  a n y  ta x a b l e  y e a r —

( A )  .A n  i n d i v i d u a l  w h o  w o u l d  b e  a n  e m ­

p lo y e e  w i t h i n  t h e  m e a n i n g  o f  t h e  p r e c e d i n g  

s e n t e n c e  b u t  f o r  t h e  f a c t  t h a t  t h e  tr a d e  o r  

b u s i n e s s  c a r r ie d  o n  b y  s u c h  i n d i v i d u a l  d id  

n o t  h a v e  n e t  p r o fi t s  f o r  t h e  t a x a b le  y e a r ,  a n d

( B )  A n  i n d i v i d u a l  w h o  h a s  b e e n  a n  e m ­

p lo y e e  w i t h i n  t h e  m e a n i n g  o f  t h e  p r e c e d i n g  

s e n t e n c e  f o r  a n y  p r io r  t a x a b le  y e a r .

( 2 )  E a r n e d  i n c o m e — ( A )  I n  g e n er a l.  T h e  

t e r m  “ e a r n e d  i n c o m e ”  m e a n s  t h e  n e t  e a r n ­

in g s  f r o m  s e l f - e m p l o y m e n t  ( a s  d e f in e d  i n  

s e c t i o n s  1 4 0 2 ( a ) )  t o  t h e  e x t e n t  t h a t  s u c h  

n e t  e a r n in g s  c o n s t i t u t e  e a r n e d  i n c o m e  ( a s  

d e f in e d  i n  s e c t i o n  9 1 1 ( b )  b u t  d e t e r m i n e d  

w i t h  t h e  a p p l i c a t i o n  o f  s u b p a r a g r a p h  ( B ) ) ,  

b u t  s u c h  n e t  e a r n in g s  s h a l l  b e  d e t e r m i n e d —

( i )  W i t h o u t  r e g a r d  t o  p a r a g r a p h s  ( 4 )  a n d  

( 5 )  o f  s e c t i o n  1 4 0 2 ( c ) ,

( i i )  I n  t h e  c a s e  o f  a n y  in d i v i d u a l  w h o  is  

t r e a t e d  a s  a n  e m p lo y e e / u n d e r  s e c t i o n s  3 1 2 1

( d ) ( 3 )  ( A ) ,  ( C ) ,  o r  ( D ) ,  w i t h o u t  r e g a r d  t o  

p a r a g r a p h  ( 2 )  o f  s e c t i o n  1 4 0 2 ( c ) , a n d

( i i i )  W i t h o u t  r e g a r d  t o  i t e m s  w h i c h  a r e  

n o t  in c l u d e d  i n  g r o s s  in c o m e  f o r  p u r p o s e s  o f  

t h i s  c h a p t e r , a n d  t h e  d e d u c t i o n s  p r o p e r ly  

a l l o c a b l e  t o  o r  c h a r g e a b le  a g a i n s t  s u c h  

i t e m s .

F o r  p u r p o s e s  o f  t h i s  s u b p a r a g r a p h , s e c t i o n s  

9 1 1 ( b )  a n d  1 4 0 2 , a s  i n  e ffe c t  f o r  a  t a x a b le  y e a r  

e n d i n g  o n  D e c e m b e r  3 1 , 1 9 6 2 , a n d  s u b p a r a ­

g r a p h  ( B ) ,  a s  i n  e ffe c t  f o r  a  ta x a b le  y e a r  

b e g i n n i n g  o n  J a n u a r y  1 , 1 9 6 3 , s h a l l  b e  

tr e a t e d  a s  h a v i n g  b e e n  i n  e ffe c t  f o r  a l l  t a x ­

a b le  y e a r s  e n d i n g  b e fo r e  s u c h  d a te .

( B ) E a r n e d  i n c o m e  w h e n  b o t h  p e r s o n a l  

s e r v ic e s  a n d  c a p it a l  a re m a te r ia l  i n c o m e -  

p r o d u c in g  fa c t o r s .  I n  a p p l y i n g  s e c t i o n  9 1 1

( b )  f o r  p u r p o s e s  o f  s u b p a r a g r a p h  ( A ) ,  in  

t h e  c a s e  o f  a n  i n d i v i d u a l  w h o  is  a n  e m p lo y e e  

w i t h i n  t h e  m e a n i n g  o f  p a r a g r a p h  ( 1 )  a n d  

w h o  is  e n g a g e d  i n  a  tr a d e ,  o r  b u s i n e s s  i n  

w h i c h  b o t h  p e r s o n a l  s e r v ic e s  a n d  c a p i t a l  a r e  

m a t e r i a l  i n c o m e -p r o d u c i n g  f a c t o r s  a n d  w i t h  

r e s p e c t  t o  w h i c h  t h e  in d i v i d u a l  a c t u a l l y  

r e n d e r s  p e r s o n a l  s e r v ic e s  o n  a  f u l l - t i m e ,  o r  

s u b s t a n t i a l l y  f u l l - t i m e ,  b a s is , s o  m u c h  o f  h i s  

s h a r e  o f  t h e  n e t  p r o fit s  o f  s u c h  tr a d e  o r  

b u s i n e s s  a s  d o e s  n o t  e x c e e d  $ 2 ,5 0 0  s h a l l  b e  

c o n s id e r e d  a s  e a r n e d  i n c o m e . I n  t h e  c a s e  

o f  a n y  s u c h  in d i v i d u a l  w h o  is  e n g a g e d  in  

m o r e  t h a n  o n e  tr a d e  o r  b u s in e s s  w i t h  r e s p e c t  

t o  w h i c h  h e  a c t u a l l y  r e n d e r s  s u b s t a n t i a l  p e r ­

s o n a l-  s e r v ic e s , i f  w i t h  r e s p e c t  t o  a l l  s u c h  

tr a d e s  o r  b u s in e s s e s  h e  a c t u a l l y  r e n d e r s  p e r ­

s o n a l  s e r v ic e s  o n  a  f u l l - t i m e ,  o r  s u b s t a n t i a l l y

f u l l - t i m e ,  b a s is , th e r e  s h a l l  b e  c o n s id e r e d  

a s  e a r n e d  i n c o m e  w i t h  r e s p e c t  t o  t h e  t r a d e s  

o r  b u s in e s s e s  i n  w h i c h  b o t h  p e r s o n a l  s e r v ic e s  

a n d  c a p i t a l  a r e  m a t e r i a l  i n c o m e -p r o d u c i n g  

f a c t o r s —

( i )  S o  m u c h  o f  h i s  s h a r e  o f  t h e  n e t  p r o fit s  

o f  s u c h  t r a d e s  o r  b u s in e s s e s  a s  d o e s  n o t  e x ­

c e e d  $ 2 ,5 0 0 , r e d u c e d  b y

( i i )  H is  s h a r e  o f  t h e  n e t  p r o fi t s  o f  a n y  

tr a d e  o r  b u s in e s s  i n  w h i c h  o n l y  p e r s o n a l  

s e r v ic e s  is  a  m a t e r i a l  i n c o m e -p r o d u c i n g  

f a c t o r .

T h e  p r e c e d i n g  s e n t e n c e s  s h a l l  n o t  b e  c o n ­

s t r u e d  t o  r e d u c e  t h e  s h a r e  o f  n e t  p r o fi t s  o f  

a n y  tr a d e  o r  b u s in e s s  w h i c h  u n d e r  t h e  s e c ­

o n d  s e n t e n c e  o f  s é c t io n  9 1 1 ( b )  w o u ld  b e  

c o n s id e r e d  a s  e a r n e d  in c o m e  o f  a n y  s u c h  

in d i v i d u a l .

( 3 )  O w n e r -e m p l o y e e .  T h e  t e r m  “ o w n e r -  

e m p lo y e e ”  m e a n s  a n  e m p lo y e e  w h o —

( A )  O w n s  t h e  e n t i r e  in t e r e s t  in  a n  u n i n ­

c o r p o r a t e d  tr a d e  o r  b u s in e s s , o r

( B )  I n  t h e  c a s e  o f  a  p a r t n e r s h ip , is  a  

p a r t n e r  w h o  o w n s  m o r e  t h a n  1 0  p e r c e n t  o f  

e it h e r  t h e  c a p i t a l  i n t e r e s t  o r  t h e  p r o fit s  i n ­
t e r e s t  i n  s u c h  p a r t n e r s h ip .

T o  t h e  e x t e n t  p r o v id e d  i n  r e g u la t io n s  p r e ­

s c r ib e d  b y  t h e  S e c r e ta r y  o r  h is  d e le g a te , s u c h  

t e r m  a ls o  .m e a n s  a n  i n d i v i d u a l  w h o  h a s  b e e n  

a n  o w n e r -e m p l o y e e  w i t h i n  t h e  m e a n i n g  o f  

t h e  p r e c e d i n g  s e n te n c e .

( 4 )  E m p l o y e r .  A n  in d i v i d u a l  w h o  o w n s  

t h e  e n t ir e  in t e r e s t  in  a n  u n in c o r p o r a t e d  

tr a d e  o r  b u s i n e s s  s h a l l  b e  t r e a te d  a s  h i s  o w n  

e m p lo y e r .  A  p a r t n e r s h ip  s h a l l  b e  tr e a t e d  a s  

t h e  e m p lo y e r  o f  e a c h  p a r tn e r  w h o  is  a n  e m ­

p lo y e e  w i t h i n  t h e  m e a n i n g  o f  p a r a g r a p h  ( 1 ) .

( 5 )  C o n t r ib u t io n s  o n  b e h a l f  o f  o w n e r - e m ­

p l o y e e s .  T h e  t e r m  “ c o n t r i b u t i o n  o n  b e h a l f  

o f  a n  o w n e r -e m p l o y e e ”  in c l u d e s , e x c e p t  a s  

t h e  c o n t e x t  o t h e r w is e  r e q u i r e s , a  c o n t r i b u ­
t i o n  u n d e r  a  p la n —

( A )  B y  t h e  e m p lo y e r  f o r  a n  o w n e r - e m ­
p lo y e e , a n d

( B )  B y  a n  o w n e r -e m p lo y e e  a s  a n  e m ­

p lo y e e .

( d )  A d d it io n a l  r e q u ir e m e n t s  f o r  q u a lif i ­

c a t i o n  o f  t r u s t s  a n d  p la n s  b e n e f i t in g  o w n e r -  

e m p l o y e e e s .  A  t r u s t  f o r m i n g  p a r t  o f  a  p e n ­

s io n  o r  p r o f i t - s h a r i n g  p la n  w h i c h  p r o v id e s  

c o n t r i b u t i o n s  o r  b e n e f i t s  f o r  e m p lo y e e s  s o m e  

o r  a ll  o f  w h o m  a r e  o w n e r -e m p lo y e e s  s h a l l  

c o n s t i t u t e  a  q u a li f i e d  t r u s t  u n d e r  t h i s  s e c ­

t i o n  o n l y  i f ,  i n  a d d i t i o n  t o  m e e t i n g  t h e  r e ­

q u i r e m e n t s  o f  s u b s e c t i o n  ( a ) ,  t h e  f o l l o w i n g  

r e q u i r e m e n t s  o f  t h i s  s u b s e c t i o n  a r e  m e t  b y  

t h e  t r u s t  a n d  b y  t h e  p la n  o f  w h ic h  s u c h  

t r u s t  is  a  p a r t :

( 1 )  I n  t h e  c a s e  o f  a  t r u s t  w h i c h  is  c r e a te d  

o n  o r  a f t e r  t h e  d a t e  o f  t h e  e n a c t m e n t  o f  

t h i s  s u b s e c t i o n , o r  w h i c h  w a s  c r e a te d  b e fo r e  

s u c h  d a te  b u t  is  n o t  e x e m p t  f r o m  t a x  u n d e r  

s e c t i o n  5 0 1 ( a )  a s  a n  o r g a n i z a t i o n  d e s c r ib e d  

i n  s u b s e c t i o n  ( a )  o n  t h e  d a y  b e fo r e  s u c h  

d a t e , t h e  t r u s t e e  is  a  b a n k , b u t  a  p e r s o n  

( i n c l u d i n g  t h e  e m p lo y e r )  o t h e r  t h a n  a  b a n k  

m a y  b e  g r a n t e d , u n d e r  t h e  t r u s t  i n s t r u m e n t ,  

t h e  p o w e r  t o  c o n t r o l  t h e  i n v e s t m e n t  o f  t h e  

t r u s t  f u n d s  e it h e r  b y  d ir e c t in g  i n v e s t m e n t s  

( i n c l u d i n g  r e i n v e s t m e n t s , d is p o s a ls , a n d  e x ­

c h a n g e s )  o r  b y  d i s a p p r o v in g  p r o p o s e d  i n ­

v e s t m e n t s  ( i n c l u d i n g  r e i n v e s t m e n t s , d i s ­

p o s a ls , a n d  e x c h a n g e s ) .  T h i s  p a r a g r a p h  

s h a l l  n o t  a p p l y  t o  a  t r u s t  c r e a te d  o r  

o r g a n iz e d  o u t s id e  t h e  U n i t e d  S t a t e s  b e fo r e  

t h è  d a t e  o f  t h e  e n a c t m e n t  o f  t h i s  s u b s e c t i o n  

i f ,  u n d e r  s e c t i o n  4 0 2 ( c ) ,  i t  is  t r e a te d  a s  

e x e m p t  f r o m  t a x  u n d e r  s e c t i o n  5 0 1 ( a )  o n  

t h e  d a y  b e fo r e  s u c h  d a t e ; o r , t o  t h e  e x t e n t  

p r o v id e d  u n d e r  r e g u la t i o n s  p r e s c r ib e d  b y  t h e  

S e c r e ta r y  o r  h i s  d e le g a te , t o  a  t r u s t  w h i c h  

u s e s  a n n u i t y ,  e n d o w m e n t , o r  l i f e  in s u r a n c e  

c o n t r a c t s  o f  a  l i f e  i n s u r a n c e  c o m p a n y  e x ­

c lu s iv e ly  t o  f u n d  t h e  b e n e fi t s  p r e s c r ib e d  b y  

t h e  t r u s t ,  i f  t h e  l i f e  i n s u r a n c e  c o m p a n y  

s u p p l ie s  a n n u a l l y  s u c h  i n f o r m a t i o n  a b o u t  

t r u s t  t r a n s a c t i o n s  a f f e c t in g  o w n e r -e m p lo y e e s  

a s  t h e  S e c r e ta r y  o r  h i s  d e le g a te  s h a l l  b y  

f o r m s  o r  r e g u la t i o n s  p r e s c r ib e . F o r  p u r p o s e s  

o f  t h i s  p a r a g r a p h , t h e  t e r m  “ b a n k ”  m e a n s  a

b a n k  a s  d e fin e d  i n  s e c t io n  5 8 1 , a  co rp oration  

w h i c h  u n d e r  t h e  la w s  o f  t h e  S ta te  o f  its 

i n c o r p o r a t i o n  is  s u b j e c t  t o  s u p e r v is io n  and  

e x a m i n a t i o n  b y  t h e  c o m is s io n e r  o f  b a n k in g  

o r  o t h e r  o ffice  o f  s u c h  S t a t e  i n  ch a rg e  o f  th e  

a d m i n i s t r a t i o n  o f  t h e  b a n k i n g  la w s  o f  su ch  

S t a t e ,  a n d , in  t h e  c a s e  o f  a  tr u s t  created  

o r  o r g a n iz e d  o u t s i d e  t h e  U n it e d  S ta te s , a 

b a n k  o r  t r u s t  c o m p a n y , w h e r e v e r  in co rp o ­

r a te d , e x e r c is in g  f id u c ia r y  p o w e r s  a n d  su b ­

j e c t  t o  s u p e r v is i o n  a n d  e x a m in a t io n  b y  gov ­
e r n m e n t a l  a u t h o r i t y .

( 2 )  U n d e r  t h e  p la n —

( A )  T h e  e m p lo y e e s ’ r i g h t s  t o  or derived  

f r o m  t h e  c o n t r i b u t i o n s  u n d e r  t h e  p la n  are 

n o n - f o r f e i t a b l e  a t  t h e  t i m e  t h e  c o n tr ib u ­
t i o n s  a r e  p a id  t o  o r  u n d e r  t h e  p la n ; a n d

( B )  I n  t h e  c a s e  o f  a  p r o fi t -s h a r in g  p lan , 

t h e r e  i s  a  d e f in it e  f o r m u la  f o r  d ete r m in in g  

t h e  c o n t r i b u t i o n s  t o  b e  m a d e  b y  t h e  e m p lo yer  

o n  b e h a l f  o f  e m p lo y e e s  ( o t h e r  t h a n  o w n e r- 
e m p lo y e e s )  .

S u b p a r a g r a p h  ( A )  s h a l l  n o t  a p p ly  uto c o n ­
t r i b u t i o n s  w h i c h , u n d e r  p r o v is io n s  o f  the  

p la n  a d o p t e d  p u r s u a n t  t o  r e g u la t i o n s  pre ­

s c r ib e d  b y  t h e  S e c r e ta r y  o r  h i s  d e le g a te  to  

p r e c lu d e  t h e  d i s c r i m i n a t i o n  p r o h ib ite d  by 

s u b s e c t i o n  ( a )  ( 4 ) ,  m a y  n o t  b e  u s e d  to  p ro ­

v i d e  b e n e fi t s  f o r  d e s ig n a t e d  e m p lo y e e s  in  

t h e  e v e n t  o f  e a r ly  t e r m i n a t i o n  o f  t h e  p la n .

( 3 )  T h e  p la n  b e n e fi t s  e a c h  e m p lo y e e  h a v ­

i n g  a  p e r io d  o f  e m p l o y m e n t  o f  3  y e a rs  or 

m o r e . F o r  p u r p o s e s  o f  t h e  p r e c e d in g  sen ­

t e n c e , t h e  t e r m  “ e m p lo y e e ”  d o e s  n o t  in clu d e  

a n y  e m p lo y e e  w h o s e  c u s t o m a r y  e m p lo y m e n t  

is  f o r  n o t  m o r e  t h a n  2 0  h o u r s  in  a n y  one  

w e e k  o r  is  f o r  n o t  m o r e  t h a n  5  m o n th s  in  

a n y  c a le n d a r  y e a r .

( 4 )  U n d e r  t h e  p la n —

( A )  C o n t r i b u t i o n s  o r  b e n e fi t s  a r e  n o t  p ro ­

v i d e d  f o r  a n y  o w n e r -e m p l o y e e  u n le s s  su ch  

o w n e r -e m p l o y e e  h a s  c o n s e n t e d  t o  b e in g  in ­

c lu d e d  u n d e r  t h e  p l a n ;  a n d

( B )  N o  b e n e fi t s  m a y  b e  p a id  t o  any  

o w n e r -e m p l o y e e , e x c e p t  i n  t h e  c a se  o f  his 

b e c o m i n g  d is a b le d  ( w i t h i n  t h e  m e a n in g  of 

s e c t i o n  2 1 3 ( g )  ( 3 )  ) ,  p r i o r  t o  h i s  a t ta in in g  th e  

a g e  o f  5 9  y2 y e a r s .

( 5 )  T h e  p l a n  d o e s  n o t  p e r m i t —

( A )  C o n t r i b u t i o n s  t o  b e  m a d e  b y  th e  e m ­
p lo y e r  o n  b e h a l f  o f  a n y  o w n e r -e m p lo y e e  in  

e x c e s s  o f  t h e  a m o u n t s  w h ic h  m a y  b e  de ­

d u c t e d  u n d e r  s e c t i o n  4 0 4  ( d e t e r m in e d  w ith ­

o u t  r e g a r d  t o  s e c t i o n  4 0 4 ( a )  ( 1 0 ) )  fo r  the  

ta x a b le  y e a r ;

( B )  I n  t h e  c a s e  o f , a  p la n  w h i c h  provides  

c o n t r i b u t i o n s  o r  b e n e fi t s  o n l y  f o r  ow n e r- 

e m p lo y e e s , c o n t r i b u t i o n s  t o  b e  m a d e  o n  b e ­

h a l f  o f  a n y  o w n e r -e m p l o y e e  i n  e x c e ss  o f  th e  

a m o u n t s  w h i c h  m a y  b e  d e d u c t e d  u n d e r  sec ­

t i o n  4Q4 ( d e t e r m i n e d  w i t h o u t  r e g a r d  to  sec ­

t i o n  4 0 4 ( a )  ( 1 0 ) )  f o r  t h e  ta x a b le  y e a r ; a n d

( C )  I f  a  d i s t r i b u t i o n  u n d e r  t h e  p la n  is 

m a d e  t o  a n y  e m p lo y e e  a n d  i f  a n y  p o rtio n  

o f  s u c h  d i s t r i b u t i o n  is  a n  a m o u n t  d escrib ed  

i n  s e c t i o n  7 2 ( m )  ( 5 )  ( A )  ( i ) ,  c o n tr ib u t i o n s  to 

b e  m a d e  o n  b e h a l f  o f  s u c h  e m p lo y e e  fo r  th e  

5  t a x a b le  y e a r s  s u c c e e d in g  t h e  ta x a b le  year 

i n  w h i c h  s u c h  d i s t r i b u t i o n  is  m a d e .

S u b p a r a g r a p h s  ( A )  a n d  ( B )  s h a l l  n o t  apply  

to  a n y  c o n t r i b u t i o n  w h i c h  is  n o t  co n sid ered  

t o  b e  a n  e x c e s s  c o n t r i b u t i o n  (a s  d e fin e d  in  

s u b s e c t i o n  ( e )  ( 1 )  ) b y  r e a s o n  o f  t h e  a p p lica ­

t i o n  o f  s u b s e c t i o n  ( e )  ( 3 ) ,
( 6 )  E x c e p t  a s  p r o v id e d  i n  t h i s  p a ra g ra p h , 

t h e  p la n  m e e t s  t h e  r e q u i r e m e n t s  o f  s u b se c ­

t i o n  ( a ) ( 4 )  w i t h o u t  t a k i n g  i n t o  a c c o u n t  for 

a n y  p u r p o s e  c o n t r i b u t i o n s  o r  b e n e fit s  u n der  

c h a p t e r  2  ( r e la t i n g  t o  t a x  o n  s e lf -e m p lo y ­

m e n t  i n c o m e ) ,  c h a p t e r  H I  ( r e la t in g  to  F ed ­

e r a l  I n s u r a n c e  C o n t r i b u t i o n s  A c t ) ,  t it le  n  

o f  t h e  S o c i a l  S e c u r i t y  A c t ,  a s  a m e n d e d , or 

a n y  o t h e r  F e d e r a l o r  S t a t e  la w . I f —
( A )  O f  t h e  c o n t r i b u t i o n s  d e d u c t ib le  u n der  

s e c t i o n  4 0 4  ( d e t e r m i n e d  w i t h o u t  re g a rd  to  

s e c t i o n  4 0 4 ( a )  ( 1 0 ) ) ,  n o t  m o r e  t h a n  o n e - 

t h i r d  is  d e d u c t i b l e  b y  r e a s o n  o f  c o n tr ib u tio n s  

b y  t h e  e m p lo y e r  o n  b e h a l f  o f  o w n e r -e m p lo y ­

e e s , a n d
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(B )  T a x e s  p a i d  b y  t h e  o w n e r -e m p l o y e e s  

u nder c h a p t e r  2  ( r e l a t i n g  t o  t a x  o n  s e l f -  

e m p lo y m e n t  i n c o m e ) ,  a n d  t h e  ta x e s  w h ic h  

w ould  b e  p a y a b le  tr n d e r  s u c h  c h a p t e r  2  b y  

the o w n e r -e m p lo y e e s  b u t  f o r  p a r a g r a p h s  ( 4 )  

and ( 5 )  o f  s e c t i o n  1 4 0 2 ( c ) ,  a r e  t a k e n  i n t o  

a c co u n t a s  c o n t r i b u t i o n s  b y  t h e  e m p lo y e r  o n  

b e h a lf o f  s u c h  o w n e r -e m p lo y e e s ,

th en  ta x e s  p a i d  u n d e r  s e c t i o n  3 1 1 1  ( r e la t i n g  

to  ta x  o n  e m p lo y e r s )  w i t h  r e s p e c t  t o  a n  e m ­

p loyee m a y , f o r  p u r p o s e s  o f  s u b s e c t i o n  

(a) ( 4 ) ,  b e  t a k e n  i n t o  a c c o u n t  a s  c o n t r i b u ­

tion s b y  t h e  e m p lo y e r  f o r  s u c h  e m p lo y e e  

u n d er t h e  p la n .
(7 )  U n d e r  t h e  p la n , i f  a n  o w n e r -e m p l o y e e  

dies b e fo r e  h i s  e n t i r e  i n t e r e s t  h a s  b e e n  d i s ­

t r ib u ted  t o  h i m ,  o r  i f  d i s t r i b u t i o n  h a s  b e e n  

c o m m e n c e d  i n  a c c o r d a n c e  w i t h  s u b s e c t i o n  

(a) (9 )  ( B )  t o  h i s  s u r v i v i n g  s p o u s e  a n d  s u c h  

su rv iv in g  s p o u s e  d ie s  b e fo r e  h i s  e n t i r e  i n ­

terest h a s  b e e n  d i s t r i b u t e d  t o  s u c h  s u r v iv i n g  

spouse, h i s  e n t i r e  in t e r e s t  (O r t h e  r e m a i n i n g  

part o f  s u c h  i n t e r e s t  i f  d i s t r i b u t i o n  t h e r e o f  

has c o m m e n c e d )  w il l , w i t h i n  5  y e a r s  a f t e r  

his d e a th  ( o r  t h e  d e a t h  o f  h i s  s u r v i v i n g  

spou se) , b e  d i s t r i b u t e d , o r  a p p l i e d  t o  t h e  

p u rch ase  o f  a n  i m m e d i a t e  a n n u i t y  f o r  h is  

b en efic iary  o r  b e n e fic ia r ie s  ( o r  t h e  b e n e ­

ficiary o r  b e n e fic ia r ie s  o f  h i s  s u r v iv i n g  

spou se) w h i c h  w i l l  b e  p a y a b le  f o r  t h e  l i f e  

of s u c h  b e n e fi c ia r y  o r  b e n e fic ia r ie s  ( o r  f o r  

a te r m  c e r t a in  n o t  e x t e n d i n g  b e y o n d  t h e  

life  e x p e c ta n c y  o f  s u c h  b e n e fi c ia r y  o r  b e n e ­

ficiaries) a n d  w h i c h  w i l l  b e  i m m e d i a t e l y  d i s ­
tr ib u ted  t o  s u c h  b e n e fi c ia r y  o r  b e n e fic ia r ie s .  

The p r e c e d in g  s e n t e n c e  s h a l l  n o t  a p p ly  i f  

d is tr ib u tio n  o f  t h e  i n t e r e s t  o f  a n  o w n e r -  

e m p lo yee  h a s  c o m m e n c e d  a n d  s u c h  d i s t r i b u ­

tion  is  f o r  a  t e r m  c e r t a i n  o v e r  a  p e r io d  p e r ­

m it te d  u n d e r  s u b s e c t i o n  ( a )  ( 9 )  ( B )  ( i i ) .
(8 )  U n d e r  t h e  p la n —

(A )  A n y  c o n t r i b u t i o n  w h i c h  is  a n  e x c e s s  

c o n tr ib u t io n , t o g e t h e r  w i t h  t h e  i n c o m e  a t ­

t r ib u ta b le  t o  s u c h  e x c e s s  c o n t r i b u t i o n ,  is  

(u n less s u b s e c t i o n  ( e )  ( 2 )  ( E )  a p p l ie s )  t o  b e  

repaid t o  t h e  o w n e r -e m p l o y e e  o n  w h o s e  b e ­

h a lf s u c h  e x c e s s  c o n t r i b u t i o n  is  m a d e ;

(B )  I f  f o r  a n y  t a x a b l e  y e a r  t h e  p l a n  d o e s  

n ot, b y  r e a s o n  o f  s u b s e c t i o n  ( e )  ( 2 )  ( A ) , m e e t  

(for p u r p o s e s  o f  s e c t i o n  4 0 4 )  t h e  r e q u i r e ­

m e n ts  o f  t h i s  s u b s e c t i o n  w i t h  r e s p e c t  t o  a n  

■o w n e r -e m p lo y e e , t h e  i n c o m e  f o r  t h e  t a x a b le  

year a t t r i b u t a b l e  t o  t h e  i n t e r e s t  o f  s u c h  

o w n e r -e m p lo y e e  u n d e r  t h e  p l a n  is  t o  b e  

paid t o  s u c h  o w n e r -e m p l o y e e ; a n d

(C )  T h e  e n t i r e  i n t e r e s t  o f  a n  o w n e r - e m ­

p loyee is  t o  b e  r e p a i d  t o  h i m  w h e n  r e q u i r e d  

by th e  p r o v is io n s  o f  s u b s e c t i o n  ( e ) ( 2 ) ( E ) .

(9 )  ( A )  I f  t h e  p l a n  p r o v id e s  c o n t r i b u t i o n s  

or b e n e fits  f o r  a n  o w n e r -e m p l o y e e  w h o  c o n ­

trols, o r  f o r  t w o  o r  m o r e  o ^ n e r - e m p l o y e e s  

w ho to g e th e r  c o n t r o l , t h e  tr a d e  o r  b u s in e s s  

w ith  r e s p e c t  t o  w h i c h  t h e  p la n  is  e s t a b li s h e d ,  
and w h o  a ls o  c o n t r o l  a s  a n  o w n e r -e m p l o y e e  

or as o w n e r -e m p l o y e e s  o n e  o r  m o r e  o t h e r  

trades o r  b u s in e s s e s , s u c h  p la n  a n d  t h e  p la n s  

e sta b lish e d  w i t h  r e s p e c t  t o  s u c h  o t h e r  tr a d e s  

or b u s in e s s e s , w h e n  c o a le s c e d , c o n s t i t u t e  a  

sin gle  p la n  w h i c h  m e e t s  t h e  r e q u i r e m e n t s  o f  

su b s e c t io n  ( a )  ( i n c l u d i n g  p a r a g r a p h  ( 1 0 )  

th e re o f)  a n d  o f  t h i s  s u b s e c t i o n  w i t h  r e s p e c t  

to  th e  e m p lo y e e s  o f  a l l  s u c h  t r a d e s  o r  b u s i ­

n esses ( i n c l u d i n g  t h e  tr a d e  o r  b u s i n e s s  w i t h  

resp ect t o  w h i c h  t h e  p l a n  i n t e n d e d  t o  q u a l i f y  

u n d er t h i s  s e c t i o n  is  e s t a b l i s h e d ) .

(B )  F o r  p u r p o s e s  o f  s u b p a r a g r a p h  ( A ) , a n  

o w n e r -e m p lo y e e , o r  t w o  o r  m o r e  o w n e r -  

e m p lo y e e s , s h a l l  b e  c o n s id e r e d  t o  c o n t r o l  a  

trade o r  b u s in e s s  i f  s u c h  o w n e r -e m p l o y e e , o r  

su ch  tw o  o r  m o r e  o w n e r -e m p l o y e e s  t o g e t h e r —

(i )  O w n  t h e  e n t i r e  i n t e r e s t  i n  a n  u n i n ­

co rp o ra ted  tr a d e  o r  b u s i n e s s , o r

( i i )  I n  t h e  c a s e  o f  a  p a r t n e r s h ip , o w n  m o r e  

th a n  5 0  p e r c e n t  o f  e i t h e r  t h e  c a p i t a l  i n t e r e s t  

or th è  p r o fit s  i n t e r e s t  i n  s u c h  p a r t n e r s h i p .

For p u r p o s e s  o f  t h e  p r e c e d i n g  s e n t e n c e , a n  

o w n e r -e m p lo y e e , o r  t w o  o r  ' m o r e  o w n e r -  

e m p lo y e es , s h a l l  b e  t r e a te d  a s  o w n i n g  a n y  

in te r est  i n  a  p a r t n e r s h i p  w h i c h  is  o w n e d ,

d i r e c t ly  o r  i n d i r e c t l y , b y  a  p a r t n e r s h i p  w h i c h  

s u c h  o w n e r -e m p l o y e e , o r  s u c h  t w o  o r  m o r e  

o w n e r -e m p l o y e e s , a r e  c o n s id e r e d  t o  c o n t r o l  

w i t h i n  t h e  m e a n i n g  o f  t h e  p r e c e d i n g  

s e n t e n c e .
( 1 0 )  T h e  p l a n  d o e s  n o t  p r o v id e  c o n t r i b u ­

t i o n s  o r  b e n e fi t s  f o r  a n y  o w n e r -e m p l o y e e  w h o  

c o n t r o l s  ( w i t h i n  t h e  m e a n i n g  o f  p a r a g r a p h  

( 9 )  ( B ) ) ,  o r  f o r  t w o  o r  m o r e  o w n e r -  

e m p lo y e e s  w h o  t o g e t h e r  c o n t r o l , a s  a n  o w n e r -  

e m p lo y e e  o r  a s  o w n e r -e m p l o y e e s , a n y  o t h e r  

tr a d e  o r  b u s i n e s s , u n l e s s  t h e  e m p lo y e e s  o f  

e a c h  tr a d e  o r  b u s i n e s s  w h i c h  s u c h  o w n e r -  

e m p lo y e e  o r  s u c h  o w n e r -e m p l o y e e s  c o n t r o l  

a r e  in c lu d e d  u n d e r  a  p la n  w h i c h  m e e t s  t h e  

r e q u i r e m e n t s  o f  s u b s e c t i o n  ( a )  ( i n c l u d i n g  

p a r a g r a p h  ( 1 0 )  t h e r e o f )  a n d  o f  t h i s  s u b ­

s e c t i o n , a n d  p r o v id e s  c o n t r i b u t i o n s  a n d  

b e n e fi t s  f o r  e m p lo y e e s  w h ic h  a r e  n o t  le s s  

f a v o r a b l e  t h a n  c o n t r i b u t i o n s  a n d  b e n e fi t s  

p r o v id e d  f o r  o w n e r -e m p l o y e e s  u n d e r  t h e  

p la n .
( 1 1 )  U n d e r  t h e  p l a n ,  c o n t r i b u t i o n s  o n  b e ­

h a l f  o f  a n y  o w n e r -e m p l o y e e  m a y  b e  m a d e  

o n l y  w i t h  r e s p e c t  t o  t h e  e a r n e d  i n c o m e  o f  

s u c h  o w n e r -e m p l o y e e  w h i c h  is  d e r iv e d  f r o m  _ 

t h e  tr a d e  o r  b u s i n e s s  w i t h  r e s p e c t  t o  w h i c h  

s u c h  p la n  i s  e s t a b li s h e d .

( e )  E x c e s s  c o n t r i b u t i o n s  o n  b e h a l f  o f  

o w n e r -e m p l o y e e s —  ( 1 )  E x c e s s  c o n t r i b u t i o n  

d e f in e d .  F o r  p u r p o s e s  o f  t h i s  s e c t i o n , t h e  

t e r m  “ e x c e s s  c o n t r i b u t i o n ”  m e a n s , e x c e p t  a s  

p r o v id e d  i n  p a r a g r a p h  ( 3 )  —

( A )  I f ,  i n  t h e  ta x a b le  y e a r , c o n t r i b u t i o n s  

a r e  m a d e  u n d e r  t h e  p l a n  o n l y  o n  b e h a l f  o f  

o w n e r -e m p l o y e e s , t h e  a m o u n t  o f  a n y  c o n t r i ­

b u t i o n  m a d e  o n  b e h a l f  o f  a n y  o w n e r -  

e m p lo y e e  w h i c h  ( w i t h o u t  r e g a r d  t o  t h i s  

s u b s e c t i o n )  is  n o t  d e d u c t i b l e  u n d e r  s e c t i o n  

4 0 4  ( d e t e r m i n e d  w i t h o u t  r e g a r d  t o  s e c t i o n  

4 0 4 ( a )  ( 1 0 ) )  f o r  t h e  t a x a b le  y e a r ; o r

( B )  I f ,  i n  t h e  ta x a b le  y e a r , c o n t r i b u t i o n s  

a r e  m a d e  u n d e r  t h e  p la n  o n  b e h a l f  o f  e m ­

p lo y e e s  o t h e r  t h a n  o w n e r -e m p lo y e e s —

(1) T h e  a m o u n t  o f  a n y  c o n t r i b u t i o n  m a d e  

b y  t h e  e m p lo y e r  o n  b e h a l f  o f  a n y  o w n e r -  

e m p lo y e e  w h i c h  ( w i t h o u t  r e g a r d  t o  t h i s  s u b ­

s e c t i o n )  is  n o t  d e d u c t i b l e  u n d e r  s e c t i o n  4 0 4  

( d e t e r m i n e d  w i t h o u t  r e g a r d  t o  s e c t i o n  4 0 4  

( a )  ( 1 0 ) )  f o r  t h e  t a x a b le  y e a r ;
( i i )  T h e  a m o u n t  o f  a n y  c o n t r i b u t i o n  m a d e  

b y  a n y  o w n e r -e m p l o y e e  ( a s  a n  e m p lo y e e )  a t  

a  r a te  w h i c h  e x c e e d s  t h e  r a t e  o f  c o n t r i b u ­

t i o n s  p e r m i t t e d  t o  b e  m a d e  b y  e m p lo y e e s  

o t h e r  t h a n  o w n e r -e m p l o y e e s ;

( i i i )  T h e  a m o u n t  o f  a n y  c o n t r i b u t i o n  

m a d e  b y  a n y  o w n e r -e m p l o y e e  ( a s  a n  e m ­

p lo y e e )  w h i c h  e x c e e d s  t h e  le s s e r  o f  $ 2 ,5 0 0  o r  

1 0  p e r c e n t  o f  t h e  e a r n e d  i n c o m e  f o r  s u c h  

t a x a b le  y e a r  d e r i v e d  b y  s u c h  o w n e r -e m p l o y e e  

f r o m  t h e  tr a d e  o r  b u s i n e s s  w i t h  r e s p e c t  t o  

w h i c h  t h e  p la n  is  e s t a b l i s h e d ; a n d

( i v )  I n  t h e  c a s e  o f  a n y  i n d i v i d u a l  o n  w h o s e  

b e h a l f  c o n t r i b u t i o n s  a r e  m a d e  u n d e r  m o r e  

t h a n  o n e  p la n  a s  a n  o w n e r -e m p l o y e e , t h e  

a m o u n t  o f  a n y  c o n t r i b u t i o n  m a d e  b y  s u c h  

o w n e r -e m p l o y e e  ( a s  a n  e m p lo y e e )  u n d e r  a l l  

s u c h  p l a n s  w h i c h  e x c e e d s  $ 2 ,5 0 0 ; a n d

( C )  T h e  a m o u n t  o f  a n y  c o n t r i b u t i o n  m a d e  

o n  b e h a l f  o f  a n  o w n e r -e m p l o y e e  i n  a n y  t a x ­

a b le  y e a r  f o r  w h i c h , u n d e r  p a r a g r a p h  ( 2 )  

( A )  o r  ( E ) ,  t h e  p la n  d o e s  n o t  ( f o r  p u r p o s e s  

o f  s e c t i o n  4 0 4 )  m e e t  t h e  r e q u i r e m e n t s  o f  

s u b s e c t i o n  ( d )  w i t h  r e s p e c t  t o  s u c h  o w n e r -  

e m p lo y e e .

F o r  p u r p o s e s  o f  t h i s  s u b s e c t i o n , t h e  a m o u n t  

o f  a n y  c o n t r i b u t i o n  w h i c h  is  a l lo c a b le  ( d e ­

t e r m i n e d  i n  . a c c o r d a n c e  w i t h  r e g u la t i o n s  

p r e s c r ib e d  b y  t h e  S e c r e ta r y  o r  h i s  d e le g a t e )

. t o  t h e  p u r c h a s e  o f  l i f e ,  a c c i d e n t , h e a l t h ,  o r  

o t h e r  in s u r a n c e  s h a l l  n o t  b e  t a k e n  i n t o  

a c c o u n t .
( 2 )  E ffe c t  o f  e x c e s s  c o n t r i b u t i o n — ( A )  

I n  g e n e r a l.  I f  a n  e x c e s s  c o n t r i b u t i o n  ( o t h e r  

t h a n  a n  e x c e s s  c o n t r i b u t i o n  t o  w h ic h  s u b -  

p a r a g r a p h  ( E )  a p p l i e s )  i s  m a d e  o n  b e h a l f  

o f  a n  o w n e r -e m p l o y e e  i n  a n y  t a x a b le  y e a r ,  

t h e  p l a n  w i t h  r e s p e c t  t o  w h i c h  s u c h  e x c e s s  

c o n t r i b u t i o n  i s  m a d e  s h a l l , e x c e p t  a s  p r o ­

v i d e d  i n  s u b p a r a g r a p h s  ( C )  a n d  ( D ) ,  b e

c o n s id e r e d , f o r  p u r p o s e s  o f  s e c t i o n  4 0 4 , a s  

n o t  m e e t i n g  t h e  r e q u i r e m e n t s  o f  s u b s e c t i o n  

( d )  w i t h  r e s p e c t  t o  s u c h  o w n e r -e m p l o y e e  

f o r  t h e  t a x a b le  y e a r  a n d  f o r  a l l  s u c c e e d in g  

ta x a b l e  y e a r s .
( B )  I n c lu s io n  o f  a m o u n t s  i n  g r o s s  i n c o m e  

o f  o w n e r -e m p l o y e e s .  F o r  a n y . t a x a b le  y e a r  

f o r  w h i c h  a n y  p la n  d o e s  n o t  m e e t  t h e  r e ­

q u i r e m e n t s  o f  s u b s e c t i o n  ( d )  w i t h  r e s p e c t  

t o  a n  o w n e r -e m p l o y e e  b y  r e a s o n  o f  s u b p a r a ­

g r a p h  ( A ) ,  t h e  g r o s s  i n c o m e  o f  s u c h  o w n e r -  

e m p lo y e e  s h a l l ,  f o r  p u r p o s e s  o f  t h i s  c h a p t e r ,  

i n c l u d e  t h e  a m o u n t  o f  n e t  i n c o m e  f o r  s u c h  

ta x a b le  y e a r  a t t r i b u t a b l e  t o  t h e  i n t e r e s t  o f  

s u c h  o w n e r -e m p l o y e e  u n d e r  s u c h  p la n .
( C )  R e p a y m e n t  w i t h in  p r e s c r ib e d  p e r io d .  

S u b p a r a g r a p h  ( A )  s h a l l  n o t  a p p l y  t o  a n  e x ­

c e s s  c o n t r i b u t i o n  w i t h  r e s p e c t  t o  a n y  t a x ­

a b le  y e a r , i f ,  o n  o r  b e fo r e  t h e  c lo s e  o f  t h e  

6 - m o n t h  p e r io d  b e g i n n i n g  o n  t h e  d a y  o n  

w h i c h  t h e  S e c r e ta r y  o r  h i s  d e le g a te  s e n d s  

n o t i c e  ( b y  c e r t if i e d  o r  r e g is te r e d  m a i l )  t o  

t h e  p e r s o n  t o  w h o m  s u c h  e x c e s s  c o n t r i b u ­

t i o n  w a s  p a i d  o f  t h e  a m o u n t  o f  s u c h  e x c e s s  

c o n t r i b u t i o n ,  t h e  a m o u n t  o f  s u c h  e x c e s s  c o n ­
t r i b u t i o n ,  a n d  t h e  n e t  i n c o m e  a t t r i b u t a b l e  

t h e r e t o , is  r e p a i d  t o  t h e  o w n e r -e m p l o y e e  o n  

w h o s e  b e h a l f  s u c h  e x c e s s  c o n t r i b u t i o n  w a s  

m a d e .  I f  t h e  e x c e s s  c o n t r i b u t i o n  is  a n  e x ­

c e s s  c o n t r i b u t i o n  a s  d e f in e d  i n  p a r a g r a p h  

( 1 )  ( A )  o r  ( B )  ( i ) , o r  is  a n  e x c e s s  c o n t r i ­

b u t i o n  a s  d e f in e d  i n  p a r a g r a p h  ( 1 )  ( C )  w i t h  

r e s p e c t  t o  w h i c h  a  d e d u c t i o n  h a s  b e e n  

c l a i m e d  u n d e r  s e c t i o n  4 0 4 , t h e  n o t i c e  r e ­

q u ir e d  b y  t h e  p r e c e d i n g  s e n t e n c e  s h a l l  n o t  

b e  m a i le d  p r i o r  t o  t h e  t i m e  t h a t  t h e  a m o u n t  

o f  t h e  t a x  u n d e r  t h i s  c h a p t e r  o f  s u c h  o w n e r -  

e m p lo y e e  f o r  t h e  t a x a b le  y e a r  i n  w h i c h  s u c h  

e x c e s s  c o n t r i b u t i o n  w a s  m a d e  h a s  b e e n  

f i n a l l y  d e t e r m in e d .
( D )  R e p a y m e n t  a f t e r  p r e s c r ib e d  p e r io d .  

I f  a n  e x c e s s  c o n t r i b u t i o n ,  t o g e t h e r  w i t h  t h e  

n e t  i n c o m e  a t t r i b u t a b l e  t h e r e t o , is  n o t  r e ­

p a i d  w i t h i n  t h e  6 - m o n t h  p e r io d  r e fe r r e d  

t o  i n  s u b p a r a g r a p h  ( C ) ,  s u b p a r a g r a p h  ( A )  

s h a l l  n o t  a p p l y  t o  a n  e x c e s s  c o n t r i b u t i o n  

w i t h  r e s p e c t  t o  a n y  t a x a b le  y e a r  b e g i n n i n g  

w i t h  t h e  t a x a b le  y e a r  i n  w h i c h  t h e  p e r s o n  t o  

w h o m  s u c h  e x c e s s  c o n t r i b u t i o n  w a s  p a i d  r e ­

p a y s  t h e  a m o u n t  o f  s u c h  e x c e s s  c o n t r i b u ­

t i o n  t o  t h e  o w n e r -e m p l o y e e  o n  w h o s e  b e h a l f  

s u c h  e x c e s s  c o n t r i b u t i o n  w a s  m a d e , a n d  

p a y s  t o  s u c h  o w n e r -e m p l o y e e  t h e  a m o u n t  

o f  n e t  i n c o m e  a t t r i b u t a b l e  t o  t h e  in t e r e s t  

o f  s u c h  o w n e r -e m p l o y e e  w h i c h , u n d e r  s u b -  

p a r a g r a p h  ( B ) , h a s  b e e n  in c l u d e d  i n  t h e  g r o s s  

i n c o m e  o f  s u c h  o w n e r -e m p l o y e e  f o r  a n y  p r io r  

t a x a b le  y e a r .
( E )  S p e c ia l  r u le  i f  e x c e s s  c o n t r i b u t i o n  

w a s w i l l f u l l y  m a d e .  I f  a n  e x c e s s  c o n t r i ­

b u t i o n  m a d e  o n  b e h a l f  o f  a n  o w n e r - e m ­

p lo y e e  is  d e t e r m i n e d  t o  h a v e  b e e n  w i l l f u l l y  

m a d e , t h e n —
( i )  S u b p a r a g r a p h s  ( A ) ,  ( B ) ,  ( C ) ,  a n d

( D )  s h a l l  n o t  a p p l y  w i t h  r e s p e c t  t o  s u c h  e x ­

c e s s  c o n t r i b u t i o n ;
( i i )  T h e r e  s h a l l  b e  d i s t r i b u t e d  t o  t h e  

o w n e r -e m p l o y e e  o n  w h o s e  b e h a l f  s u c h  e x ­

c e s s  c o n t r i b u t i o n  w a s  w i l l f u l l y  m a d e  h i s  

e n t i r e  in t e r e s t  i n  a l l  p la n s  w i t h  r e s p e c t  t o  

w h i c h  h e  is  a n  o w n e r -e m p l o y e e ; a n d

( i i i )  N o  p l a n  s h a l l ,  f o r  p u r p o s e s  o f  s e c ­

t i o n  4 0 4 , b e  c o n s i d e r e d  a s  m e e t i n g  t h e  r e ­
q u i r e m e n t s  o f  s u b s e c t i o n  ( d )  w i t h  r e s p e c t  t o  

s u c h  o w n e r -e m p l o y e e  f o r  t h e  t a x a b l e  y e a r  

i n  w h i c h  i t  is  d e t e r m i n e d  t h a t  s u c h  e x c e s s  

c o n t r i b u t i o n  w a s  w i l l f u l l y  m a d e  a n d  f o r  t h e  

5  ta x a b l e  y e a r s  f o l l o w i n g  s u c h  t a x a b l e  y e a r .

( F )  S t a t u t e  o f  l im i t a t i o n s .  I n  a n y  c a s e  

i n  w h i c h  s u b p a r a g r a p h  ( A )  a p p l ie s , t h e  

p e r io d  f o r  a s s e s s in g  a n y  d e f ic ie n c y  a r is in g  

b y  r e a s o n  o f —
( i )  T h e  d is a l lo w a n c e  o f  a n y  d e d u c t i o n  

u n d e r  s e c t i o n  4 0 4  o n  a c c o u n t  o f  a  p la n  n o t  

m e e t i n g  t h e  r e q u i r e m e n t s  o f  s u b s e c t io n ^  ( d )  

w i t h  r e s p e c t  t o  t h e  o w n e r -e m p l o y e e  o n  

w h o s e  b e h a l f  a n  e x c e s s  c o n t r i b u t i o n  w a s  

m a d e ,  o r
( i i )  T h e  i n c l u s i o n , ,  u n d e r  s u b p a r a g r a p h  

( B ) , i n  g r o s s  i n c o m e  o f  s u c h  o w n e r - e m -

*
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p lo y e e  o f  in c o m e  a t t r i b u t a b l e  t o  t h e  i n t e r ­

e s t  o f  s u c h  o w n e r -e m p l o y e e  u n d e r  a  p la n ,

f o r  t h e  t a x a b le  y e a r  i n  w h i c h  s u c h  e x c e s s  

c o n t r i b u t i o n  w a s  m a d e  o r  f o r  a n y  s u c c e e d ­

i n g  t a x a b le  y e a r  s h a l l  n o f  e x p ir e  p r i o r  t o  

o n e  y e a r  a f t e r  t h e  c lo s e  o f  t h e  6 - m o n t h  

p e r io d  r e fe r r e d  t o  i n  s u b p a r a g r a p h  ( C ) .
( 3 )  C o n t r i b u t i o n s  f o r  p r e m i u m s  o n  a n ­

n u i t y ,  e t c . ,  c o n tr a c t s .  A  c o n t r i b u t i o n  b y  

t h e  e m p lo y e r  o n  b e h a l f  o f  a n  o w n e r -e m p l o y e e  

s h a l l  n o t  b e  c o n s i d e r e d  t o  b e  a n  e x c e s s  c o n ­

t r i b u t i o n  w i t h i n  t h e  m e a n i n g  o f  p a r a g r a p h

(1 ) , M—
( A )  U n d e r  t h e  p l a n  s u c h  c o n t r i b u t i o n  is  

r e q u i r e d  t o  b e  a p p l ie d  ( d i r e c t l y  o r  t h r o u g h  

a  t r u s t e e )  t o  p a y  p r e m i u m s  o r  o t h e r  c o n ­

s i d e r a t i o n  f o r  o n e  o r  m o r e  a n n u i t y ,  e n d o w ­
m e n t ,  o r  l i f e  in s u r a n c e  c o n t r a c t s  o n  t h e  

l i f e  o f  s u c h  o w n e r -e m p l o y e e  is s u e d  u n d e r  t h e  

p la n ,
( B )  T h e  a m o u n t  o f  s u c h  c o n t r i b u t i o n  e x ­

c e e d s  t h e  a m o u n t  d e d u c t i b l e  u n d e r  s e c t i o n  

4 0 4  ( d e t e r m i n e d  w i t h o u t  r e g a r d  t o  s e c t i o n  

4 0 4 ( a )  ( 1 0 ) )  w i t h  r e s p e c t  t o  c o n t r i b u t i o n s  

m a d e  b y  t h e  e m p lo y e r  o n  b e h a l f  o f  s u c h  

o w n e r -e m p l o y e e  u n d e r  t h e  p la n ,  a n d
( C )  T h e  a m o u n t  o f  s u c h  c o n t r i b u t i o n  

d o e s  n o t  e x c e e d  t h e  a v e r a g e  o f  t h e  a m o u n t s  

w h i c h  w e r e  d e d u c t i b l e  u n d e r  s e c t i o n  4 0 4  

( d e t e r m i n e d  w i t h o u t  r e g a r d  t o  s e c t i o n  4 0 4  

( a )  ( 1 0 ) )  w i t h  r e s p e c t  t o  c o n t r i b u t i o n s  m a d e  

b y  t h e  e m p lo y e r  o n  b e h a l f  o f  s u c h  o w n e r -  

e m p lo y e e  u n d e r  t h e  p la n  ( o r  w h i c h  w o u l d  

h a v e  b e e n  d e d u c t i b l e  u n d e r ,  s u c h  s e c t i o n  

i f  s u c h  s e c t i o n  h a d  b e e n  i n  ¿ f le e t )  f o r  t h e  

f i r s t  3  t a x a b le  y e a r s  ( i )  p r e c e d i n g  t h e  y e a r  

i n  w h i c h  t h e  l a s t  s u c h  a n n u i t y ,  e n d o w m e n t ,  

o r  l i f e  i n s u r a n c e  c o n t r a c t  w a s  is s u e d  u n d e r  

t h e  p l a n  a n d  ( i i )  i n  w h i c h  s u c h  o w n e r -  

e m p lo y e e  d e r iv e d  e a r n e d  i n c o m e  f r o m  t h e  

tr a d e  o r  b u s i n e s s  w i t h  r e s p e c t  t o  w h i c h  t h e  

p la n  i s  e s t a b l i s h e d , o r  f o r  s o  m a n y  o f  s u c h  

t a x a b l e  y e a r s  a s  s u c h  o w n e r -e m p l o y e e  w a s  

e n g a g e d  i n  s u c h  tr a d e  o r  b u s i n e s s  a n d  d e ­

r iv e d  e a r n e d  i n c o m e  t h e r e f r o m .

I n  t h e  c a s e  o f  a n y  i n d i v i d u a l  o n  w h o s e  b e ­

h a l f  c o n t r i b u t i o n s  d e s c r ib e d  i n  s u b p a r a ­

g r a p h  ( A )  a r e  m a d e  u n d e r  m o r e  t h a n  o n e  

p l a n  a s  a n  o w n e r -e m p l o y e e  d u r i n g  a n y  t a x ­

a b le  y e a r ,  t h e  p r e c e d i n g  s e n t e n c e  s h a l l  n o t  

a p p l y  i f  t h e  a m o u n t  o f  s u c h  c o n t r i b u t i o n s  

u n d e r  a l l  s u c h  p la n s  f o r  s u c h  t a x a b le  y e a r  

e x c e e d s  $ 2 ,5 0 0 . A n y  c o n t r i b u t i o n  w h i c h  is  

n o t  c o n s i d e r e d  t o  b e  a n  e x c e s s  c o n t r i b u t i o n  

b y  r e a s o n  o f  t h e  a p p l i c a t i o n  o f  t h i s  p a r a ­
g r a p h  s h a l l ,  f o r  p u r p o s e s  o f  s u b p a r a g r a p h s  

( B )  ( i i ) ,  ( i i i ) , a n d  ( i v )  o f  p a r a g r a p h  ( 1 ) ,  

b e  t a k e n  i n t o  a c c o u n t  a s  a  c o n t r i b u t i o n  m a d e  

b y  s u c h  o w n e r -e m p l o y e e  a s  a n  e m p lo y e e  t o  

t h e  e x t e n t  t h a t  t h e  a m o u n t  o f  s u c h  c o n ­

t r i b u t i o n  i s  n o t  d e d u c t i b l e  u n d e r  s e c t i o n  

4 0 4  ( d e t e r m i n e d  w i t h o u t  r e g a r d  t o  s e c t i o n  

4 0 4 ( a )  ( 1 0 ) )  f o r  t h e  ta x a b l e  y e a r ,  b u t  o n l y  

f o r  t h e  p u r p o s e  o f  a p p l y i n g  s u c h  s u b p a r a ­

g r a p h s  t o  o t h e r  c o n t r i b u t i o n s  m a d e  b y  s u c h  

o w n e r -e m p l o y e e  a s  a n  e m p lo y e e .

( f )  C e r ta in  c u s t o d ia l  a c c o u n t s — ( 1 )  T r e a t ­

m e n t  a s  q u a li fi e d  t r u s t .  F o r  p u r p o s e s  o f  

t h i s  t i t l e ,  a  c u s t o d i a l  a c c o u n t  s h a l l  b e  

t r e a te d  a s  a  q u a li f i e d  t r u s t  u n d e r  t h i s  s e c ­
t i o n ,  i f —

( A )  S u c h  c u s t o d i a l  a c c o u n t  w o u l d , e x ­

c e p t  f o r  t h e  f a c t  t h a t  i t  is  n o t  a  t r u s t ,  c o n ­

s t i t u t e  a  q u a li f i e d  t r u s t  u n d e r  t h i s  s e c t i o n ;

( B )  T h e  c u s t o d i a n  is  a  b a n k  ( a s  d e fin e d  

in  s u b s e c t i o n  ( d ) ( 1 ) ) ; ,

( C )  T h e  i n v e s t m e n t  o f  t h e  f u n d s  i n  s u c h  

a c c o u n t  ( i n c l u d i n g  a l l  e a r n in g s )  i s  t o  b e ,  
m a d e —

( i )  S o le ly  i n  r e g u la t e d  i n v e s t m e n t  c o m ­
p a n y  s t o c k  w i t h  r e s p e c t  t o  w h i c h  a n  e m ­

p lo y e e  is  t h e  b e n e fic ia l  o w n e r ,  o r

( i i )  S o le ly  i n  a n n u i t y ,  e n d o w m e n t , o r  

l i f e  in s u r a n c e  c o n t r a c t s  is s u e d  b y  a n  

in s u r a n c e  c o m p a n y ;

( D )  T h e  s h a r e h o ld e r  o f  r e c o r d  o f  a n y  s u c h  

s t o c k  d e s c r ib e d  i n  s u b p a r a g r a p h  ( C )  ( i )  is  

t h e  c u s t o d i a n  o r  it s  n o m i n e e ;  a n d

( E )  T h e  c o n t r a c t s  d e s c r ib e d  in  s u b p a r a ­

g r a p h  ( C )  ( i i )  a r e  h e ld  b y  t h e  c u s t o d i a n  

u n t i l  d i s t r i b u t e d  u n d e r  t h e  p la n .

F o r  p u r p o s e s  o f  t h i s  t i t l e ,  i n  t h e  c a s e  o f  

a  c u s t o d i a l  a c c o u n t  t r e a t e d  a s  a  q u a li f i e d  

t r u s t  u n d e r  t h i s  s e c t i o n  b y  r e a s o n  o f  t h e  

p r e c e d i n g  s e n t e n c e , t h e  c u s t o d i a n  o f  s u c h  

a c c o u n t  s h a l l  b e  t r e a te d  a s  t h e  t r u s t e e  

t h e r e o f .

( 2 )  D e fi n i t io n .  F o r  p u r p o s e s  o f  p a r a ­

g r a p h  ( 1 ) ,  t h e  t e r m  “ r e g u la t e d  i n v e s t m e n t  

c o m p a n y "  m e a n s  a  d o m e s t i c  c o r p o r a t io n  

w h i p h —

( A )  I s  a  r e g u la t e d  i n v e s t m e n t  c o m p a n y  

w i t h i n  t h e  m e a n i n g  o f  s e c t i o n  8 5 1 ( a ) ,  a n d

( B )  I s s u e s  o n l y  r e d e e m a b le  s to c k .

( g )  A n n u i t y  d e f in e d .  F o r  p u r p o s e s  o f  

t h i s  s e c t io n  a n d  s e c t io n s  4 0 2 , 4 0 3 , a n d  4 0 4 ,  

t h e  t e r m  “ a n n u i t y ”  in c lu d e s  a  f a c e - a m o u n t  

c e r t if i c a t e , a s  d e f in e d  i n  s e c t i o n  2 ( a )  ( 1 5 )  

o f  t h e  I n v e s t m e n t  C o m p a n y  A c t  o f  1 9 4 0  ( 1 5  

U .S .C .,  s e c . 8 0 a - 2 ) ;  b u t  d o e s  n o t  i n c l u d e  a n y  

c o n t r a c t  o r  c e r t if i c a t e  is s u e d  a f t e r  D e c e m ­

b e r  3 1 ,  1 9 6 2 , w h i c h  is  t r a n s f e r a b le , i f  a n y  

p e r s o n  o t h e r  t h a n  t h e  tr u s t e e  o f  a  t r u s t  

d e s c r i b e d  i n  s e c t i o n  4 0 1 ( a )  w h i c h  i s  e x e m p t  

f r o m  t a x  u n d e r  s e c t i o n  5 0 1 ( a )  is  t h e  o w n e r  

o f  s u c h  c o n t r a c t  o r  c e r t if i c a t e .

( h )  C r o s s  r e f e r e n c e .  F o r  e x e m p t i o n  f r o m  

t a x  o f  a  t r u s t  q u a li f i e d  u n d e r  t h i s  s e c t io n ,  
s e e  s e c t io n  5 0 1 ( a ) .

[ S e c . 4 0 1  a s  a m e n d e d  b y  s e c .  2 , S e l f - E m ­

p lo y e d  I n d i v i d u a l s  T a x  R e t i r e m e n t  A c t  1 9 6 2  

( 7 6  S t a t .  8 0 9 )  ]

P a r . 2 . S ection  1.401-1 is am en ded  by 
rev ising paragrap h  ( a ) ( 1 ) ,  b y revising 
subdivisions ( i i i ) , ( v ) , and  (v i)  o f  p a ra ­
grap h  (a ) (3 ) ,  by a dd in g new  su bd i­
v isions (v ii ) , ( v i i i ) , and  (ix )  to  p a ra ­
grap h  ( a ) ( 3 ) ,  b y add ing  a new  su b - 
p aragrap h  (4) to  paragrap h  ( a ) , and  by 
rev ising paragrap h  (b ) (1 )  ( i)  and (2 ) . 
T h ese am en ded  and  added prov isions 
read as fo llow s :

§  1 . 4 0 1 —1 Q u a l i f i e d  p e n s i o n ,  p r o f i t -  
s h a r i n g , a n d  s t o c k  b o n u s  p l a n s .

(a ) Introduction. (1 ) Section s 401 
th rou gh  405 relate to  pension , p ro fit -  
sharing , stock  bonus, and  an n u ity p lans, 
com pen sation  p aid  u nder a  d e fe rred - 
p aym en t plan , and  bond  purchase plans. 
S ectio n  401 (a ) prescribes th e require ­
m en ts w h ich  m u st be m et fo r  q u a lifica ­
t ion  o f  a  trust fo rm in g  part o f  a  pension , 
p ro fit-sh arin g, o r  stock  bonus plan .

* * * * *
(3 ) * * *

(iii) I t  m u st be fo rm ed  o r  availed  o f  
fo r  th e pu rp ose  o f  d istrib uting  to  th e em ­
p loyees o r  th eir  beneficiaries th e corpus 
and  in com e o f  th e fu n d  accum ulated  by 
th e trust in  a ccord a n ce  w ith  th e plan , 
and, in  the case o f  a  p la n  w h ich  covers 
(as defin ed in  p aragrap h  (a ) (2 ) . o f  
§ 1.401-10) any  se lf-em p loyed  in d iv id ­
ual, th e tim e and  m eth od  o f  su ch  d istr i ­
bu tion  m u st sa tisfy  th e requirem ents o f  
section  4 0 1 (a )(9 )  w ith  resp ect to  each  
em p loyee covered  by th e p lan  (see p a ra ­
grap h  (e ) o f  § 1 .4 0 1 -1 1 );

* * * * •
(v ) I t  m ust be p a rt o f  a  p la n  w h ich  

benefits prescr ibed percentages o f  the 
em ployees, o r  w h ich  benefits such  em ­
p loyees as qu a lify  u n der a c la ss ifica tion  
set up b y th e  em ployer and  fou n d  b y 
th e C om m issioner h o t  to  be d iscr im in a ­
tory  in  J a v o r  o f  ce rta in  specified  classes 
o f  em ployees (see § 1.401-3 and , in  a d d i ­
tion , see § 1.401-12 fo r  special rules as 
to  p lan s coverin g  ow n e r -e m p lo y e e s );

(v i)  I t  m u st be p art o f  a  p la n  u n der 
w h ich  con tr ib u tion s  o r  benefits d o  n o t

d iscrim in ate in  fa v o r  o f  certain speci­
fied  classes o f  em ployees (see § 1.401-4);

(v ii) I t  m u st be  p art o f  a p lan  which
prov id es th e  n on forfe ita b le  rights 
described in  section  4 0 1 (a )(7 ) (see 
§ 1 .4 0 1 -6 ); '

(v iii) I f  th e  trust form s part o f a 
pension  plan , th e p la n  m ust provide that 
forfe itu res  m ust n o t  be applied  to in ­
crease the benefits any  em ployee would 
receive u nder su ch  p la n  (see § 1.401-7);

(ix )  I t  m ust, i f  th e pla n  benefits any
se lf-em p loyed  ind ividual w ho is an 
ow n er-em p loyee, satis fy  th e  additional 
requirem ents fo r  qu alification  contained 
in  section  4 01 (a ) (10) a nd  ( d ) . *

(4 ) F or taxa ble  years beginning after 
D ecem ber 31, 1962, se lf-em ployed  in ­
d ividuals m a y be in clu ded  in  qualified 
plans. See §§ 1.401-10 th rou gh  1.401-13.

(b )  General rules. (1 ) ( i)  A  pension 
p la n  w ith in  th e  m ean in g o f  section 
4 01 (a ) is a  p la n  established and m ain ­
ta in ed  b y  an  em ployer prim arily  to pro ­
v ide system atically  fo r  th e  paym ent of 
defin ite ly  determ in ab le benefits to his 
em ployees over a  period  o f  years, usually 
fo r  life , a fter  retirem en t. Retirem ent 
benefits gen erally  are m easured by, and 
based on , su ch  fa cto rs  as years o f  serv­
ice  and  com pen sation  received by the 
em ployees. T h e  d eterm in ation  o f  the 
am ou n t o f  retirem en t benefits and the 
con tr ib u tion s to  p rovid e such  benefits 
are n ot depen den t u pon  profits. Benefits 
are n o t  defin ite ly  determ in able if  funds 
arising fro m  forfe itu res  on  term ination 
o f  service, o r  o th er reason , m ay be 
used to  p rovid e increased benefits for 
th e  rem ain in g partic ip an ts  (see § 1.401-7, 
rela ting^to th e  treatm en t o f  forfeitures 
u n der a  qualified pen sion  p la n ) . A  plan 
designed to  p rovid e benefits fo r  em­
p loyees o r  th eir beneficiaries to  be paid 
u p on  retirem en t o r  over a  period of 
years a fter  retirem en t will, fo r  the pur­
poses o f  section  4 0 1 (a ), be considered a 
pen sion  p la n  i f  th e  em ployer contribu ­
tions u nder th e  p la n  ca n  be determined 
a ctu arially  on  th e basis o f  definitely de­
term inable  benefits, or, as in  th e case of 
m on ey  purch ase  p ension  plans, such con ­
tr ibu tions are fixed  w ith ou t being geared 
to  profits. A  p ension  p la n  m ay provide 
fp r  th e  p aym en t o f  a  pension  due to dis­
ability  and  m ay also p rovid e  fo r  the pay ­
m en t o f  in c id en ta l d e a t h  benefits 
th rou g h  insurance  o r  otherw ise. How­
ever, ex cep t as provided  in  section  401(h) 
and  th e regu lation s thereunder, a pen ­
s ion  p la n  m ay n ot provide  fo r  the pay ­
m en t o f  benefits n o t cu stom arily  included 
in  such  a  p la n  su ch  as la yo ff benefits or 
benefits fo r  sickness, accident, hospitali­
zation , or  m ed ical expenses.

* * * *  *

(2 ) T h e  term  “ p la n ”  im plies a perma­
n en t as d istinguished from  a temporary 
program . Thus, a lth ou gh  the e m p lo y e r  

m a y reserve th e  righ t to  ch an ge  or termi­
n ate  th e plan , and  to  d iscontinue con ­
tr ibu tions thereun der, th e abandonment 
o f  th e p la n  fo r  any  rea son  other than 
business necessity  w ith in  a few years 
a fter  it  has taken  effect w ill be evidence 
th a t th e p la n  fro m  its in ception  was not 
a  b on a  fid e  p rogra m  fo r  th e, exclusive 
ben efit o f  em ployees in  general. E s p e ­

cia lly  w ill th is be true if, fo r  example, 
a  pen sion  p la n  is aban doned soon  after
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pensions have been  fu lly  fu n d ed  fo r  p er ­
sons in  fa v or  o f  w h om  d iscr im in ation  
is prohibited  u nder section  4 0 1 (a ). T h e  
permanéncy o f  th e p la n  w ill be in d ica ted  
by all o f  the su rrou n d in g fa cts  and  c ir ­
cumstances, inc lu d in g th e  likelihood  o f  
the em ployer’s ability  to  con tin u e c o n ­
tributions as prov id ed  u nder th e  plan . 
In the case o f  a  p ro fit -sh a rin g  pla n , oth er 
than a p ro fit -sh a rin g  p la n  w h ich  covers  
employees and  ow n er-em ployees  (see sec ­
tion 4 0 1 ( d ) ( 2 ) ( B ) ) ,  it  is n o t  necessary 
that the em ployer con tr ib u te  every year 
or that he con tr ib u te  th e  sam e am ou nt 
or contribute in  a ccord a n ce  w ith  th e 
same ratio every year. H ow ever, m erely  
making a  single o r  occasion a l con tr ib u ­
tion out o f  p rofits  fo r  em ployees does 
not establish a  p la n  o f  p ro fit-sh arin g . 
To be a p ro fit -sh a rin g  plan , th ere  m ust 
be recurring and  substan tia l con tr ib u ­
tions out o f  p rofits  fo r  th e em ployees. 
In the event a  p la n  is aba nd on ed , th e  
employer sh ould  p rom p tly  n o tify  th e d is ­
trict d irector , statin g th e  circu m stan ces 
which led  to  th e  d iscon tin u an ce  o f  the 
plan.

Pa r . 3. S ection  1.401-3 is am ended b y  
revising paragrap h  (a ) and  b y  add in g 
a new subparagraph  (5) to  paragrap h  
(e). These am ended and  added p ro ­
visions read as fo llow s :

§ 1 .4 0 1 —3  R e q u i r e m e n t s  a s  t o  c o v e r a g e .

(a) (1) In  ord er to  insure th a t stock  
bonus, pension , and  p ro fit -sh a rin g  plan s 
are utilized fo r  th e w elfa re  o f  em ployees 
in general, and  to  preven t th e trust d e ­
vice from  be in g used fo r  th e  p rin cip a l 
benefit o f  shareholders, officers, persons 
whose prin cip a l duties con sist in  super ­
vising th e  w ork  o f  o th er em ployees, or  
highly p a id  em ployees, o r  as a  m eans 
of tax avoid ance , a  trust w ill n o t  be qu a l ­
ified unless it  is p art o f  a  p la n  w h ich  
satisfies th e coverage  requirem ents o f  
section 4 01 (a ) (3 ) .  H ow ever, i f  th e  plan  
covers any  individual w h o is a n  ow n er- 
employee, as defin ed  in  section  4 01 (c )
(3), the requirem ents o f  section  401 (a )
(3) and th is section  are n o t  app licab le 
to such plan , b u t th e  p la n  m u st sa tisfy  
the requirem ents o f  section  4 01 (d ) (see 
§ 1.401-12).

(2) T h e  percentage requirem ents in  
section 4 0 1 (a ) (3 ) (A )  re fer  to  a  p er ­
centage o f  a ll th e  active em ployees, 
including em ployees tem porarily  on  
leave, such  as th ose in  th e  A rm ed  F orces  
of the U nited States, i f  such  em ployees 
are eligible u nder th e plan .

(3) T h e  a pp lica tion  o f  section  4 01 (a )
(3) (A ) m a y  be  illustrated b y  th e  fo l ­
lowing ex a m p le :

E x a m p le .  A  c o r p o r a t io n  a d o p t s  a  p la n  a t  
a t im e  w h e n  i t  h a s  1 ,0 0 0  e m p lo y e e s . T h e  
plan p r o v id e s  t h a t  a l l  f u l l - t i m e  e m p lo y e e s  
who h a v e  b e e n  e m p lo y e d  f o r  a  p e r io d  o f  t w o  
years a n d  h a v e  r e a c h e d  t h e  a g e  o f  3 0  s h a l l  
be e lig ib le  t o  p a r t i c i p a t e . T h e  p la n  a l s o  r e ­

quires p a r t i c i p a t i n g  e m p lo y e e s  t o  c o n t r i b ­

ute 3  p e r c e n t  o f  t h e i r  m o n t h l y  p a y . A t  
the t im e  t h e  p la n  is  m a d e  e ff e c t iv e  1 0 0  o f  t h e  
1,000 e m p lo y e e s  h a d  n o t  b e e n  e m p lo y e d  fo r  
a p e r io d  o f  t w o  y e a r s . F i f t y  o f  t h e  e m ­

ployees w e r e  s e a s o n a l  e m p lo y e e s  w h o s e  c u s ­

to m a ry  e m p l o y m e n t  d i d  n o t  e x c e e d  f iv e  
ih o n th s i n  a n y  c a le n d a r  y e a r .  T w e n t y - f i v e  
of th e  e m p lo y e e s  w e r e  p a r t - t i m e  e m p lo y e e s  
w hose c u s t o m a r y  e m p l o y m e n t  d id  n o t  e x ­
ceed 2 0  h o u r s  i n  a n y  o n e  w e e k . O n e  h u n ­

t e d  a n d  f i f t y  o f  t h e  f u l l - t i m e  e m p lo y e e s

w h o  h a d  b e e n  e m p lo y e d  f o r  t w o  y e a r s  o r  
m o r e  h a d  n o t  y e t  r e a c h e d  a g e  3 0 .  T h e  
r e q u i r e m e n t s  o f  s e c t i o n  4 0 1 ( a )  ( 3 ) ( A )  w il l  
b e  m e t  i f  5 4 0  e m p lo y e e s  a r e  c o v e r e d  b y  t h e  
p la n ,  a s  s h o w n  b y  t h e  f o l l o w i n g  c o m p u t a ­

t i o n :

( i )  T o t a l  e m p lo y e e s  w i t h  r e s p e c t  t o

w h o m  t h e  p e r c e n ta g e  r e q u i r e ­

m e n t s  a r e  a p p l ic a b le  ( 1 ,0 0 0  
m i n u s  1 7 5  ( 1 0 0  p lu s  5 0  p l u s  
2 5 ) )  _________ — — ----- -- — —  8 2 5

( i i )  E m p lo y e e s  n o t  e li g ib le  t o  p a r -

. t i c i p a t e  b e c a u s e  o f  a g e  r e q u i r e -  
m e n t s  ______ ¿L __________ — — 1 5 0

( i i i )  T o t a l  e m p lo y e e s  e li g ib le  t o

p a r t i c i p a t e -------- - --- -- -- -- -- -- -- - - -- -- --  6 7 5
( i v )  P e r c e n ta g e  o f  e m p lo y e e s  i n  i t e m

( i )  e li g ib le  t o  p a r t i c i p a t e ____ 8 1  +  %

( v )  M i n i m u m  n u m b e r  o f  p a r t i c i ­
p a t i n g  e m p lo y e e s  t o  q u a l i f y  
t h e  p la n  ( 8 0  p e r c e n t  o f  6 7 5 )  _ _  5 4 0

I f  o n l y  7 0  p e r c e n t , o r  5 7 8 , o f  t h e  8 2 5  e m ­

p lo y e e s  s a t is f i e d  t h e  a g e  a n d  s e r v ic e  r e q u i r e ­

m e n t s ,  t h e n  4 6 2  ( 8 0  p e r c e n t  o f  5 7 8 )
p a r t i c i p a t i n g  e m p lo y e e s  w o u ld  s a t i s f y  t h e  
p e r c e n ta g e  r e q u i r e m e n t s .

*  *  *  *  *

(e ) * * *
(5) I f  a  p la n  provides con tr ibu tion s 

o r  benefits fo r  a  se lf-em p loyed  -individ ­
ual, th e ru les re la tin g to  th e  in tegra tion  
o f  such  a  p la n  w ith  th e  con tr ib u tion s or  
benefits u n der th e  S ocia l Secu rity A ct  
are set fo r th  in  p aragrap h  (c )  o f  § 1 .401- 
11 and paragrap h  (h )  o f  § 1.401-12.

Par . 4. S ection  1 .401-4 is am en ded  by  
revising p aragrap h  (a )  (1 ) (iii)  and
(2 ) (i)  and  p aragrap h  (c )  th ereo f. 
Th ese  am ended prov isions read  as 
fo llow s :

§  1 . 4 0 1 —4  D is c r i m in a t i o n  a s  t o  c o n t r i ­

b u t i o n s  o r  b e n e f i t s .

(a )  (1 ) * * *
(iii)  Funds in  a  stock  bonu s o r  p ro fit - 

sh arin g p la n  arising fro m  forfe itu res  o n  
term in a tion  o f  service, o r  o th er reason , 
m u st n o t  be a llo ca ted  to  th e rem ain in g 
p artic ip an ts  in  such  a  m a n n er as w ill 
e ffe ct th e  p roh ib ited  discr im in ation . 
W ith  respect to  fo rfe itu res  in  a  pen sion  
plan , see § 1.401-7.

(2 ) ( i)  S ection  4 0 1 (a )(5 )  sets ou t 
ce rta in  provisions w h ich  w ill n o t  in  and  
o f  them selves be d iscr im in atory  w ith in  
th e  m ean in g o f  section  4 01 (a ) (3) o r  
(4 ) .  See § 1.401-3. T h u s, a  p la n  w ill 
n o t  be con sidered  d iscr im in atory  m ere ly  
because th e con tr ib u tion s  o r  benefits 
bear a  u n iform  re la tion sh ip  to  to ta l 
com pen sation  o r  t o  th e  basic o r  regu lar 
rate  o f  com pen sation , o r  m erely because 
th e  con tr ib u tion s  or benefits based o n  
th a t p art o f  th e ann ual com pen sation  o f  
em ployees w h ich  is su b je ct to  th e  F ed ­
eral In su ra n ce  C on tribu tion s A ct  (ch a p ­
ter 21 o f  th e  C ode) d iffer  fro m  th e  c o n ­
tr ibu tion s o r  benefits based on  any  
excess o f  su ch  annua l com pen sation  over 
su ch  part. W ith  regard  to  th e  a p p lica ­
tion  o f  th e rules o f  section  4 01 (a ) (5) in  
the case o f  a  p la n  w h ich  benefits a  s e lf-  
em ploy ed  ind ividual, see p aragrap h  (c )  
o f  § 1.401-11.

* * * * *

(c )  (1) A lth ou gh  a qualified  p la n  m ay 
provide  fo r  te rm in a tion  at w ill b y th e  
em ployer or d iscon tin u an ce  o f  con tr ib u ­
tion s thereun der, th is w ill n o t  o f  itse lf 
preven t a trust fro m  be in g a  qualified  
trust. H ow ever, a  qualified  pen sion  p la n

m u st expressly in corp ora te  p rov is ion s 
w h ich  com p ly  w ith  th e  restr iction s c o n ­
ta in ed  in  su bp arag raph  (2) o f  th is p a ra ­
grap h  a t th e tim e th e p la n  is established, 
unless ( i)  it  is reason ab ly  certa in  a t th e 
in cep tion  o f  th e p la n  th a t su ch  restr ic ­
tion s w ould  n o t a ffe ct the am ou n t o f  c o n ­
tr ib u tion s w h ich  m a y  be used fo r  th e 
b enefit o f  any  em p loyee , o r  (ii)  the C om ­
m issioner determ in es th a t su ch  p ro ­
v isions are n ot n ecessary  to  p reven t the 
p roh ib ited  d iscr im in ation  th a t m ay oc+  
cu r in  th e even t o f  any  early te rm in a tion  
o f  th e plan . A lth ou gh  these prov is ion s 
are th e on ly  prov is ion s required  to  be 
in corp ora ted  in  th e p la n  to  preven t the 
d iscr im in ation  th a t m ay arise because o f  
a n  early  te rm in a tion  o f  th e pla n , th e 
p la n  m a y in  op era tio n  result in  th e  d is ­
c r im in a tio n  p roh ib ited  b y  section  401 (a )
(4 ) ,  unless oth er p rov is ion s are later 
in corp ora ted  in  th e  plan .

(2) ( i)  I f  em ployer con tr ib u tion s u n ­
der a  qualified  pen sion  p la n  m ay be used 
fo r  th e  benefit o f  a n  em ployee w h o is 
am on g th e  25 h ig h est p aid  em ployees o f  
th e  em p loyer a t th e  tim e th e p la n  is 
established and  w hose an tic ip ated  a n ­
n u al p ension  u n der th e  p la n  exceeds 
$1,500, such  p la n  m ust provide  th a t u pon  
th e  occu rren ce  o f  th e  con d it io n s  d e ­
scribed  in  subd ivision  (ii)  o f  th is su b - 
p aragrap h , th e em ployer con tr ib u tion s  
w h ich  are used fo r  th e  b enefit o f  any 
su ch  em ployee are restr icted  in  a cco rd ­
a n ce  w ith  su bdivision  (iii)  o f  th is  su b - 
paragraph .

(ii)  T h e  restr iction s d escrib ed  in  su b ­
d iv is ion  (iii)  o f  th is  su bp arag raph  b e ­
co m e  a p p licable i f—

(a ) T h e  p la n  is term in ated  w ith in  10 
years a fter  its estab lish m en t,

(b )  T h e  benefits o f  an  em ployee d e ­
scribed in  subd iv ision  ( i)  o f  th is su b- 
p aragrap h  becom e p aya b le  w ith in  10 
years a fte r  th e  estab lishm en t o f  the 
pla n , or

(c )  T h e  benefits o f  an  em ployee  d e ­
scr ibed in  subd ivision  ( i)  o f  th is  su b - 
p ara gra p h  b ecom e paya b le  a fte r  th e 
p la n  h as been  in  e ffect fo r  10 years, and  
th e fu ll cu rren t costs  o f  th e  p la n  fo r  the 
first 10 years have n o t been  fun ded .

In  th e  case o f  a n  em ployee d escrib ed  in
(b ) o f  th is  subdivision , th e  restriction s 
w ill rem ain  a p p licable  un til th e p la n  has 
been  in  e ffe ct fo r  10 years, but i f  a t th a t 
tim e th e  fu ll cu rren t costs  have been  
fu n d ed  th e  restr iction s w ill n o  lon ger  
app ly  to  th e benefits p aya b le  to  su ch  an  
em ployee. In  th e  case  o f  an  em p loyee 
d escrib ed  in  (b ) o r  ( c )  o f  th is  su bd iv i ­
sion , i f  a t th e  end  o f  th e  first  10 years 
th e  fu ll cu rren t costs  are n o t  m et, the 
restr iction s w ill con tin u e  to  app ly  un til 
th e  fu ll cu rren t costs  are fu n d ed  fo r  the 
first tim e.

(iii)  T h e  restr iction s required u n der 
subd iv ision  ( i)  o f  th is  su bparagraph  
m u st p rovid e th a t th e  em ployer  c o n ­
tr ibu tion s w h ich  m a y  be used fo r  the 
b enefit o f  an  em p loyee  described in  such  
subd iv ision  shall n o t  exceed  th e greater 
o f  $20,000, or  20 p ercen t o f  th e first 
$50,000 o f  th e annu al com pen sation  o f  
su ch  em p loyee m u ltip lied  b y th e  n u m ber 
o f  years betw een th e date o f  th e estab ­
lish m en t o f  th e  p la n  and —

(a ) T h e  date o f  th e  term in a tion  o f  
th e  pla n ,
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(b ) In  th e case o f  a n  em p loyee d e ­
scribed in  subdivision  (ii)  (b ) o f  th is 
su bparagraph , th e  date th e  benefit o f  
th e  em p loyee b ecom es payable, i f  b efore  
th e date o f  th e term in a tion  o f  th e  plan , 
or

(c )  In  th e case o f  an  em p loyee  d e ­
scribed  in  su bdivision  (ii) (c )  o f  this 
subp aragraph, th e  date o f  th e  fa ilu re  to  
m eet th e fu ll cu rren t costs  o f  th e plan .

H ow ever, i f  th e fu ll cu rren t costs o f  the 
p la n  h ave n ot been  m et on  th e date d e ­
scribed  in  (a ) o r  (b ) o f  th is subdivision, 
w h ich ever is app licab le, th en  th e date  o f  
th e fa ilu re  to  m eet such  fu ll cu rren t 
costs  shall be substituted fo r  th e date  
re ferred  to  in  (a ) o r  (b ) o f  th is sub ­
d ivision . F or  purposes o f  determ in in g 
th e  con tr ib u tion s w h ich  m a y be used fo r  
th e  b en efit  o f  an  em ployee  w h en  (b ) o f  
th is su bdivision  applies, the nu m ber o f  
years taken  in to a ccou n t m ay be re ­
com pu ted  fo r  ea ch  yea r i f  th e fu ll cu rren t 
costs  o f  th e  pla n  are m et fo r  su ch  year.

(iv ) F or  purposes o f  th is subpara ­
graph, th e em ployer con tr ib u tion s w h ich , 
at a  given  tim e, m ay be used fo r  th e 
benefits o f  an  em ployee  in clu de any u n ­
a llo ca ted  fu n d s w h ich  w ould  be used fo r  
h is  benefits i f  th e p la n  w ere th en  term i­
n a ted  or th e  em p loyee w ere th en  to  w ith ­
draw  fro m  th e  pla n , as w ell as all 
con tr ibu tion s a lloca ted  up to  th a t tim e 
exclusively fo r  h is  benefits.

(v ) T h e  p rov is ion s o f  th is  su bp ara ­
grap h  app ly  to  a  fo rm er o r  retired  em ­
p loyee  o f  th e em ployer, as w ell as to  an  
em p loyee  still in  th e  em ployer’s service.

(v i)  T h e  fo llow in g  term s are defin ed 
fo r  purposes o f  th is su bp arag raph —

(a ) T h e  term  “ benefits”  includ es any  
p eriod ic  in com e, any w ithdraw al values 
paya b le  to  a  liv in g em ployee, and  th e  
co s t  o f  any  d ea th  benefits w h ich  m ay be 
p aya b le  a fter  retirem en t on  b eh a lf o f  
a n  em ployee, b u t does n o t  in clu de th e 
co s t  o f  any  d ea th  benefits w ith  resp ect 
to  a n  em p loyee b e fore  retirem en t n or  th e 
am ou n t o f  any  d ea th  benefits actu a lly  
p aya b le  a fter  th e d ea th  o f  an  em ployee 
w h eth er su ch  d eath  occu rs  b e fo re  o r  
a fter  retirem en t.

(b ) T h e  term  “ fu ll cu rren t costs”  
m ean s th e  n orm a l cost, as defin ed in  
§ 1 .4 0 4 (a )-6 , fo r  all years since th e e ffe c ­
tive date o f  th e p lan , p lus in terest on  
any  u n fu n d ed  lia bility  during su ch  
p eriod .

(c )  T h e  term  “ annua l com pen sation ”  
o f  an  em ployee m eans either su ch  em ­
p lo yee ’s average regu lar annual com ­
pensation , o r  such  average com pen sa ­
t ion  ov er th e  last five years, o r  such  
em ployee’s last ann ua l com pen sation  i f  
such  com pen sation  is reason ab ly  sim ilar 
to  h is average regu lar annu al com p en ­
sa tion  fo r  th e  five p reced in g years.

(3 ) T h e  am ou nt o f  th e em ployer c o n ­
tr ibu tion s w h ich  ca n  be used fo r  the 
benefit o f  a  restricted  em p loyee m a y  be 
lim ited  eith er b y lim itin g th e annua l 
am ou n t o f  th e  em ployer con tr ibu tion s 
fo r  th e designated em ployee du rin g th e 
p eriod  a ffected  b y  th e lim itation , or  b y 
lim itin g th e  am ou n t o f  fu n d s u nder th e 
p la n  w h ich  ca n  be used fo r  the benefit  o f  
su ch  em ployee, regardless o f  th e  am ou nt 
o f  em ployer con tribu tion s.

(4 ) T h e  restriction s con ta in ed  in  su b- 
p aragrap h  (2) o f  th is p aragrap h  m a y  be

exceed ed  fo r  th e purpose o f  m akin g cu r ­
ren t retirem en t in com e benefit paym ents 
to  retired  em ployees w h o w ould  o th er ­
w ise be su b je ct to  su ch  restriction s, if—

(i)  T h e  em ployer con tr ib u tion s w h ich  
m a y  be used fo r  any  such  em p loyee in  
a ccord a n ce  w ith  th e restr iction s co n ­
ta ined in  su bparagraph  (2) o f  th is p a ra ­
grap h  are app lied  e ith er (a) to  p rov id e 
level am ounts o f  an n u ity in  th e basic 
fo rm  o f  benefit p rov id ed  fo r  u n der the 
p la n  fo r  su ch  em p loyee a t retirem en t 
(or, i f  he  h as already  retired , begin n in g 
im m ed ia te ly ), o r  (b ) to  prov id e level 
am ou nts o f  an n u ity in  an  op tion a l fo rm  
o f  benefit provided  under th e p la n  i f  the 
level am ou n t o f  an n u ity u n der such  
o p t io n a l fo rm  o f  benefit is n o t  greater 
th a n  th e  level am ou n t o f  annu ity under 
th e  basic fo rm  o f  ben efit p rovided  u n der 
th e  p la n ;

(ii)  T h e  an n u ity thus prov id ed  is sup ­
p lem en ted , to  th e exten t necessary to  
prov id e th e  fu ll retirem en t in com e b en e ­
fits in  th e  basic fo r m 'c a lle d  fo r  u n der 
th e plan , b y  cu rren t paym ents to  such  
em p loyee as su ch  benefits com e due ; and

(iii)  S u ch  su pplem ental paym en ts  are 
m ade  a t any  tim e on ly  i f  th e  fu ll cu rren t 
costs  o f  th e  p la n  have th en  been  m et, 
o r  th e  aggregate  o f  such  su pplem ental 
p aym en ts  fo r  a ll such  em ployees does n o t  
exceed  th e aggregate  em ployer con tr ib u ­
tion s alread y m a de u n der th e p la n  in  the 
year th en  current.

I f  d isab ility  in com e benefits are prov id ed  
u nder the plan , th e  p la n  m ay con ta in  like 
prov isions w ith  respect to  th e  cu rren t 
paym en t o f  such  benefits.

(5 ) I f  a  p la n  h as been  ch an ged  so as 
to  increase  substan tially  th e  exten t o f  
possible d iscr im in ation  as to  con tr ib u ­
tion s a nd  as to  benefits a ctu a lly  payable  
in  even t o f  th e  subsequent term in a tion  
o f  th e  p la n  o r  th e  subsequent d iscon ­
t in ua n ce  o f  con tr ib u tion s th ereunder, 
th en  th e provisions o f  th is  p aragrap h  
shall b e  app lied  to  th e p la n  as so ch a n ged  
as i f  it  w ere a  new p la n  established o n  
th e  date o f  such  cha n ge . H ow ever, th e  
p rov ision  in  su bp aragraph  (2 ) (iii) o f  
th is p aragrap h  th a t th e un restricted  
am ou nt o f  em ployer con tr ib u tion s  o n  b e ­
h a lf  o f  any  em p loyee is at least $20,000 
is app licable to  th e aggregate  am ou n t 
con tr ib u ted  b y th e em ployer on  b eh a lf 
o f  su ch  em p loyee  fro m  th e date o f  es ­
tablish m en t o f  the origin al p la n , and, fo r  
purposes  o f  determ in in g i f  the  em ployee ’s 
a n tic ip ated  annu al pension  exceeds 
$1,500, b o th  th e em ployer con tr ibu tions  
o n  th e  em ployee ’s b eh a lf p rior  to  th e 
date o f  th e ch a n ge  in  th e  p la n  and  th ose 
exp ected  to  be m a de  o n  h is b eh a lf  su b ­
sequent to  th e  date  o f  th e  ch a n ge  (based 
o n  th e em ployee’s rate  o f  com pen sation  
o n  th e  date o f  th e  ch a n ge ) are to  be 
ta ken  in to  accou n t.

' (6 ) Th is  p aragrap h  shall app ly  to
ta xa b le  years o f  a  qualified  p la n  co m ­
m en cin g  a fter  Septem ber 30, 1963. In  
th e  case o f  an  early term in a tion  o f  a  
qua lified  pension  p la n  during  a n y  such  
taxa ble  year, th e  em p loyer con tr ibu tion s 
w h ich  m a y  be used fo r  th e benefit of  any 
em ployee m u st co n fo rm  to  th e require ­
m en ts o f  th is paragraph . H ow ever, any  
pen sion  p la n  w h ich  is qualified  on  S ep ­
tem b er 30, 1963, w ill n o t  be  d isqualified 
m ere ly  because it  does n ot expressly in ­

clu de  th e  prov isions prescribed in this 
paragraph .

Par . 5. T h ere  are inserted immediately 
a fter  § 1.401-5, th e  fo llow in g  new sec­
t ion s:

§  1 .4 0 1 —6  T e r m i n a t i o n  o f  a  qualified 
p l a n .

(a ) General rules. (1 ) In  order for a 
pension , p ro fit-sh arin g , or  stock  bonus 
trust to  sa tisfy  th e requirem ents o f  sec­
t ion  401, th e  p la n  o f  w h ich  such trust 
form s a p art m ust expressly provide that, 
u p on  the te rm in a tion  o f  the plan  or upon 
th e  com plete  d iscon tin u an ce  o f  contri ­
bution s u nder th e plan , th e  rights of 
each  em p loyee to  benefits accrued to the 
date o f  su ch  te rm in a tion  o r  discontin ­
uan ce , to  th e exten t th en  fun ded , or the 
righ ts  o f  ea ch  em p loy ee to  the amounts 
cred ited  to  h is a ccou n t a t su ch  time, are 
n on for fe ita b le . A s to  w h at constitutes 
n on for fe ita b le  righ ts  o f  an  em ployee, see 
p aragrap h  (a ) (2) o f  § 1 .4 0 2 (b )- l .

(2 ) (i)  A  qualified  p la n  m ust also pro ­
v ide fo r  th e a llo ca tio n  o f  any  previously 
u n a lloca ted  fu n d s  to  th e em ployees cov­
ered  by th e  p la n  u p on  th e term ination 
o f  th e p la n  o r  th e  com plete  discontin ­
u an ce  o f  con tr ib u tion s u n der the plan. 
S u ch  p rovision  m a y  be incorp ora ted  in 
th e  p la n  a t its in cep tion  o r  by an  amend­
m en t m a de  p rior  to  th e term ination  of 
th e  p la n  o r  th e  discon tin u an ce  o f  con ­
tr ibu tion s th ereund er.

( ii )  A n y  p rovision  fo r  th e allocation 
o f  u n a llo ca ted  fu n d s  is accep table if it 
specifies th e m eth od  to  be used and does 
n o t  con flict  w ith  th e  prov isions o f  section 
4 0 1 (a )(4 )  and  th e  regulations there­
under. The . a lloca tion  o f  unallocated 
fu n d s  m ay be in  cash  o r  in  the form  of 
o th er benefits provided  u n der the plan. 
H ow ever, th e  a lloca tion  o f  th e funds con ­
tr ibu ted  b y th e em ployer am on g the em­
p loyees n eed  n o t  necessarily  benefit all 
th e  em ployees covered  b y  th e  plan . For 
exam p le, an  a lloca tion  m a y  be satisfac ­
to ry  i f  p riority  is given  to  benefits for 
em ployees over th e  age o f  50 a t the time 
o f  th e term in a tion  o f  th e plan , o r  those 
w h o th en  have a t least 10 years o f  serv­
ice, i f  th ere  is n o  possibility  o f  discrimi­
n a tio n  in  fa v or  o f  em ployees w ho are 
officers, sh areholders, em ployees whose 
prin cip a l duties con sist in  supervising 
th e  w ork  o f  o th er  em ployees, o r  highly 
com pen sated  em ployees.

(iii)  Su bdivisions ( i)  and  (ii)  o f  this 
su bparagraph  d o  n o t  require the alloca ­
tion  o f  am ou nts to  th e a ccou n t o f  any 
em p loyee i f  such  am ounts are n ot re ­
qu ired to  be used to  sa tisfy  the liabilities 
w ith  resp ect to  em ployees and their 
beneficiaries u n der th e plan  (see section 
4 0 1 (a ) ( 2 ) ) .

(b ) Termination defined. (1 ) W h e th e r  
a  p la n  is term in ated  is generally  a qu es ­
tion  to  be determ in ed  w ith  regard t o  all 
th e fa c ts  and  circu m stan ces in  a p a r ­
ticu la r case. F o r  exam ple, a p la n  is 
term in ated  w hen, in  con n ection  w ith the  
w in din g up o f  th e em ployer’s tr a d e  or  
business, th e  em ployer begins to d is ­
ch a rg e  h is em ployees. H ow ever, a p la n  
is n o t  term inated , fo r  exam ple, m ere ly  
because  a n  em ployer conso lidates or re ­
p laces  th a t p la n  w ith  a  com parable p la n . 
Sim ilarly , a  p la n  is n o t  term inated  m e re ­
ly  because th e em ployer sells or otherwise
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disposes o f  h is trad e or  business i f  the 
acquiring em ployer con tin u es th e  p la n  

as a separate a nd  d is tin ct p la n  o f  its 
own, or con solid ates  or replaces th a t 
plan w ith a  com pa ra ble p lan. See p a ra ­
graph (d ) (4) o f  § 1 .381(c) ( l l ) - l  fo r  the 
definition o f  com pa rable  plan . In  a d d i ­
tion, the C om m issioner m ay determ ine 
that oth er p lan s are com pa rable  fo r  
purposes o f  th is section .

(2) F or  purposes o f  this section , th e 
term “ term in a tion ”  includ es b oth  a  p a r ­
tial term ination  and  a  com plete  te rm in a ­
tion o f a p lan . W h eth er  or  n o t  a  partia l 
termination o f  a  qualified p la n  occu rs  
when a group o f  em ployees w h o have been  
covered by th e p la n  are subsequently e x ­
cluded fr o m  su ch  coverage  either by 
reason o f  an  am en dm en t to  th e  plan , 
or by reason  o f  be ing d isch arged  by 
the em ployer, w ill be determ in ed  on  
the basis o f  a ll th e fa c ts  and  c ircu m ­
stances. S im ilarly , w h eth er o r  n o t  a 
partial te rm in ation  occu rs  w h en  benefits 
or em ployer con tr ib u tion s are redu ced , or 
the eligibility o r  vestin g requirem ents 
under the p la n  are m a de  less liberal, w ill 
be determ ined on  th e  basis o f  a ll th e  fa c ts  
and circu m stan ces. H ow ever, i f  a  p a r ­
tial term in ation  o f  a  qualified  p la n  o c ­
curs, the prov is ion s o f  section  4 01 (a ) (7 ) 
and this section  app ly on ly  to  th e part 
of the p la n  th a t is term inated.

(c) Complete discontinuance defined.
(1) For purposes o f  th is section , a  co m ­
plete d iscon tin u an ce  o f  con tr ibu tion s 
under the p la n  is con trasted  witjti a  sus ­
pension o f  con tr ib u tion s u n der th e plan , 
which is m erely a  tem pora ry  cessation  o f  
contributions b y th e em ployer. A  co m ­
plete d iscon tin u an ce  o f  con tr ibu tion s 
may occu r a lth ou gh  som e am ou nts are 
contributed b y  th e em ployer under the 
plan if such  am ounts are n o t  su bstantia l 
enough to  reflect th e  in ten t on  th e  p art 
of the em ployer to  con tin u e  to  m ain ta in  
the plan. T h e  determ in ation  o f  w h eth er 
a com plete d iscon tin u an ce  o f  con tr ib u ­
tions under th e p la n  has occu rred  w ill be 
made w ith  regard  to  all th e  fa c ts  and  
circum stances in  th e p articu lar case, and  
without reg ard  to  th e am ou n t o f  any  
contributions m ade u n der th e p la n  by 
employees.

(2) In  th e case o f  a  pension  pla n , a  
suspension o f  con tr ib u tion s w ill n o t c o n ­
stitute a d iscon tin u an ce  if—

(i) T h e benefits to  be p a id  or  m ade 
available u nder th e  p la n  are n o t  a ffected 
at any tim e b y th e  suspension , and

(ii) T h e  u n fu n d ed  past service cost at 
any tim e (w h ich  includes th e u n fu n d ed  
Prior n orm al cost and  u n fu n d ed  interest 
on any u n fu n ded  cost) does n o t  exceed 
the unfu nded  past service cost as o f  th e  
date o f  establishm ent o f  th e  plan , p lus 
any add itional past service o r  su pple ­
mental costs added b y am endm en t.

(3) in  any  case in  w h ich  a suspension  
of a pro fit-sh arin g  p la n  is con sidered  a 
discontinuance, th e  discon tin u an ce  b e ­
comes effective n o t  la ter th a n  th e last 
day o f  the taxa ble year o f  th e em ployer 
following th e last taxa ble  yea r o f  such  
employer fo r  w h ich  a  substantial c o n ­
tribution was m a de u nder th e p ro fit - 
sharing plan .

(d) Contributions or benefits which 
remain forfeitable. T h e  prov is ion s o f  
this section  d o  n o t  app ly to  am ounts

N o . 1 8 1 -------

w h ich  are rea llo cated  to  preven t th e d is ­
cr im in a tion  p roh ib ited  by section  401 (a )
(4) (see paragrap h  (c )  o f  § 1 .4 0 1 -4 )'

(e ) Effective date. T h is  section  shall 
apply to  taxable  years o f  a  qualified  pla n  
com m en cin g  a fter  Septem ber 30, 1963. 
In  th e case o f  th e term in ation  or co m ­
p lete d iscon tin u an ce  (as defin ed in  this 
section ) o f  any  qualified pla n  during any  
su ch  taxa ble  year, th e rights accord ed  
to  ea ch  em p loyee covered  under th e pla n  
m u st co n fo rm  to  th e  requirem ents o f  
th is section . H ow ever, a  p la n  w h ich  is 
qualified  on  S ep tem ber 30, 1963, w ill n o t 
be d isqualified  m erely because it  does n ot 
expressly in clu de th e prov isions p re ­
scr ibed by  th is section .

§  1 . 4 0 1 —7  F o r f e i t u r e s  u n d e r  a  q u a l i f i e d  
p e n s io n  p l a n .

(a ) General rules. In  th e case o f  a 
trust fo rm in g  a p a rt o f  a  qualified p e n ­
s ion  plan , th e p lan  m ust expressly p ro ­
v ide th a t fo rfe itu res  arising fro m  sever ­
ance  o f  em p loym en t, death , or  fo r  any 
o th er reason , m u st n o t  be app lied  to  in ­
crease  th e  benefits a ny  em p loyee  w ould  
otherw ise  receive under th e  p la n  at any 
tim e p rior  to  th e te rm in a tion  o f  th e 
p la n  o r  th e  com plete  d iscon tin u an ce  o f  
em ployer con tr ib u tion s  th ereun der. T h e  
am ou nts so fo r fe ited  m u st be used as 
soon  as possible to  redu ce th e  em p loyer’s 
con tr ibu tion s u n der th e plan . H owever, 
a qualified  pension  p la n  m a y a n tic ip ate  
th e  e ffect o f  fo rfe itu res  in  determ in ing  
th e  costs u n der th e  plan . Furth erm ore, 
a  qualified p la n  w ill n o t  be d isqualified 
m erely  because a  determ in ation  o f  th e  
a m ou n t o f  forfe itu res  u nder th e p lan  is 
m ade  on ly  on ce  during ea ch  taxa ble yea r 
o f  th e  em ployer.

(b )  Examples. T h e  rules o f  p a ra ­
g rap h  (a ) o f  th is section  m a y  be illus ­
trated  by th e fo llow in g  exa m ples:

E x a m p le  ( 1 ) .  T h e  B  C o m p a n y  P e n s io n  
T r u s t  f o r m s  a  p a r t  o f  a  p e n s i o n  p la n  w h i c h  
is  f u n d e d  b y  i n d i v i d u a l  le v e l  a n n u a l  p r e ­

m i u m  a n n u i t y  c o n t r a c t s . T h e  p la n  r e q u ir e s  
t e n  y e a r s  o f  s e r v ic e  p r i o r  t o  o b t a i n i n g  a  
v e s t e d  r i g h t  t o  b e n e fi t s  u n d e r  t h e  p la n .  
O n e  o f  t h e  c o m p a n y ’s  e m p lo y e e s  r e s ig n s  h i s  
p o s i t i o n  a f t e r  tw o  y e a r s  o f  s e r v ic e . T h e  i n ­

s u r a n c e  c o m p a n y  p a i d  t o  t h e  t r u s t e e s  t h e  
c a s h  s u r r e n d e r  v a lu e  o f  t h e  c o n t r a c t — $ 7 5 0 .  
T h e  B  C o m p a n y  m u s t  r e d u c e  i t s  n e x t  c o n t r i ­

b u t i o n  t o  t h e  p e n s i o n  t r u s t  b y  t h i s  a m o u n t .

E x a m p le  ( 2 ) .  T h e  C  C o r p o r a t i o n ’s  t r u s ­

te e d  p e n s i o n  p la n  h a s  b e e n  i n  e x is t e n c e  f o r  
2 0  y e a r s . I t  is  f u n d e d  b y  i n d i v i d u a l  c o n ­

t r a c t s  is s u e d  b y  a n  in s u r a n c e  c o m p a n y , a n d  
t h e  p r e m i u m s  th e r e u n d e r  a r e  p a i d  a n n u a l l y .  
U n d e r  s u c h  p la n , t h e  a n n u a l  p r e m i u m  a c ­

c r u e d  f o r  t h e  y e a r  1 9 6 6  i s  d u e  a n d  i s  p a id  
o n  J a n u a r y  2 , 1 9 6 6 , a n d  o n  J u l y  1 o f  t h e  
s a m e  y e a r  t h e  p la n  is  t e r m i n a t e d  d u e  t o  t h e  
l i q u i d a t i o n  o f  t h e  e m p lo y e r . S o m e  f o r ­

f e i t u r e s  w e r e  in c u r r e d  a n d  c o l l e c t e d  b y  t h e  
tr u s t e e  w i t h  r e s p e c t  t o  t h o s e  p a r t i c i p a n t s  
w h o s e  e m p l o y m e n t  t e r m i n a t e d  b e t w e e n  J a n ­

u a r y  2  a n d  J u l y  1 . T h e  p la n  p r o v id e s  t h a t  
t h e  a m o u n t  o f  s u c h  f o r f e i t u r e s  is  t o  b e  a p ­

p li e d  t o  p r o v id e  a d d i t i o n a l  a n n u i t y  b e n e fi t s  
f o r  t h e  r e m a i n i n g  e m p lo y e e s  c o v e r e d  b y  t h e  
p la n . T h e  p e n s i o n  p la n  o f  t h e  C  C o r p o r a ­

t i o n  s a t is f i e s  t h e  p r o v is io n s  o f  s e e t io n  4 0 1  
(a )  ( 8 ) . A l t h o u g h  f o r f e i t u r e s  a r e  u s e d  t o  
in c r e a s e  b e n e fi t s  i n  t h i s  c a s e ,  t h i s  u s e  o f  
f o r f e i t u r e s  is  p e r m is s ib le  s in c e  n o  f u r t h e r  
c o n t r i b u t i o n s  w i l l  b e  m a d e  u n d e r  t h e  p la n .

(c )  Effective date. T h is  section  a p ­
p lies to. taxa ble years o f  a  qualified  p la n  
com m en cin g  a fter  Sep tem ber 30, 1963.

H ow ever, a  p lan  w h ich  is qualified on  
Sep tem ber 30, 1963, w ill n o t  be d isqua li ­
fied  m erely because it  does n o t  expressly 
in clu de the provisions prescribed by th is 
section .

§  1 . 4 0 1 —8  C u s to d ia l  a c c o u n ts .

(a ) Treatment of a custodial account 
as a qualified trust. F or  taxa ble years 
o f  a  p la n  begin n in g a fter  D ecem ber 31, 
1962, a cu stod ia l a ccou n t m ay  be used, 
in  lieu  o f  a  trust, u n der a n y  pension , 
p ro fit-sh arin g , o r  stock  bonu s pla n , d e ­
scribed in  section  401 i f  th e requirem ents 
o f  p aragrap h  (b ) o f  th is section  are m et. 
A  cu stod ia l a ccou n t m ay be used under 
su ch  a  p lan , w h eth er th e p la n  covers 
com m on -la w  em ployees, se lf-e m p loyed  
ind ividuals w ho  are treated  as em ployees 
b y rea son  o f  section  401 ( c ) , o r  both . T h e  
use o f  a cu stod ia l a ccou n t as p a rt  o f  a 
p la n  does n o t  preclu de th e use o f  a  trust 
o r  a n oth er cu stod ia l a ccou n t as p a rt o f  
th e sam e plan . A  p la n  u nder w h ich  a 
cu stod ial a ccou n t is used m a y  be c o n ­
sidered in  con n ectio n  w ith  o th er p lan s 
o f  th e em p loyer in  determ in in g w h eth er 
th e  requirem ents o f  section  401 are sat ­
isfied.

(b ) Rules applicable to custodial ac­
counts. ( 1 ) A  cu stod ia l a ccou n t shall be 
treated  fo r  taxa ble years begin n in g a fter  
D ecem ber 31, 1962, as a qualified  trust 
u n der section  401 if  such  a ccou n t m eets 
th e  fo llow in g  requirem ents described in 
subdivisions (i)  th rou g h  (iii) o f  th is su b- 
p aragrap h :

(1) T h e  cu stod ial a ccou n t m ust satisfy  
all th e requ irem en ts o f  section  401 th a t 
are ap p licable to  qua lified  trusts. See 
su bp arag raph  (2) o f  th is  paragraph .

(ii)  T h e  cu stod ian  o f  th e cu stod ial a c ­
cou n t m ust be a  bank.

(iii)  T h e  cu stod ia l agreem en t p r o ­
v ides th a t th e  inv estm en t o f  the fu n d s in  
th e a ccou n t is to  be m a de—

(a ) S ole ly  in  stock  o f  on e or m ore 
regu lated  investm ent com pa n ies w h ich  
is registered in  th e  nam e o f  th e cu sto ­
d ia n  o r  its nom in ee and  w ith  respect to 
w h ich  an  em p loyee w h o is covered  by 
th e  p la n  is th e beneficia l ow ner, or

(&) Solely  in  ann uity, en dow m en t, or 
life  insurance  con tracts , issued by an 
insu rance  com pa n y  and  h eld  by th e cu s ­
tod ia n  u n til d istrib uted  pursuant to  the 
term s o f  the plan . F or  purposes o f  the 
preced in g  sentence, a  fa ce -a m o u n t ce r ­
tifica te  described in  section  4 01 (g ) and  
§ 1.401-9 is treated as an  annu ity  issued 
by an  insu rance  com pa n y.

Sfee subparagraphs (3) and  (4 ) o f  th is 
paragraph .

(2 ) As a  result o f  th e requ irem ent d e ­
scr ibed in  su bp arag raph  (1 ) ( i)  o f  th is 
paragrap h  (re la tin g to  th e  requirem ents 
app licable to  qua lified  tru s ts ), th e cu s ­
tod ia l a ccou n t m ust, fo r  exam ple, be 
created  pu rsuan t to  a  w ritten  agreem en t 
w h ich  constitu tes  a  va lid  con tra c t  under 
lo ca l law . In  add ition , th e term s o f  the 
con tra c t  m u st m ake it  im possible, p rior 
to  th e sa tis fa ction  o f  a ll liabilities w ith  
respect to  th e em ployees a nd  th eir  b en e ­
ficia ries covered  b y the plan , fo r  any 
p art o f  the fu n d s o f  th e cu stod ia l a c ­
cou n t to  be used fo r , o r  d iverted to , p u r ­
poses oth er th a n  fo r  th e exclusive b en e ­
f it  o f  th e em ployees o r  th eir beneficiaries
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as p rovided  fo r  in  th e pla n  (see p a ra ­
grap h  (a ) o f  § 1 .401-2 ).

(3) T h e  requirem ent described in  su b - 
p aragrap h  (1 ) (iii)  o f  th is paragraph , re ­
la tin g to  th e investm ent o f  th e fu n d s o f  
th e pla n , applies, fo r  exam ple, *to th e  
em ployer con tr ibu tion s u nder th e plan , 
any  em p loyee con tr ibu tion s u n der the 
plan , a nd  any earnings on  such  co n tr i ­
butions. S u ch  requirem ent also applies 
to  ca p ita l gains realized u pon  th e sale 
o f  stock  described in  (a) o f  su ch  sub ­
d ivision , to  any  ca p ita l ga in  dividends 
received  in  con n ection  w ith  such  stock , 
and  to  any  refun ds described in  section  
852 (b ) (3) (D ) (ii) (re la tin g to  u n distrib ­
u ted  ca p ita l gains  o f  a  regulated invest ­
m en t com p a n y ) w h ich  is received in  c o n ­
n ection  w ith  such  stock . H owever, since 
su ch  requ irem en t relates on ly  to  the 
investm ent o f  the fu n ds o f  th e  plan , th e 
cu stod ian  m ay deposit fu n d s w ith  a  bank, 
in  eith er a  ch eck in g  o r  savings accou n t, 
w h ile  a ccu m u latin g sufficient flu id s to  
m ake a dd ition al investm ents o r  w hile 
aw aiting a n  app rop ria te  tim e to  m ake 
a dd ition al investm ents.

(4 ) T h e  requirem ent in  subparagraph
( l ) ( i i i ) ( a )  o f  th is paragrap h  th a t an  
em p loyee covered  b y  th e  pla n  be th e 
beneficial ow n er o f  th e stock  does n ot 
m ea n th a t th e em p loyee w h o is th e  ben e ­
fic ia l ow n er m ust have a  n on fo rfe ita b le  
interest in  th e  stock . Thus, a  p la n  m ay 
prov id e fo r  forfe itu res  o f  an  em ployee’s 
in terest in  su ch  sto ck  in  th e sam e m an ner 
as p lan s w h ich  use a  trust. In  th e even t 
o f  a  fo r fe itu re  o f  an  em ployee ’s bene ­
fic ia l ow nership  in  th e stock  o f  a  regu ­
lated  investm ent com pa n y , th e beneficial 
ow nership  o f  such  stock  m u st pass to  
an oth er em p loyee covered  b y th e plan .

(c )  Effects of qualification. (1 ) A n y  
cu stod ia l a ccou n t w h ich  satisfies th e  re ­
quirem ents o f  section  4 0 1 (f) shall be 
treated as a  qualified  trust fo r  all p u r ­
poses o f  th e In tern al R even ue C ode  o f  
1954. A ccord in g ly , such  a  cu stod ial a c ­
c ou n t shall be treated as a  separate legal 
person  w h ich  is exem p t fro m  the in com e 
ta x  b y section  5 0 1 (a ). O n  th e oth er  
h an d , su ch  a  cu stod ial a ccou n t is required 
to  file  th e  returns described in  section s 
6033 and  6047 and  to  supply any  oth er 
in form a tion  w h ich  a  qualified trust is 
required to  furnish .

(2 ) In  determ in ing  w h eth er th e  fu n d s 
o f  a cu stod ia l a ccou n t are d istributed or  
m a de  availab le to  a n  em p loyee o r  h is 
beneficiary , th e rules w h ich  u n der sec ­
t ion  4 02 (a ) are  app licable to  trusts w ill 
a lso  app ly  to  the cu stod ial a ccou n t as 
th ou gh  it  w ere a  separate legal person  
a nd  n o t an  agen t o f  th e em ployee.

(d )  Effect of loss of qualification. I f  
a  cu stod ial a ccou n t w h ich  has qualified  
u n der section  401 fails  to  q u a lify  under 
such  section  fo r  a n y  taxable  year, such  
cu stod ia l a ccou n t w ill n o t  th erea fte r be 
treated as a  separate legal person , and  
th e  fun ds in  such  a ccou n t shall be treated 
as m ade available w ith in  th e m ean ing  o f  
section  402 (a ) (1 ) to  th e  em ployees fo r  
w h om  th ey  are held .

(e ) Definitions. F o r  purposes o f  th is 
section —

(1) T h e  term  “ b an k”  m eans a bank  as 
defin ed in  section  401 (d ) (1 ) .

(2 ) T h e  term  “ regulated investm ent 
com p a n y”  m eans any  dom estic corp ora ­

t ion  w h ich  issues on ly  redeem able stock  
and  is a  regulated investm en t com pa n y  
w ith in  th e m ean in g o f  section  851 (a) 
(b u t w ith ou t reg ard  to  w h eth er such  
corp ora tio n  m eets th e  lim itation s o f  sec ­
tion  8 5 1 (b ) ) .

§  1 . 4 0 1 —9  F a c e -a m o u n t  c e r t if ic a te s —  
n o n t r a n s f e r a b le  a n n u it y  c o n tr a c ts .

(a ) Face-amount certificates treated 
as annuity contracts. S ection  401 (g) 
provides th a t a  fa ce -a m ou n t certifica te  
(as defin ed in  section  2 (a )  (15) o f  th e 
In vestm en t C om pan y A ct o f  1940 (15 
U.S.C. sec. 8 0 a -2 ))  w h ich  is n o t tran s ­
fera b le  w ith in  th e m ean in g o f  p a ra ­
grap h  (b ) (3) o f  th is  section  shall be 
treated as a n  annu ity con tra ct  fo r  p u r ­
poses o f  sections 401 th rou gh  404 fo r  any 
taxa ble year o f  a  p la n  su b je ct to  such  
section s beg in n in g a fter  D ecem ber 31,
1962. A ccord in g ly , th ere  m ay  be estab ­
lished fo r  any  su ch  taxa ble  yea r a 
qualified  p lan  u n der w h ich  su ch  fa c e -  
am ou n t certifica tes  are purch ased  fo r  
th e  p artic ip atin g  em ployees w ith ou t the 
creation  o f  a  trust o r  cu stod ia l accou n t. 
H ow ever, fo r  such  a  p la n  to  q u a lify , th e 
p la n  m u st satis fy  all th e requirem ents 
app licable to  a  qua lified  ann u ity p la n  
(see section  4 03 (a ) and  th e  regulations 
th ereu n d er ).

(b )  Nontransferability of face-amount 
certificates and annuity contracts.
( l ) ( i )  S ectio n  4 01 (g ) p rov id es th at, in  
ord er fo r  any  fa ce -a m o u n t certifica te , 
or  any  o th er con tra ct  issued a fter  D e ­
cem ber 31, 1962, to  be su b je ct to  any  
p rovision  u n der sections 401 th rou gh  404 
w h ich  is ap p licable to  ann u ity con tracts , 
as com pared  to  o th er fo rm s  o f  invest ­
m en t, su ch  certifica te  o r  con tra ct  m u st 
be n on tran sfera b le  a t any  tim e w h en  it  
is h e ld  by any  person  o th er th a n  th e  
trustee o f  a  trust described  in  section  
4 0 1 (a ) a n d  exem pt u n der section  5 0 1 (a ) . 
Thus, fo r  exam ple, in  o rd er fo r  a  grou p  
o r  ind iv id u al retirem en t in com e co n ­
tra ct  to  be treated as a n  annu ity  co n ­
tract, i f  such  co n tra c t  is n o t  h eld  b y the 
trustee o f  an  exem p t em ployees’ trust, it  
m u st sa tisfy  th e  requirem ents o f  this 
section . Fu rth erm ore, a. fa ce -a m o u n t 
certifica te  o r  a n  a nn u ity con tra ct w ill 
be su b je ct to  th e  ta x  treatm en t u nder 
section  403 (b ) on ly  i f  it  satisfies th e  
requirem ents o f  section  401 (g ) a nd  this 
section . A n y  certifica te  o r  con tra ct  in  
ord er to  sa tis fy  th e  provisions o f  th is 
section  m u st expressly con ta in  th e p ro ­
v isions th a t are necessary to  m ake such  
certifica te  o r  con tra ct  n o t  tran sferab le 
w ith in  th e m ean in g o f  th is paragraph .

( ii)  In , th e  case o f  a n y  grou p  co n ­
tra ct purch ased  by an  em p loyer u n der 
a  p la n  to  w h ich  sections 401 th rou gh  404 
apply, th e restr ic tion  on  tran sferab ility  
required b y section  401 (g ) a nd  th is sec ­
t ion  applies to  th e interest o f  th e  em ­
p loyee p artic ip an ts  u n der su ch  grou p 
con tra ct  but n ot to  th e  interest o f  th e  
em ployer under such  con tract.

(2 ) I f  a  trust described in  section  401
(a ) w h ich  is exem p t fro m  ta x  u n der 
section  501 (a ) d istributes any annuity, 
endow m en t, retirem en t incom e, o r  life  
in su ran ce  con tra ct, th en  th e rules re la t ­
in g  to  th e  ta xa bility  o f  th e  distributee 
o f  any  su ch  con tra ct  are set fo r th  in  
p aragrap h  (a ) (2 ) o f  § 1 .4 0 2 (a )- ! .

(3) A  fa ce -a m ou n t certificate or an 
annu ity con tra ct is tran sferable if the 
ow n er ca n  tra n sfe r  any portion  o f his 
interest in  th e certifica te  or  contract to 
a n y  person  oth er th a n  th e issuer thereof. 
A ccord in g ly , su ch  a  certifica te or con ­
tract is tran sferab le  i f  th e owner can 
sell, assign, d iscou nt, o r  p ledge as col ­
lateral fo r  a  loan  o r  as security fo r  the 
p erform a n ce  o f  an  ob ligation  or  fo r  any 
oth er purpose h is interest in  the certifi ­
ca te  o r  con tra ct to  any person  other 
th a n  th e issuer th ereof. O n the other 
h an d , fo r  purposes o f  section  4 01 (g ), a 
fa ce -a m o u n t ce rtifica te  or annuity con ­
tra ct is n o t  con sidered  to  b e  transferable 
m erely because such  certifica te  or con ­
tract, o r  th e  p la n  o f  w h ich  it is a  part, 
con ta in s a  p rov ision  perm itting  the em-_ 
p loyee  to  designate a  beneficiary to  re­
ceive  th e  proceeds  o f  th e certificate or 
con tra ct  in  th e  event o f  h is death, or 
con ta in s a  provision  perm itting  the em­
p loyee  to  e lect to  receive a jo in t and 
su rvivor annu ity, o r  con ta in s other 
s im ilar provisions.

(4) A  m ateria l m od ifica tion  in  the 
term s o f  a n  annu ity con tra ct constitutes 
th e  issuance o f  a  new  con tra ct  regardless 
o f  the m a n n er in  w h ich  it  is m ade.

(c )  Examples. T h e  rules o f  this sec­
t ion  m ay be illustrated  b y  th e following 
exa m ples:

E x a m p le  ( I ) .  T h e  P  E m p lo y e e s ’ A n ­

n u i t y  P la n  is  a  n o n t r u s t e e d  p la n  w h ic h  is 
f u n d e d  b y  i n d i v i d u a l  a n n u i t y  co n tra c ts  
is s u e d  b y  t h e  Y  I n s u r a n c e  C o m p a n y . E ach  
a n n u i t y  c o n t r a c t  is s u e d  b y  s u c h  c o m p a n y  
a f t e r  D e c e m b e r  3L , 1 9 6 2 , p r o v id e s , o n  it s  face , 
t h a t  i t  is  “ n o t  t r a n s f e r a b l e ” . T h e  te rm s  
o f  e a c h  s u c h  c o n t r a c t  f u r t h e r  p r o v id e  th a t, 
“ T h i s  c o n t r a c t  m a y  n o t  b e  s o ld , a s sig n e d , 
d i s c o u n t e d , o r ' p le d g e d  a s  c o lla te r a l fo r  a  
l o a n  o r  a s  s e c u r i t y  f o r  t h e  p e r fo r m a n c e  o f  
a n  o b l i g a t i o n  o r  f o r  a n y  o t h e r  p u rp o s e , to  
a n y  p e r s o n  o t h e r  t h a n  t h i s  c o m p a n y .”  T h e  
a n n u i t y  c o n t r a c t s  o f  t h e  P  E m p lo y e e s ’  A n ­

n u i t y  P l a n  s a t i s f y  t h e  r e q u i r e m e n t s  o f  sec ­

t i o n  4 0 1 ( g )  a n d  t h i s  s e c t i o n .
E x a m p le  ( 2 ) .  T h e  R  C o m p a n y  P e n sio n  

T r u s t  f o r m s  a  p a r t  o f  a  p e n s i o n  p la n  w h ic h  
is  f u n d e d  b y  i n d i v i d u a l  le v e l  p r e m iu m  an ­
n u i t y  c o n t r a c t s . S u c h  c o n t r a c t s  are  p u r ­

c h a s e d  b y  t h e  tr u s t e e  o f  t h e  R  C om p a n y 
P e n s io n  T r u s t  f r o m  t h e  Y  I n s u r a n c e  C o m ­

p a n y . T h e  t r u s t e e  o f  t h e  R  C o m p a n y  P e n ­

s i o n  T r u s t  is  t h e  l e g a l  o w n e r  o f  e a c h  su ch  
c o n t r a c t  a t  a l l  t i m e s  p r io r  t o  t h e  d is tr ib u ­

t i o n  o f  s u c h  c o n t r a c t  t o  a  q u a l i f y i n g  a n n u i ­

t a n t .  T h e  tr u s t e e  p u r c h a s e s  s u c h  a  c o n tr a c t  
o n  J a n u a r y  3 ,  1 9 6 3 , i n  t h e  n a m e  o f  an  
e m p lo y e e  w h o  q u a li f i e s  o n  t h a t  d a te  fo r  
c o v e r a g e  u n d e r  t h e  p la n . A t  t h e  t i m e  su ch  
c o n t r a c t  is  p u r c h a s e d , a n d  w h il e  t h e  c o n ­

t r a c t  is  h e ld  b y  t h e  t r u s t e e  o f  t h e  R  C o m ­

p a n y  P e n s i o n  T r u s t ,  t h e  c o n t r a c t  d o e s  n o t  
c o n t a i n  a n y  r e s t r i c t i o n s  w i t h  r e s p e c t  to  its  
t r a n s f e r a b i l i t y . T h e  a n n u i t y  c o n t r a c t  p u r ­

c h a s e d  b y  t h e  t r u s t e e  o f  t h e  R  C om pa n y 
P e n s io n  T r u s t  s a t is f ie s  t h e  r e q u ir e m e n ts  o f  
s e c t i o n  4 0 1 ( g )  a n d  t h i s  s e c t i o n  w h ile  i t  is 
h e ld  b y  t h e  t r u s t e e .

E x a m p le  ( 3 ) .  A  is  t h e  t r u s t e e  o f  th e  X  
C o r p o r a t io n ’s  E m p lo y e e s ’  P e n s io n  T r u s t . 
T h e  t r u s t  f o r m s  a  p a r t  o f  a  p e n s i o n  p la n  
w h i c h  is  f u n d e d  b y  i n d i v i d u a l  le v e l  p r e m iu m  
a n n u i t y  c o n t r a c t s . T h e  tr u s t e e  is  t h e  legal 
o w n e r  o f  s u c h  c o n t r a c t s , b u t  t h e  e m p lo y e es  
c o v e r e d  u n d e r  t h e  p la n  o b t a i n  b e n e fic ia l  
i n t e r e s t s  i n  s u c h  c o n t r a c t s  a f t e r  t e n  y e a r s  o f  
s e r v ic e  w i t h  t h e  X  C o r p o r a t i o n . O n  J a n ­
u a r y  1 5 , 1 9 8 0 , A  d i s t r i b u t e s  t o  D  a n  a n n u it y  
c o n t r a c t  is s u e d  t o  A  i n  D ’s  n a m e  o n  J u n e  25 , 
1 9 5 9 , a n d  d i s t r i b u t e s  t o  E  a n  a n n u i t y  c o n ­
t r a c t  is s u e d  t o  A  i n  E ’s  n a m e  o n  S ep tem b er 
3 0 ,  1 9 6 3 . T h e  c o n t r a c t  is s u e d  t o  D  n e e d
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not b e  n o n t r a n s f e r a b l e , b u t  t h e  c o n t r a c t  

Issued t o  E  m u s t  b e  n o n t r a n s f e r a b l e  i n  o r d e r  

to  s a t is fy  t h e  r e q u i r e m e n t s  o f  s e c t i o n  4 0 1 ( g )  

and t h i s  s e c t io n .
E x a m p le  ( 4 ) .  T h e  c o r p u s  o f  t h e  Y  

C o rp o r a tio n ’s  E m p lo y e e s ’ P e n s i o n  P la n  c o n ­

sists o f  in d i v i d u a l  i n s u r a n c e  c o n t r a c t s  i n  

the n a m e s  o f  t h e  c o v e r e d  e m p lo y e e s  a n d  a n  

au x iliary  f u n d  w h i c h  is  u s e d  t o  c o n v e r t  

such p o lic ie s  t o  a n n u i t y  c o n t r a c t s  a t  t h e  

a  b e n e fic ia r y  o f  s u c h  t r u s t  r e t i r e s .

P re tire s  o n  J u n e  1 5 , 1 9 6 3 , a n d  t h e  tr u s te e  

con verts t h e  i n d i v i d u a l  in s u r a n c e  c o n t r a c t  

on P ’s  l i f e  t o  a  l i f e  a n n u i t y  w h i c h  is  d i s ­

tr ib u ted  t o  h i m .  T h e  l i f e  a n n u i t y  is s u e d  

on F ’s  l i f e  m u s t  b e  n o n t r a n s f e r a b l e  i n  o r d e r  

to s a t is fy  t h e  r e q u i r e m e n t s  o f  s e c t i o n  4 0 1 ( g )  

and t h i s  s e c t i o n .

§ 1 .4 0 1 —1 0  D e f i n i t io n s  r e la t i n g  to  p l a n s  

c o v e r in g  s e l f - e m p l o y e d  in d iv id u a ls .

(a) In general. (1 )  C erta in  se lf -  
employed individuals m a y be covered  by 
a qualified pension , annuity, o r  p ro fit - 
sharing p la n  fo r  taxa ble  years begin n in g 
after D ecem ber 31, 1962. T h is  section  
contains defin ition s rela tin g to  p lan s 
covering se lf-em p loyed  individuals. T h e  
provisions o f  §§ 1.401-1 th rou gh  1.401-9, 
relating to  requirem ents w h ich  are a p ­
plicable to  all qualified plans, are also 
generally ap p licable to  any  p la n  cov er ­
ing a se lf-em p loyed  individual. H ow ­
ever, in  a dd ition  to  su ch  requirem ents, 
any plan  coverin g a  se lf-em p loyed  in d i ­
vidual is su b je ct to  th e ru les con ta in ed  
in §§ 1.401-11 th rou gh  1.401-13. S ection
1.401— 11 con ta in s  gen eral rules w h ich  
are app licable to  any  p la n  coverin g  a 
self-em ployed ind iv idu al w h o  is an  em ­
ployee w ith in  th e m ea n in g o f  p aragrap h
(b) o f  th is section . S ection  1.401-12 
contains special ru les w h ich  are a pp li ­
cable to p lans coverin g  se lf-e m p loyed  in ­
dividuals w h en  on e o r  m ore o f  such  in ­
dividuals is an  ow n er-em p loyee  w ith in  
the m eaning o f  p aragrap h  (d ) o f  th is 
section. S ection  1.401-13 con ta in s  rules 
relating to  excess con tr ib u tion s  by, or  
for, an ow n er-em p loyee. T h e  prov isions 
of this section  and  o f  §§ 1.401-11 th rou gh
1.401- 13 are app licable to  ta xa b le  years 
beginning a fter  D ecem ber 31,1962.

(2) A  se lf-em p loyed  ind ividual is c o v ­
ered under a  qua lified  p la n  du rin g th e  
period beg in n in g w ith  th e -da te  a  c o n tr i ­
bution is first m ade by, o r  fo r , h im  u n der 
the qualified p la n  and  en din g w h en  there- 
are no lon ger fu n d s  u n der th e  p la n  
which ca n  be used to  prov id e h im  or  h is 
beneficiaries w ith  benefits.

(b) Treatment of a self-employed in ­
dividual as an employee. (1 ) F or  p u r ­
poses o f  section  401, a  se lf-e m p loyed  in ­
dividual w h o  receives earned in com e 
from an  em ployer du rin g a  taxa ble year 
of such em ployer begin n in g a fter  D e ­
cember 31, 1962, shall be con sidered  an 
employee o f  such  em ployer fo r  such  ta x ­
able year. M oreover , such  a n  ind ividual 
will be con sid ered  an  em ployee  fo r  a 
taxable yea r if  h e w ould  oth erw ise be 
treated as a n  em p loyee  b u t fo r  the fa c t  
that th e em ployer d id  n o t  h ave n et 
Profits fo r  th a t taxa ble  year. A cco rd ­
ingly, the em ployer m ay  cover su ch  an 
individual u n der a  qualified p la n  during 
years o f  th e p la n  begin n in g w ith  or  
within a  ta x a b le -y ea r  o f  th e  em p loyer 
beginning a fter D ecem ber 31,1962.

(2) I f  a  se lf-em p loyed  ind iv idu al is 
engaged in  m ore  th a n  on e trade o r  busi ­

ness, ea ch  su ch  trad e  o r  business shall 
be con sid ered  a  separate em ployer fo r  
purposes o f  a pp ly in g th e  p rov is ion s o f  
section s 401 th rou g h  404 to  su ch  indi* 
vidual. Th us, i f  a  qualified  p la n  is es ­
ta blish ed  fo r  o n e ,tra d e  or  business but 
n o t  th e  oth ers, th e  in d iv id u a l. w ill be 
con sid ered  an  em ployee, on ly  i f  h e  re ­
ceived  earned in com e w ith  respect to  
su ch  trade  or  business and  on ly  the 
am ou n t o f  su ch  earned in com e derived 
fr o m  th a t trade  o r  business shall be 
taken  in to  a ccou n t fo r  purposes o f  th e 
qualified  plan .

(3 ) (i)  T h e  term  “ em ployee” , fo r  p u r ­
poses o f  section  401, does n o t  in clu de a  
se lf-em p loyed  ind iv idu al w hen  th e  term  
“ com m on -la w ”  em p loyee  is used o r  w h en  
th e con tex t otherw ise- requires th a t the 
term  “ em ployee”  d oes n o t  in clu de a  s e lf -  
em ployed  ind ividual. T h e  term  “ co m ­
m o n -la w ”  em p loyee also includes an  
ind ividual w h o  is treated as an  em p loyee 
fo r  purposes o f  section  401 by rea son  o f  
th e  provisions o f  section  7701(a) (2 0 ), 
rela tin g to  th e tr e a tm e n tjjf  certa in  fu ll ­
tim e life  insurance  salesm en as em ­
p loyees. Fu rth erm ore , an  ind ividual 
w h o is a  com m on -la w  em ployee is n o t  a 
se lf-em p loyed  ind ividual w ith  respect to  
in com e attributable to  su ch  em p loy ­
m ent, even  th ou gh  such  in com e con sti ­
tu tes n et earnings fro m  se lf-e m p loym en t 
as defined in  section  1 4 0 2 (a ). T h u s, fo r  
exam ple, a  m in ister w h o  is a  co m m o n - 
law  em p loyee is n o t  a  se lf-em p loyed  
ind iv idu al w ith  respect to  in com e a ttrib ­
u table to  su ch  em ploym en t, even  th ou gh  
su ch  in com e constitutes n et earnings 
fro m  se lf-e m p loym en t as defined in  se c ­
t ion  1 4 0 2 (a ).

( ii)  A n  individual m ay be treated  as 
a n  em p loyee w ith in  th e m ean in g o f  sec ­
t ion  4 0 1 (c ) (1 )  o f  on e em p loyer even  
th ou gh  such  ind iv id u al is a lso a  co m ­
m on -la w  em p loyee  o f  an oth er em p loyer. 
F or exam ple, a n  a ttorn ey  w h o is a  co m ­
m on -la w  em ployee  o f  a  corp ora tion  and  
w h o, in  th e  evenings m a in ta in s a n  office 
in  w h ich  he p ra ctices  law  as a  s e lf -  
em p loyed  ind iv id u al is a n  em p loyee 
w ith in  th e  m ea n in g  o f  section  4 0 1 (c ) (1) 
w ith  respect to  th e  law  p ra ctice . T h is  
exam p le w ould  n o t  be  altered  b y  th e 
fa c t  th a t th e  co rp ora tion  m ain ta in ed  a  
qua lified  p la n  u n der w h ich  th e  a ttorn ey 
is benefited  as a  com m on -la w  em ployee.

(4 ) F o r  th e  purpose o f . determ in ing  
w h eth er  an  em ployee w ith in  th e  m ea n ­
in g  o f  section  4 0 1 (c ) (1 ) satisfies th e re ­
qu irem ents  fo r  eligibility  u n der a  qu ali ­
fied  p la n  established b y  a n  em ployer, 
su ch  a n  em ployer m a y take  in to  a ccou n t 
past services ren dered  b y such  a n  em ­
p loyee b o th  as a  se lf-em p loyed  ind ividual 
a nd  as a  com m on -la w  em p loyee  i f  past 
services rend ered b y o th er em ployees, in ­
clu d in g com m on -la w  em ployees, are 
sim ilarly  taken  in to  a ccou n t. H owever, 
a n  em ployer ca n n ot take in to  a ccou n t 
on ly  past services ren dered  b y em ployees 
w ith in  th e  m ean in g o f  section  4 0 1 (c ) (1) 
i f  past services ren dered  to  su ch  em ­
p loyer  b y ind ividuals w h o are, o r  were, 
com m on -la w  em ployees are n o t  taken  
in to  accou n t. Pa st service as described 
in  th is  subp arag raph  m ay be taken  in to  
a ccou n t fo r  th e  purpose o f  determ in in g 
w h eth er a n  ind iv idu al w h o  is, o r  was, 
an  em ployee  w ith in  th e m ea n in g  o f  se c ­
t ion  4 01 (c ) (1 ) satisfies th e  requirem ents

fo r  eligibility  even  if  su ch  service was 
ren d ered  p r ior  to  Jan u ary 1, 1963. O n 
th e  o th er  h an d , past service ca n n ot be 
ta ken  in to  a ccou n t fo r  purposes o f  d e ­
te rm in in g  th e  con tr ib u tion s w h ich  m a y  
be m a de  o n  such  an  ind iv id u al’s b eh a lf 
u n der a  qua lified  plan .

(c )  Definition of earned income— (1) 
General rule. F or  purposes o f  section  
401 and  th e  regu lation s th ereun der, 
“ earned in com e”  m eans, in  general, net 
earnings fro m  se lf-e m p loym en t (as d e ­
fin ed  in  section  1 4 0 2 (a ))  to  th e exten t 
such  n et earnin gs  con stitu te  com pen sa ­
t ion  fo r  person al services actua lly  
ren dered  w ith in  th e m ean in g o f  section  
9 1 1 (b ).

(2 ) Net earnings, from self-em ploy ­
ment. ( i )  T h e  com p u ta tion  o f  th e n et 
earn ings fro m  se lf-e m p loym en t sh all be 
m a de in  a ccord a n ce  w ith  th e  prov isions 
o f  section  1402(a) and  th e  regu lation s 
th ereun der, w ith  th e  m od ifica tion s and  
exception s described in  subdivisions (ii)  
th rou g h  (iv ) o f  th is  su bp aragrap h . 
Thus, a n  individual m a y have n et ea rn ­
ings fro m  se lf-em p loym en t, as defined in  
section  1 4 0 2 (a ), even  th ou gh  su ch  in ­
d ividual does n ot h ave se lf-e m p loym en t 
in com e, as defin ed  in  section  1 4 0 2 (b ), 
and, th ere fore , is n o t  su b je ct to  th e  ta x  
on  se lf-e m p loym en t in com e im posed  b y 
section  1401.

(ii)  Item s w h ich  are n o t  in clu ded  in  
gross in com e fo r  purposes o f  ch a p ter 1 
o f  th e C ode a nd  th e  dedu ction s p rop erly  
attributable to  su ch  item s m u st be e x ­
c lu ded  fro m  th e  com p u ta tio n  o f  n et ea rn ­
ings fro m  se lf-em p loym en t even  th ou gh  
th e  prov isions o f  section  1402(a) specifi ­
ca lly  require th e  in clu sion  o f  su ch  item s. 
F or exam p le, i f  a n  ind ividual is a  resi ­
d ent o f  P u erto  R ico , so  m u ch  o f  h is n e t 
earnings fro m  se lf-e m p loym en t as are 
exclu ded  fro m  gross in com e u n der sec ­
t ion  933 m u st n o t  be ta ken  in to  a ccou n t 
in  com pu tin g  h is n e t earnings fro m  se lf-  
em ploym en t w h ich  are ea rn ed  in com e 
fo r  purposes o f  section  401.

(iii)  In  com pu tin g  n et earnings fro m  
se lf-em p loym en t fo r  th e purpose o f  d e ­
term in in g ea rn ed  in com e, a  s e lf -e m ­
p loyed  ind iv id u al m a y  disregard on ly  
dedu ction s fo r  con tr ib u tion s m ade  on  h is 
ow n  b eh a lf  u n der a  qua lified  plan . 
H ow ever, such  com p u ta tion  m u st take  
in to  a ccou n t th e  d edu ction  allow ed  b y 
section  404 o r  405 fo r  con tr ib u tion s  
u n der a  qualified  p la n  on  b eh a lf o f  th e  
com m on -la w  em ployees o f  th e  trade  o r  
business.

(iv ) F or  purposes  o f  determ in in g 
w h eth er a n  ind iv idu al h as n et earn ings 
fro m  se lf-em p loy m en t and, thus, 
w h eth er h e  is an  em p loy ee  w ith in  th e  
m ean in g o f  section  401 (c ) (1 ) ,  th e  ex cep ­
tion s in  section  1402(c) (4) and  (5) 
shall n o t  apply. T h u s, certa in  m in is ­
ters, certa in  m em bers o f  relig ious orders, 
d octors  o f  m ed ic in e, a nd  C hristian  
Scien ce  p ra ctition ers  are treated  fo r  
purposes o f  section  401 as be ing en gaged 
in  a  trad e or  business fro m  w h ich  n et 
earnings fro m  se lf-em p loym en t are 
derived. In  ad d ition , th e exception s in  
section  1402(c) (2) sh all n ot app ly  in  th e 
ca se  o f  any  individual w ho  is trea ted  as 
a n  em p loyee u n der section  3121(d ) (3)
( A ) , ( C ) , or  ( D ) . T h ere fo re , su ch  in d i ­
v idu a ls are treated, fo r  purposes o f  sec ­
t ion  401, as be in g en gaged  in  a  trad e o r
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business fro m  w h ich  n et earnings fro m  
se lf -em p loym en t  m a y be derived.

(3 ) Compensation for personal serv ­
ices actually rendered, ( i)  F or purposes 
o f  section  401, th e term  “ earned in com e”  
inc ludes on ly  th a t p ortion  o f  an  in d i ­

v idu a l ’s n et earnings fro m  se lf-em p loy ­
m en t w h ich  constitutes earned in com e as 

defin ed in  section  911 (b ) and  th e regu ­

lation s thereunder. Thus, su ch  term  
inc lu des on ly  p rofess ion a l fees  and  oth er  

am ou nts  received  as com pen sation  fo r  
person al services actu a lly  ren dered  by 

th e  ind iv idual. T h ere  is exclud ed  from  
“ earn ed  in com e”  th e  am ou nt o f  any  
item  o f  in com e, and  any  d edu ction  p ro p ­
erly  a ttribu table  to  such  item , i f  such  
am ou n t is n o t  received  as com pen sation  
fo r  person al services actu a lly  rendered. 
T h ere fo re , an  ind ividual w h o renders no  
p erson al services has n o  “ earned in com e”  
even  th ou gh  su ch  an  ind ividual m a y have 
n e t earnings fro m  se lf-e m p loym en t from  
a trade  o r  business.

( ii)  I f  a  se lf-e m p loyed  ind ividual is 
enga ged  in  a  trade  or  business in  w h ich  
ca p ita l is a  m aterial in com e-p rod u cin g  
fa c to r , th en , u nder section  9 1 1 (b ), h is 
earn ed  in com e is on ly  th a t p ortion  o f  
th e  n et p ro fits  fro m  th e trade  o r  busi ­
ness w h ich  constitutes a reason able a l ­
low an ce as com pen sation  fo r  person al 
services actu a lly  rend ered. H ow ever, 
su ch  in d iv id u al’s earned in com e ca n n ot 
exceed  30 p ercen t o f  th e n et p rofits  o f  
su ch  trad e or business. T h e  n et profits  
o f  th e  trade  o r  business is n o t  necessarily  
th e  sam e as th e n et earn ings fro m  se lf-  
em p loym en t derived fro m  such  trade  o r  
business.

(4) Minimum earned income when 
both personal services and capital are 
material income-producing factors, ( i)  
I f  a  se lf-e m p loyed  ind ividual renders 
p erson al services on  a  fu ll-t im e , o r  su b ­
stan tially  fu ll-t im e , basis to  on ly  on e 
trad e  o r  business, and  i f  w ith  respect 
to  su ch  trade  or  business ca p ita l is a 
m ateria l in com e-p rod u c in g  fa c to r , th en  
th e  a m ou n t o f  su ch  in d iv id u al’s earned 
in com e fro m  th e  trade  o r  business is 
con sid ered  to  be n o t  less th a n  so m u ch  
o f  h is sh are  in  th e n et pro fits  o f  such  
trad e  o r  business as does n o t  exceed 
$2,500.

(ii) I f  a  se lf-em p loyed  individual ren ­
ders substan tia l p erson a l services to  m ore 
th a n  on e trade  o r  business, and  i f  w ith  
resp ect to  all su ch  trades o r  businesses 
su ch  se lf-em p loyed  ind ividual actu a lly  
renders person al services on  a  fu ll-t im e , 
o r  substantially  fu ll-t im e , basis, th en  the 
earned in com e o f  th e  se lf-em p loyed  in ­
d ividual fro m  trades o r  businesses fo r  
w h ich  he  renders substantial person al 
services an d  in  w h ich  b o th  person al serv ­
ices  and  ca p ita l are m ateria l in co m e - 
p rod u cin g  fa cto rs  is considered  to  be n ot 
less th an —

(a ) S o  m u ch  o f  su ch  in d iv id u al’s 
sh are o f  th e n et  p ro fits  fro m  all trades 
o r  businesses in  w h ich  h e renders su b ­
stantial person al services as does n o t  e x ­
ceed  $2,500, redu ced  b y

(b ) S u ch  in d iv id u al’s sh are o f  th e  n et 
pro fits  o f  a n y  trade  o r  business in  w h ich  
on ly  person al services is a  m aterial in ­
com e -p rod u cin g  fa ctor .

H ow ever, in  n o  even t shall th e  share o f  
the n et p rofits  o f  any  trad e o r  business

in  w h ich  ca p ita l is a  m aterial in com e- 
p rod u cin g  fa c to r  be  red u ced  below  the 
a m ou n t w h ich  w ould , w ith ou t regard to  
th e  p rov is ion s o f  th is  subdivision , be 
treated  as th e  earned in com e derived 
fro m  su ch  trade  o r  business u nder sec ­
t ion  9 1 1 (b ). In  m akin g th e com puta-^ 
tion  required by th is subdivision, a ny  
trad e  o r  business w ith  resp ect to  w h ich  
th e  ind ividual renders su bstantial p er ­
sonal services shall be taken  into a ccou n t 
irrespective  o f  w h eth er a  qualified p lan  
has been  established by such  trade  or  
business.

(iii)  I f  the provisions o f  su bdivision
(ii)  o f  th is subparagraph app ly in  d e ­
term in in g th e earned in com e o f  a  se lf-  
em ployed ind ividual, and such  in d iv id ­
ual is en gaged in  tw o o r  m ore trades o r  
businesses in  w h ich  ca p ita l and person al 
services are m ateria l in com e-p rod u c in g  
fa ctors , th en  th e  to ta l am ou nt treated  
as th e  earned in com e shall be a lloca ted  
to  each  such  trade  o r  business fo r  w h ich  
h e  p erform s substantial person al services 
in  th e sam e p rop ortion  as h is share o f  
n et p rofits  fro m  ea ch  such  trade  or  busi ­
ness bears to  h is share o f  th e to ta l n et 
p rofits  fro m  all su ch  trades or  businesses. 
Th u s, in  such  case, th e  a m ou n t o f  earned 
in com e attributable to  any such  trade  or 
business is com pu ted  by m u ltip ly in g the 
to ta l earned in com e as determ in ed  un der 
subdivision  (ii)  o f  th is su bparagraph  by 
th e ind iv id u al’s n et profits  fro m  such  
trade  or  business and d iv id in g th a t p rod ­
u c t  b y  th e ind iv id u al’s to ta l n et profits  
fro m  all such  trades or  businesses.

(iv ) F or  purposes o f  th is subparagraph, 
th e  determ in ation  o f  w h eth er an  in ­
d ividual renders person al services on  a 
fu ll-t im e , o r  substantia lly  fu ll-t im e , 
basis is to  be m a de w ith  regard  to  th e a g ­
grega te o f  the t ia d es  and  businesses w ith  
respect to  w h ich  th e  em ployee renders 
su bstantia l person al services as a  co m ­
m on -la w  em p loyee o r  as a  se lf-em p loyed  
ind ividual. H ow ever, fo r  all o th er p u r ­
poses in  a pp ly in g th e rules o f  th is su b - 
paragrap h , a  trade  or  business w ith  re ­
spect to  w h ich  an  ind ividual is a  com m on - 
law  em p loyee  shall be d isregarded.

(d ) Definition '• o f owner-employee. 
F or  purposes o f  section  401 and  th e  regu ­
la tion s th ereu n der, th e  term  “ ow n er- 
em ployee”  m ean s a  p rop rieto r  o f  a  p ro ­
p rie torsh ip , or, in  th e  case o f  a p a rtn er ­
sh ip , a  p artn er w h o ow ns eith er m ore  
th a n  10 percen t o f  th e  ca p ita l interest, 
o r  m ore  th a n  10 p ercen t o f  th e p rofits  
interest, o f  th e  partn ership . Thus, an  
ind iv idu al w h o ow ns on ly  2 p ercen t o f  the 
p ro fits  interest b u t 11 percen t o f  th e 
ca p ita l interest o f  a  partn ersh ip  is an  
ow n er-em p loyee . A  p a rtn er ’s interest in  
th e p rofits  and  th e  ca p ita l o f  th e p a rt ­
nersh ip  shall be determ in ed  b y  th e  p a r t ­
n ersh ip  agreem ent. I n 't h e  absence o f  
a n y  prov ision  regard in g th e  sh ar in g o f  
p rofits , th e  in terest in  p ro fits  o f  th e  
partn ers w ill be determ ined in  th e sam e 
m a n n er as th e ir  d istributive shares o f  
partn ersh ip  taxa ble  incom e. H ow ever, 
a  gu aran teed p aym en t (as described in  
section  7 0 7 (c ))  is n o t  con sidered  a  d is ­
tr ibu tive share o f  partn ersh ip  in com e fo r  
su ch  purpose. See section  7 0 4 (b ), re ­
la tin g  to  th è  determ in ation  o f  th e  d is ­
tributive share b y  th e  in com e o r  loss  
ra tio , and  th e  regu la tion s th ereund er.

In  th e absence o f  a provision  in  the part ­
n ersh ip  agreem en t, a  partn er’s capital 
interest in  a  partn ersh ip  shall be deter­
m in ed  on  th e  basis o f  h is interest in the 
assets o f  th e partn ersh ip  w h ich  would 
be distributable to  such  partner upon 
h is  w ith draw al fro m  th e  partnership, or 
u pon  liquidation  o f  the partnership, 
w h ich ever is th e greater.

(e ) Definition of employer. (1) For 
purposes o f  section  401, a  sole proprietor 
is considered to  be h is ow n  employer, 
and  th e  partn ersh ip  is considered to be 
th e  em ployer o f  ea ch  o f  the partners. 
Thus, an  ind iv idu al partn er is n ot an 
em ployer w h o m a y  establish a qualified 
p la n  w ith  respect to  h is services to the 
partn ership .

(2) R ega rdless  o f  th e provision  o f lo ­
ca l law , a  partn ersh ip  is deem ed, for 
purposes o f  section  401, to  be continuing 
until such  tim e as it  is term inated within 
the m ean in g o f  section  708,. relating to 
th e  con tin u ation  o f  a  partnership .

§  1 . 4 0 1 —1 1  G e n e r a l r u le s  r e la t in g  to  
p l a n s  c o v e r in g  s e l f - e m p l o y e d  in d i ­
v id u a ls .

(a ) Introduction. T h is  section  pro ­
v ides certa in  ru les w h ich  supplement, 
and  m od ify , th e  ru les o f  §§ 1.401-1 
th rou gh  1.401-9 in  th e case o f  a  qualified 
pension , annu ity, o r  p ro fit -sh a rin g  plan 
w h ich  covers a  se lf-em p loyed  individual 
w h o is an  em p loyee  w ith in  th e meaning 
o f  section  4 01 (c ) (1 ) .  T h e  provisions of 
th is  section  app ly  to  taxa ble years be­
g in n in g  a fter  D ecem ber 31,1962.

(b ) General rules. (1 ) I f  th e amount 
o f  em p loyer con tr ib u tion s fo r  com m on- 
law  em ployees covered  u n der a  qualified 
p la n  is rela ted  to  th e earned incom e (as 
defin ed  in  section  4 0 1 (c ) (2) ) o f  a self- 
em ploy ed  ind ividual, o r  group o f  self- 
em ploy ed  individuals, su ch  a  p lan  is a 
p ro fit-sh a r in g  p la n  (as described in 
p aragrap h  (b ) (1) ( ii)  o f  § 1.401-1) since 
ea rn ed  in com e is depen dent upon  the 
p ro fits  o f  th e trad e o r  business with re­
spect to  w h ich  th e  p la n  is established. 
Thus, fo r  exam p le, a  p lan , w h ich  provides 
th a t th e em ployer w ill con tribu te  10 per­
cen t o f  th e ea rn ed  in com e o f  a self- 
em p loyed  ind iv id u al but n o  m ore than 
$2,500, and  th a t th e  em p loyer contribu ­
t ion  on  b eh a lf o f  com m on -la w  employees 
shall be th e  sam e percen ta ge  o f  their 
salaries as th e  con tr ib u tion  on  behalf 
o f  th e  se lf-em p loyed  ind ividual bears to 
h is earned in com e, is a  profit-sharing 
pla n , since th e  am ou nt o f  th e em ployer’s 
con tr ib u tion  fo r  com m on -la w  employees 
covered  u nder th e p la n  is related to the 
earned in com e o f  a  se lf-em ployed  indi ­
v idual a nd  th ereby to  th e profits o f  the 
trad e or business. O n  th e oth er hand, 
fo r  exam p le, a  p la n  w h ich  defines the 
com pen sation  o f  a ny  se lf-em ployed  indi ­
v idual as h is earn ed  in com e and which 
provides th a t th e  em ployer will con ­
trib ute 10 p ercen t o f  the com pensation 
o f  ea ch  em p loyee covered  under the plan 
is a  pension  p la n  since the contribution  
o n  b eh a lf  o f  com m on -la w  em ployees is 
fixed  w ith ou t regard  to  w hether the self- 
em ploy ed  ind iv idu al has earned income 
o r  th e am ou n t th ereof.

(2 ) T h e  S e lf-E m p loyed  Individuals 
T a x  R etirem en t A ct o f  1962 (76 Stat. 
809) perm its se lf-e m p loyed  individuals 
to  be treated  as em ployees and therefore
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included in  qualified  plans, b u t it  is clea r 
that such  law  requires su ch  s e lf-e m ­
ployed individuals to  prov id e  benefits fo r  
their em ployees o n  a  n on d iscrim in atory 
basis. S e lf-em p lo yed  ind ividuals w ill 
not be considered as p rovid in g con tr ib u ­
tions or benefits fo r  an  em p loyee to  th e 
extent th at th e  wages or  salary o f  the 
employee cov ered  under th e p la n  are re ­
duced at o r  abou t th e tim e th e p la n  is 
adopted.

(3) In  add ition  to  perm itting s e lf-e m ­
ployed ind ividuals to  partic ip ate  in  
qualified plans, th e S e lf-E m p loyed  In ­
dividuals T a x  R etirem en t A ct o f  1962 
extends to  su ch  ind ividuals som e o f  the 
tax benefits a llow ed com m on -la w  em ­
p loyee-participants in  such  plans. H ow ­
ever, the ta x  benefits a llow ed a  se lf-e m ­
ployed ind ividual are restricted  by the 
limits w h ich  are p laced  on  th e dedu c ­
tions allow ed fo r  con tr ib u tion s on  such  
an ind ividual’s beh a lf. In  view  o f  these 
restrictions on  th e ta x  benefits exten ded 
to any se lf-em p loyed  individual, a  se lf-  
employed individual p artic ip atin g  in  a  
qualified p la n  m a y n o t  p artic ip ate  in  any 
forfeitures. T h ere fore , in  th e  case o f  a  
qualified p la n  w h ich  covers  any se lf-  
employed ind ividual, a  separate a ccou n t 
must be established fo r  ea ch  s e lf-e m ­
ployed individual to  w h ich  n o  fo r fe it ­
ures ca n  be  allocated .

(c) Requirements as to coverage. (1 ) 
In general, section  4 01 (a ) (3) a nd  th e 
regulations th ereu n der  prescribe  th e  
coverage requirem ents w h ich  a  qualified 
plan m ust satisfy . H ow ever, i f  su ch  a  
plan covers se lf-em p loyed  individuals 
who aré n o t  ow n er-em ployees, it  m ust, 
in add ition  to  satis fy in g such  requ ire ­
ments, sa tisfy  th e requirem ents o f  this 
paragraph. I f  a ny  ow n er-em p loyee  is 
covered u n der a  qualified  plan , th e  p ro ­
visions o f  th is p aragrap h  do  n o t  apply, 
but the provisions o f  section  4 0 1 (d ), in ­
cluding section  401 (d ) (3 ) ,  do  app ly  (see 
§ 1.401-12).

(2) (i)  S ection  4 0 1 (a ) (3 ) (B )  provides 
that a  p la n  m a y  satis fy  th e  cov er ­
age requirem ents fo r  qua lifica tion  i f  it  
covers such  em ployees as qu a lify  u nder 
a classification  w h ich  is fou n d  n o t to  
discriminate in  fa v or  o f  em ployees w h o 
are officers, sh areholders, persons w hose 
principal duties con sist in  supervising 
the w ork o f  o th er em ployees, o r  h igh ly  
com pensated em ployees. S ectio n  401 
(a) (5) sets fo r th  certa in  cla ssifica tion s 
that will n o t  in  them selves be con sid ered  
discrim inatory. U nder su ch  section , a 
classification w h ich  exclu des all em ­
ployees w hose en tire rem un eration  c o n ­
stitutes "w a ges”  u n der section  3121(a)
(1), will n o t  be con sid ered  d iscrim in atory  
merely because o f  su ch  exclusion . S im i ­
larly, a p la n  w h ich  includes all em ployees 
will n ot be con sidered  d iscrim in atory 
solely because th e con tr ib u tion s o r  b en e ­
fits based on  th a t p art o f  th e ir rem un er ­
ation w h ich  is exc lu ded  fro m  "w a ges”  
under section  312 1(a) (1 ) d iffer fro m  the 
contributions o r  benefits based on  th a t 
Part o f  th eir rem un eration  w h ich  is n o t  
so excluded. H ow ever, in  determ in ing  
if a cla ssification  is d iscr im in atory  u n der 
section 401 (a ) (3) (B ) ,  con sideration  w ill 
be given to  w h eth er th e  to ta l benefits 
resulting to  ea ch  em ployee u n der th e  
Plan and u n der th e  S ocia l Secu rity A ct,

F ED ER A L  R EG I S T ER

o r  u n der th e  S oc ia l S ecu rity A ct  on ly , 
establish  a n  in tegrated  and  corre la ted  
retirem en t system  satisfy in g th e tests o f  
section  4 0 1 (a ). A  p la n  w h ich  covers 
se lf-em p loyed  ind ividuals n on e  o f  w h om  
is an  ow n er-em p loyee  m a y  also be in te ­
grated  w ith  th e con tr ibu tion s o r  benefits 
u nder th e  S ocia l Secu rity A ct. In  su ch  
a  case, th e  p ortion  o f  th e  earned incom e 
(as defined in  section  4 01 (c ) (2 ) ) o f  such  
an  individual w h ich  does n o t  exceed  
$4,800 and  w h ich  is derived fro m  th e 
trad e or business w ith  resp ect to  w h ich  
th e  p la n  is established shall be treated 
as "w a ges”  u n der section  3 1 2 1 (a )(1 )  
su b je ct to  th e ta x  im posed  b y section  
3111 (re la tin g  to  th e  ta x  o n  em ploy ers) 
fo r  purposes o f  a pp ly in g th e  rules o f  
p aragrap h  (e ) (2) o f  § 1.401-3, rela tin g 
to  th e  d eterm in ation  o f  w h eth er a  p la n  
is p rop erly  integrated . H ow ever, i f  th e 
p la n  covers an  ow n er-em p loyee , th e  ru les 
rela tin g to  th e  in tegra tion  con ta in ed  in  
p aragrap h  (h ) o f  § 1.401-12 apply.

(ii)  C erta in  o f  th e classifica tions en u ­
m erated  in  section  4 0 1 (a )(5 )  d o  n ot 
app ly to  p la n s w h ich  prov id e con tr ib u ­
tions or  benefits fo r  any  se lf-em p loyed  
individual. S in ce se lf-e m p loyed  in d i ­
v iduals are n o t  salaried  o r  clerica l em ­
p loyees, th e p rov ision  in  section  401(a)
(5) perm itting  a  p la n , in  certa in  cases, 
to  co v er on ly  th is type  o f  em ployee is 
in ap plicable  to  p la n s w h ich  cover any 
se lf-e m p loyed  ind ividual.

(iii)  T h e  classifica tions enum erated  
in  section  4 0 1 (a )(5 )  are n o t  exclusive, 
a nd  it  is n o t  necessary th a t a  qualified 
p la n  cov er all em ployees o r  all fu ll-t im e  
em ployees. P lans m a y qu a lify  even 
th ou gh  covera ge  is lim ited  in  accord an ce  
w ith  a  particu la r cla ss ifica tion  in corp o ­
ra ted  in  th e plan , p rovid ed  th e e ffect o f  
coverin g on ly  su ch  em ployees as sa tisfy  
such  eligibility  requirem en t does n o t  re ­
su lt in  th e  p roh ib ited  discrim in ation .

(d ) Discrimination as to contributions 
or benefits— (1) In general. In  ord er  
fo r  a  p la n  to  be qualified , th ere  m u st be 
n o  d iscr im in ation  in  con tr ib u tion s or  
benefits in  fa v or  o f  em ployees w h o are 
officers, sh areholders, supervisors, o r  
h ig h ly  com pen sated , as aga in st o th er 
em ployees w h eth er w ith in  o r  w ith ou t the 
plan . A  se lf-e m p loyed  ind ividual, b y  
rea son  o f  th e con tin gen t n ature o f  h is 
com pen sation , is con sid ered  to  be  a  
h ig h ly -com p en sa ted  em p loyee , a n d  thus 
is a  m em ber o f  th e  grou p  in  w hose fa v or  
d iscr im in ation  is p roh ib ited . In  d e ­
term in in g w h eth er th e  p roh ib ited  dis ­
cr im in a tion  exists, th e  to ta l em ployer 
con tr ib u tion  on  b eh a lf o f  a  s e lf-e m ­
p loyed  ind iv id u al shall be taken  in to  
a ccou n t regardless o f  th e  fa c t  th a t on ly  
a  p ortion  o f  su ch  con tr ib u tion  is a llow ed 
as a  dedu ction . F or  a dd ition al ru les re ­
la tin g  to  d iscr im in ation  as to  con tr ib u ­
tion s or  benefits w ith  regard to  p lans 
coverin g  any  ow n er-em ployee , see 
§ 1.401-12.

(2) Base for computing contributions 
or benefits, ( i)  A  p la n  w h ich  is o th er ­
w ise qualified  is n o t  con sidered  d iscr im ­
in a to ry  m erely  because th e con tr ib u tion s 
o r  benefits prov id ed  under th e  p la n  b ear 
a  u n iform  rela tion sh ip  to  the to ta l com ­
pensation , basic com pen sation , o r  regu ­
la r ra te  o f  com p en sation  o f  th e
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em ployees, in clu d in g  se lf-em p loyed  in ­
d ividuals, covered  u n der th e  plan .

(ii) In  th e  case  o f  a  se lf-em p loyed  in ­
d ividua l w h o is covered  u n der a  qua lified  
pla n , th e to ta l com pen sation  o f  such  
ind iv id u al is th e  earn ed  in com e (as d e ­
fin ed  in  section  4 0 1 (c ) (2 ) )  w h ich  such  
ind iv id u al derives fro m  th e  em p loyer’s 
trad e o r  business, o r  trades or  businesses, 
w ith  resp ect to  w h ich  th e  qualified  p la n  
is established. Th u s, fo r  exam p le, in 
th e case o f  a  partn er, h is to ta l com p en ­
sa tion  includ es b o th  h is  d istributive 
sh are o f  partn ersh ip  in com e, w h eth er 
or  n o t  d istributed, a nd  gua ranteed p a y ­
m en ts described in  section  707 (c ) m a de  
to  h im  b y th e  partn ersh ip  establish ing 
th e  plan , to  th e  exten t th a t su ch  in com e 
con stitu tes  ea rn ed  in com e as defin ed in  
section  4 01 (c ) (2 ) .

(iii)  (a ) T h e  basic o r  regu lar ra te  o f  
com p en sation  o f  any se lf-em p loyed  in ­
d ividua l is th a t p ortion  o f  h is  earned 
in com e w h ich  bears the sam e ra tio  to  h is 
to ta l earned in com e derived  fro m  th e 
trade  o r  business, o r  trades o r  businesses, 
w ith  resp ect to  w h ich  th e  qua lified  p la n  
is established as th e aggregate  b asic or  
regu lar com pen sation  o f  a ll com m on -la w  
em ployees  covered  u n der th e  p la n  bears 
to  th e  aggregate  to ta l com pen sation  o f  
su ch  em ployees derived  fro m  su ch  trad e 
o r  business, o r  trades o r  businesses.

(b ) I f  a n  em ployer establishes tw o or 
m ore  plan s w h ich  sa tis fy  th e  requ ire ­
m en ts o f  section  4 01 (a ) separately, a n d  
on ly  on e such  p la n  cov ers  a  s e lf -e m ­
p loyed  ind ividual, th e  dete rm in ation  o f  
th e  b asic o r  regu lar ra te  o f  com p en sa ­
t ion  o f  such  se lf-em p loyed  individual is 
m ade  w ith  reg ard  to  th e  com p en sation  
o f  com m on -la w  em ployees covered  u nder 
th e  p la n  w h ich  provides con tr ib u tion s 
o r  benefits fo r  such  se lf-e m p loyed  in ­
d ividual. O n  th e o th er h an d , i f  tw o  o r  
m ore  plan s m u st be  con sid ered  togeth er 
in  o rd er to  sa tisfy  th e  requirem ents o f  
section  4 0 1 (a ), th e  com p u ta tio n  o f  th e 
b asic o r  regu lar ra te  o f  com pen sation  
o f  a  se lf-em p loyed  ind iv idu al m u st be 
m ade  w ith  reg ard  to  th e  com p en sation  
o f  th e  com m on -la w  em ployees  cov ered  
b y  so m a n y o f  su ch  pla n s as are required 
to  be ta ken  togeth er in  ord er to  satis fy  
th e  q u a lification  requirem ents o f  section  
4 0 1 (a ).

(3) Discriminatory contributions. I f  
a  d iscr im in atory con tr ib u tion  is m a de  
b y , o r  fo r , a  se lf-em p loyed  individual 
w h o  is a n  em ployee w ith in  th e  m ea n in g 
o f  section  4 0 1 (c )(1 )  beca use o f  an  er ­
ron eou s assu m p tion  as to  th e  ea rn ed  
in com e o f  su ch  ind iv idu al, th e p la n  w ill 
n o t  be con sid ered  d iscr im in atory  i f  a d e ­
quate a d ju stm en t is m ade  to  rem ove  such  
d iscrim in ation . In  th e case o f  any  s e lf -  
em ploy ed  ind iv idu al w h o is an  ow n er- 
em ployee, th e a m ou n t o f  any  excess 
con tr ib u tion  to  be retu rn ed  and  th e m a n ­
n er in  w h ich  it  is to  be repa id  are d e ­
te rm in ed  b y  th e  prov isions o f  section  
4 01 (d ) (8) and  ( e ) . H ow ever, i f  any  se lf-  
em ploy ed  ind iv idu al, in clu d in g any 
ow n er-em p loyee , has n ot m a de  th e fu ll 
con tr ib u tion  perm itted  to  be m a de on  
h is b eh a lf  as an  em ployee, th en , i f  th e 
p la n  expressly provides, so m u ch  o f  any 
excess con tr ib u tion  b y  su ch  s e lf -e m ­
p loyed  ind iv id u al’s em ployer as m a y, 
u n der th e  prov isions o f  th e  plan , be
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treated  as a  con tr ib u tion  m a de b y  such  

ind ividual as an  em ployee ca n  be so 
treated.

(e ) Distribution of entire interest.
(1 ) I f  a  trust fo rm s  p a rt o f  a p la n  w h ich  

covers  a  se lf-e m p loyed  ind ividual, such  
trust shall con stitu te  a  qualified trust 
u n der section  401 on ly  i f  th e  p la n  o f  

w h ich  su ch  trust is a  p art exp ressly  
provides th a t the en tire in terest o f  each  

em ployee, in c lu d in g  any  com m on -la w  
em ployee, w ill be  d istributed in  a cco rd ­
ance  w ith  th e p rov is ion s o f  subparagraph
(2) o r  (3 ) o f  th is paragraph .

(2 ) Un less th e prov is ion s o f  subp ara ­
grap h  (3) o f  th is p aragrap h  apply, the 
en tire in terest o f  ea ch  em p loyee (in c lu d ­
in g  con tr ib u tion s h e has m ade on  h is 

ow n  b eh a lf , con tr ibu tion s m ade on  h is 

b eh a lf  b y  h is em p loyer, and  interest 

th ereon ) m ust be actu a lly  d istributed to  
su ch  em p loyee—

(i) In  th e case o f  a n  em ployee, oth er  
th a n  an  individual w h o is, or  h as 'been , 

a n  ow n er-em p loyee  u n der th e pla n , n o t  

la ter  th a n  th e last d ay  o f  th e  taxable  
yea r o f  such  em ploy ee  in  w h ich  he  a t ­

ta ins the age o f  70 % , o r  n o t  la ter th a n  

th e  last day o f  th e taxable  year in  w h ich  

su ch  em ployee  retires, w h ich ever is 
later , and

(ii)  In  th e case o f  an  em p loyee w ho  
is, or  h as been , an  ow n er-em p loyee  u n ­
d er th e pla n , n o t  la ter th an  the last day 
o f  th e  ta xa b le  year in  w h ich  he  attains 
th e  age o f  70% .

(3 ) In  lieu  o f  d istribut ing  an  em p loy ­
ee ’s en tire in terest in  a qualified  p la n  as 
p rov id ed  in  su bp aragraph  (2 ) o f  th is 
p aragrap h , such  interest m a y be dis ­

tr ibu ted  com m en cin g  n o  la ter th a n  the 

last taxa ble year described in  such  su b- 

p aragrap h  (2 ) .  in  such  case, th e  p la n  

m u st expressly prov id e  th a t th e entire 

interest o f  such  an  em p loyee shall be d is ­
tr ibu ted  to  h im  and  h is beneficiaries, 
in  a  m a n n er  w h ich  satisfies the requ ire ­

m en ts o f  subp arag raph  (5) o f  th is p a ra ­
grap h , over any  o f  th e fo llow in g  periods 
(o r  a n y  com b in a tion  th ereo f) —

(i)  T h e  life  o f  the em ployee, or
( ii)  T h e  lives o f  th e em p loyee and his 

spouse, o r

(iii)  A  period  certa in  n o t  lon ger th an  

th e  life  exp ecta n cy  o f  th e em ployee, o r
(iv )  A  p eriod  certa in  n ot lon ger th a n  

th e  jo in t  l ife  and  la st survivor exp ect ­
a n cy  o f  th e  em p loyee and  h is spouse.

(4 ) F or  purposes o f  su bparagraph s (3) 
a nd  (5 ) o f  th is p aragrap h , th e  determ i­
n ation  o f  th e life  exp ecta n cy  o f  th e em ­

p loyee o r  th e jo in t  life  and  last su r ­
v ivor exp ectan cy  o f  the em p loyee and 
h is  spouse is to  be m a de either (i)  on ly  
on ce , a t th e tim e th e em ployee receives 
th e  first  d istribu tion  o f  h is en tire in ter ­
est u n der th e pla n , o r  (ii)  periodica lly , 
in  a con sisten t m a nner. Su ch  life  ex ­
p ecta n cy  o r  jo in t  life  and  last survivor 
exp ecta n cy  ca n n ot exceed  the period  
com pu ted  b y  th e use o f  th e exp ected  re ­
tu rn  m u ltip les in  § 1.72-9, or, in  the case 

o f  p aym en ts  u n der a  con tra c t  issued by 
an  insurance  com pa n y , th e p eriod  co m ­

puted b y  use o f  th e life  exp ectan cy  tab les 
o f  such  com pa n y.

(5 ) I f  an  em ployee’s entire interest is 
to  be d istributed ov er a  period  described 
in  subp arag raph  (3 ) o f  th is  paragraph , 
th en  th e am ou n t to  be d istributed each
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yea r m u st be at least a n  am ou n t equal 
to  th e q u otien t ob ta in ed  b y d iv id in g th e  

en tire  interest o f  th e  em ployee u n der th e 

p la n  at th e  tim e th e d istr ib ution  is 

m a de  (expressed  in  eith er dollars o r  
units) b y  th e  life  exp ectan cy  o f  th e  em ­
ployee , o r  jo in t  life  a nd  last survivor 
exp ecta n cy  o f  th e  em p loyee and  h is 

spouse (w h ich ever is a p p lica b le ), d e ­
term in ed  in  a ccord a n ce  w ith  th e p rov i ­

sions o f  su bp arag raph  (4) o f  th is p a ra ­
graph. H ow ever, n o  d istribution  need 
be m a de in  any  year, o r  a  lesser am ou n t 
m a y  be 'd istributed, i f  th e  aggregate 
am ou nts d istrib uted by th e  end o f  th at 
year are a t least equal to  th e aggregate 
o f  th e  m in im u m  am ou nts  requ ired  b y 
th is su bp arag raph  to  h ave b een , d is ­
tr ibu ted  by th e  end o f  such  year.

(6) I f  an  em p loyee ’s en tire interest is 
d istributed in  th e fo rm  o f  an  ann u ity 
con tra ct, th en  th e requirem ents o f  sec ­
t ion  4 9 1 (a )(9 )  are satisfied  i f  th e  d is ­
tr ibu tion  o f  such  con tra c t  takes p la ce  
b e fo re  th e end o f  th e latest taxa ble  year 
described in  subp arag raph  (2) o f  th is 
paragraph , and  i f  th e em ployee ’s in ter ­
est w ill be pa id  over a  period  described in 
subp arag raph  (3) o f  th is p aragrap h  and  
a t a  rate  w h ich  satisfies the requirem ents 
o f  subp arag raph  (5 ) o f  th is paragraph .

(7 ) T h e  requirem ents o f  section  401
(a ) (9 ) d o  n o t  preclu de con tr ibu tions  
fro m  be in g m ade on  b eh a lf o f  an  ow n er- 
em ployee  u n der a qua lified  p la n  subse ­
qu en t to  the taxa ble yea r in  w h ich  the 
distribution  o f  h is en tire interest is re ­
qu ired to  com m en ce . Th us, i f  a ll oth er 
requirem ents fo r  q u a lification  are satis ­
fied, a  qualified  p la n  m a y provide  c o n - t 
tribution s fo r  an  ow n er-em p loyee  who* 
has already  atta in ed  age 70% . H ow ­
ever, a  d istribution  o f  benefits a ttrib ­
u table to  con tr ibu tions  m a de  on  b eh a lf 
o f  a n  ow n er-em p loyee  in  a  taxa ble year 
b egin n in g a fter  th e  taxa ble  year in  
w h ich  h e  attains th e  age o f  70%  m ust 
sa tis fy  the requirem ents o f  su bp ara ­
grap h  (3 ) o f  th is paragraph . Th u s, i f  
an  ow n er-em p loyee has  already  atta in ed  
th e  age o f  70%  at th e tim e th e first c o n ­
tr ibu tion  is m a de on  h is beh a lf, th e  d is ­
tr ibu tion  o f  h is en tire interest m ust 
com m en ce  in  th e yea r in  w h ich  such  
con tr ib u tion  is first  m ade on  h is b eha lf.

(8) T h is  p aragrap h  shall n o t  app ly 
and  an  oth erw ise qua lified  trust w ill n o t  
be d isqualified  i f  th e m eth od  o f  d istri ­
b ution  u nder th e p la n  is on e w h ich  was 
designated b y a  com m on -la w  em ployee 
p rior  to  O ctob er 10, 1962, and  such  
m eth od  o f  d istribution  is n o t  in  a cco rd ­
ance  w ith  th e p rov is ion s o f  section  401
(a ) (9) v : S u ch  excep tion  applies regard ­
less o f  w h eth er th e actu a l d istribution  o f  
o f  th e en tire in terest o f  an  em ployee  
m akin g such  a  designation , o r  any  p o r ­
tion  o f  such  interest, has com m en ced  * 
p r ior  to  O ctober 10,1962.

§  1 , 4 0 1 —1 2  R e q u i r e m e n t s  f o r  q u a l i f i c a ­
t io n  o f  tr u s ts  a n d  p l a n s  b e n e f i t i n g  
o w n e r -e m p lo y e e s .  V

(a ) Introduction. T h is  section  p re ­
scribes th e a dd ition al requirem ents 
w h ich  m u st be m et fo r  q u a lification  o f  a  
trust fo rm in g  p a rt o f  a  pension  o r  p ro fit -  
sh ar in g p lan , o r  o f  an  a nn u ity p lan , 
w h ich  covers  a n y  se lf-em p loyed  in d iv id ­
ual w h o  is a n  ow n er-em p loyee  as defin ed

in  section  4 0 1 (c ) (3 ) .  H owever, to the 
ex ten t th a t th e  prpvisions o f  § 1.401-11 
are n o t  m od ified  b y  th e provisions of 
th is section , such  provision s are also ap­
p licable  to  a  p la n  w h ich  covers  an owner- 
em p loyee . T h e  provisions o f  this sec­
t ion  app ly  to  taxa ble years beginning 
a fter  D ecem ber 31,1962.

(b ) General rules. (1 ) T h e qualified 
p la n  and  trust o f  an  unincorporated 
trad e o r  business does n ot have to 
satis fy  th e  a dd ition al requirem ents for 
q u a lification  m erely  because an owner- 
em p loyee  derives ea rn ed  incom e (as de­
fined  in  section  4 0 1 (c ) (2 ) )  from  the 
trad e o r  business w ith  respect to which 
th e  p la n  is established. S u ch  additional 
requirem ents need be satisfied  only if 
an  ow n er-em p loyee  is actu ally  covered 
u n der th e p la n  o f  th e  em ployer. An 
ow n er-em p loyee  m a y on ly  be covered 
u n der a  p la n  o f  an  em ployer if  such 
ow n er-em p loyee  has so consented. 
H ow ever, th e  con sen t o f  th e ow ner-em ­
p loyee m a y  b e  e ith er expressed or im ­
p lied . Th u s, fo r  exam ple, i f  contribu ­
tion s are, in  fa c t , m a de on  b eh a lf o f an 
ow n er-em p loyee , su ch  ow ner-em ployee is 
con sid ered  to  h ave im plied ly  consented 
to  be in g covered  un der th e  plan .

(2 ) A  qualified  p la n  covering an 
ow n er-em p loyee  m u st be a  defin ite writ­
ten  p rogram  and  arran gem en t setting 
fo r th  all p rov is ion s essential fo r  quali­
f ica tion  a t th e  tim e such  p la n  is estab­
lished. T h ere fore , fo r  exam ple, even 
th ou gh  th e  ow n er-em p loyee  is the only 
em p loyee  covered  u n der th e plan  at the 
tim e th e  p la n  is established, the plan 
m u st,in corp ora te  all th e  provisions relat­
in g  to  th e eligibility  a nd  benefits of 
fu tu re  em ployees.

( c )  Bank trustee. (1 ) ( i)  I f  a trust 
created  a fter  O ctob er 9, 1962, is to  form 
a  p art o f  a  qualified  pension  o r  profit- 
sh ar in g p la n  coverin g  an  ow ner-em ­
p loyee, o r  i f  a  trust created  b efore  Octo ­
b er 10, 1962, b u t n o t  exem pt from  tax 
on  O ctob er 9, 1962, is to  fo rm  part of 
su ch  a  p la n , th e trustee o f  such trust 
m u st be a  b an k  as defined in  subpara ­
g rap h  (2) o f  th is paragrap h , unless an 
excep tion  con ta in ed  in  subparagraph (4) 
o f  th is paragrap h  applies.
- (ii) T h e  prov is ion s o f  th is paragraph 
do  n o t  app ly  to  an  em ployees’ trust cre ­
ated  p rior  to  O ctob er 10, 1962, if  such 
trust was exem pt fro m  ta x  on  O ctober 9, 
1962, even  th ou gh  th e  pla n  o f  which 
su ch  trust fo rm s  a  p art is am ended after 
D ecem ber 31, 1962, tq cover any  owner- 
em ployee. A lth ou gh  th e  trustee o f a 
trust described in  th e precedin g sentence 
need n o t be a  ban k, all o th er require­
m en ts fo r  th e  qu alification  o f  such a 
tru st m u st be satisfied  a t the tim e an 
ow n er-em p loyee  is first covered under 
su ch  plan .

(2 ) T h e  term  “ b an k”  as used in this 
p aragrap h  m eans—

(i) A  bank  as defined in  section  581;
(ii)  A  corp ora tio n  w h ich , under the 

law s o f  th e S ta te  o f  its incorporation  or 
u n der th e law s o f  th e D istrict  o f  Colum ­
b ia , is su b je ct to  b o th  th e  supervision  of> 
and  exa m in ation  by, th e authority in 
su ch  ju r isd ict ion  in  ch a rg e  o f  the ad ­
m in istra tion  o f  th e b an k in g la w s ;

(iii)  In  th e case o f  a  trust created or 
org an ized  outsid e o f  th e U nited States,
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that is, outside th e Sta tes  a nd  th e  D is ­

trict o f  C olum bia, a  b an k  o r  trust c o m ­
pany, w herever in corp ora ted , exercis in g 
fiduciary pow ers and  su b je ct to  b oth  
supervision and  exa m in ation  b y govern ­

mental authority .
(3) A lth ou gh  a ban k  is required to  be 

the trustee o f  a  qualified trust, a n oth er  
person, inc lu d in g th e em ployer, m ay be 
granted the pow er in  the trust in stru ­

ment to  con tro l  th e  investm en t o f  th e 
trust fu n ds either b y d irectin g in vest ­
ments, inc lu d in g reinvestm ents, d ispos ­
als, and exchan ges , o r  b y d isapp rov in g 
proposed investm ents, in c lu d in g re in ­

vestments, d isposals, o r  exchan ges .

(4) ( i)  T h is  p aragrap h  does n o t  app ly 
to a trust crea ted  or  organized  outside 
the States and  th e D istrict  o f  C olum bia  
before O ctob er 10, 1962, if, on  O ctober 9, 

1962, such  trust is described in  section  
402(c) as a n  org an ization  treated as i f  

it was a  trust exem p t fro m  ta x  under 

section 5 0 1 (a ) .
(ii) In  add ition , th e requirem ent th a t 

the trustee m ust be a  ban k  does n ot 
apply to  a  qualified trust fo rm in g  a p art 
of a pension  or p ro fit -sh a rin g  p lan  if—

(c ) T h e  investm ents o f  a ll th e  fu n ds 
in such trust are in  ann uity , endow m en t, 
or life insuran ce con tracts , issued b y a 
com pany w h ich  is a  life  insurance com ­
pany as defin ed in  section  801 (a ) during 
the taxable year im m edia tely  preced in g 
the year th a t such  con tra cts  are o r ig i ­
nally purch ased ;

(b) A ll th e p roceed s w h ich  are, or
may becom e, paya b le  u n der th e con tra ct 
are payable d irectly  to  the em ployee  o r  
his b en efic ia ry; —t -

(c) T h e p la n  con ta in s a  provision  to 
the effect th a t th e em ployer is to  substi ­
tute a ban k  as a  trustee o r  cu stod ian  o f  
the contracts i f  th e em ployer is n otified  
by the dis tr ict d irecto r  th a t su ch  su bsti ­
tution is requ ired because th e  trustee is 
not keeping such  record s, o r  m a kin g 
such returns, o r  rendering such  state ­
ments, as are required b y form s o r  reg ­
ulations.

However, a  qualified  trust m a y on ly  
purchase insurance  p ro tection  to  the 
extent perm itted u n der a  qualified  p la n  
(see paragraph  ( b ) (1 )  (f)  a n d  (ii) o f  
§1 .401-1).

(5 )  A n  em ployer m a y designate sev ­
eral trusts (o r  cu stod ia l a ccou n ts ) o r  a 
trust or  trusts and  a n  ann u ity p la n  or  
Plans as con stitu tin g parts  o f  a  single 
Plan w h ich  is inten ded  to  sa tisfy  th e 
requirements fo r  qualification . H ow ­
ever, ea ch  trust (o r  cu stod ia l a ccou n t) 
so designated w h ich  is p a rt o f  a  p la n  
covering an  ow n er-em p loyee  m u st sa t ­
isfy the requirem ents o f  th is paragraph . 
Thus, fo r  exam ple, i f  a ll o th er require ­
ments fo r  qua lifica tion  are satisfied  b y 
the plan, a  qualified p ro fit -sh a rin g  p la n  
may provide th a t a  pprtion  o f  th e  c o n ­
tributions u n der th e p la n  w ill be paid  to  
a custodial a ccou n t, th e cu stod ian  o f  
which is a  hank, fo r  investm en t in  stock  
of a regulated investm ent com pa n y , and  
the rem ainder o f  such  con tr ibu tion s w ill 
be paid to  a  trust, th e trustee o f  w h ich  is 
not a bank, fo r  investm ent in  annu ity 
contracts.

(d) Profit-sharing plan. (1 ) A  p ro fit -  
sharing plan , as defin ed  in  p aragrap h
(b) (1) (ii) o f  § 1.401-1, w h ich  covers any

ow n er-em p loyee  m u st con ta in  a  defin ite 
fo rm u la  fo r  determ in in g th e  con tr ib u ­
tion s to  be m a de  b y th e  em ployer o n  
b eh a lf o f  em ployees, o th er th a n  ow n er- 
em ployees. A  form u la  to  be defin ite  m ust 
sp ecify  th e p ortion  o f  p ro fits  to  be c o n ­
tr ibu ted  to  th e trust and  m u st also define 
p ro fits  fo r  p la n  purposes. A  defin ite 
fo rm u la  m ay con ta in  a  va riable  fa c to r , 
i f  th e value o f  su ch  fa c to r  m a y n o t vary 
at th e d iscretion  o f  th e  em ployer. F or 
exam ple, the p ercen tage  o f  p ro fits  to  be 
con tr ib u ted  ea ch  yea r m a y  d iffer d epen d ­
in g  o n  th e  am ou n t o f  p rofits . O n  th e 
oth er han d , a  fo rm u la  w h ich , fo r  ex a m ­
p le, specifies th a t p rofits  fo r  p la n  p u r ­
p oses are n ot to  exceed  th e ca sh  o n  h an d  
at th e tim e th e em ployer con tr ib u tion  
is m a de is n o t a  defin ite form u la . T h e  
requirem ent th a t th e p la n  fo rm u la  be 
defin ite is satisfied  i f  su ch  form u la  lim its 
th e  am ou nt to  be con tr ib u ted  on  b eh a lf 
o f  a ll em ployees covered  u n der th e  p la n  
to  th e  am ou nt w h ich  perm its  s e lf -e m ­
p loyed  ind ividuals to  ob ta in  th e m a x i ­
m u m  dedu ction  u nder section  4 0 4 (a ). 
H ow ever, even  th ou gh  th e  p la n  fo rm u la  
is defin ite, th e  p la n  m u st satis fy  all the 
o th er requirem ents fo r  qu a lifica tion , in ­
clu d in g th e  requ irem en t th a t th e con tr i ­
bution s u n der th e  p la n  n o t d iscr im inate  
in  fa v or  o f  any  se lf-em p loyed  ind ividual, 
and  th e requirem en t th a t th e p la n  be 
fo r  th e exclusive benefit o f  th e  em ployees 
in  general.

(2) A  defin ite C ontribution  form u la  
con stitu tes an  in tegra l p a rt o f  a  qualified  
p ro fit -sh a rin g  p lan  and  m a y  n o t be 
am ended excep t fo r  a  valid  business 
reason.

(3 ) T h e  requirem ent th a t a  p ro fit - 
sh arin g p la n  con ta in  a  defin ite form u la  
fo r  determ in in g the a m ou n t o f  con tr ib u ­
tion s to  be m a de on  b eh a lf  o f  em ployees 
does n o t  app ly to  con tr ib u tion s w h ich  
are m ade on  b eh a lf o f  ow n er-em ployees. 
H owever, such  con tr ib u tion s are su b je ct 
to  the requ irem en t th a t th ey be n on d is - 
cr im ih a tory  w ith  respect to  oth er em ­
p loyees and  m u st n o t  exceed  th e  lim ­
itation s on  allow ab le and  dedu ctible 
con tr ib u tion s w h ich  m a y be m a de by 
ow n er-em ployees.

(e ) Requirements as to coverage— (1) 
Coverage of all employees. T h e  co v e r ­
age  requirem ents , con ta in ed  in  section  
4 01 (a ) (3) do  n o t  app ly  to  a  p la n  w h ich  
covers  a ny  ow n er-em p loyee . H ow ever, 
such  a p la n  m ust sa tisfy  th e  covera ge  
requirem ents o f  section  4 0 1 (d ) , in clu d in g 
section  4 0 1 (d ) (3 ) .  A ccord in g ly , a  p la n  
w h ich  covers a n  ow n er-em p loyee  m ust 
benefit each  em p loyee o f  th e trade  or 
business (o th er th a n  any  ow n er-em ­
p loyee w h o  does n o t  con sen t to  be co v ­
ered  u nder th e p la n ) w hose cu stom ary  
p eriod  o f  em ploym en t h as been  fo r  m ore 
th a n  20 h ou rs a w eek fo r  m ore th a n  five 
m on th s  du rin g each  o f  three  consecu tive 
periods o f  tw elve ca len d a r m on th s. 
T h ere fore , a p la n  m a y  n o t provide , fo r  
exam ple, th a t an  em ployee, o th er th a n  
a n  ow n er-em ployee , is ineligib le to  p a r ­
ticipa te  because h e does n o t  con sen t to  
be a  p a rtic ip a n t or  because Jie does n o t  
con sen t to  m ake reason able  con tr ib u ­
tion s u nder th e  plan .

(2 ) Period of service, ( i )  l h  determ in ­
in g  w h eth er  an  em p loyee  renders service 
to  th e  sam e em p loyer, and, th ere fore,

m u st be covered  u n der th e  p la n  o f  such  
em ployer, a  partn ersh ip  is con sidered  to  
be on e em ployer durin g th e  en tire  p eriod  
p rior  to  th e  tim e it  is te rm in ated  w ith in  
th e m ea n in g  o f  section  708 (see p a ra ­
grap h  ( e ) (2 ) o f  § 1 .40 1-10).

( ii)  In  th e  case  o f  a com m on -la w  em ­
p loyee w h o b ecom es an  em p loyee  w ith in  
th e m ea n in g  o f  section  4 0 1 (c ) (1 )  w ith  
resp ect to  th e sam e trade  or  business, 
h is p eriod  o f  em p loym en t is th e a ggre ­
ga te o f  h is service as a com m on -la w  em ­
p loyee and  a n  em ployee w ith in  th e  
m ean in g o f  section  4 0 1 (c ) (1 ) .

(iii)  In  determ in in g w h eth er any em ­
p loyee, in clu d in g any  ow n er-em p loyee , 
h as th ree  years o f  service, past service 
o f  any  such  em p loyee  m ay  be taken  in to  
a ccou n t as provided  in  p aragrap h  (b ) 
o f  § 1.401-10. Th u s, i f  an  em ployer takes  
in to a ccou n t past service fo r  any  ow n er- 
em ployee, he m u st take into a ccou n t.th e  
past service o f  a ll h is o th er em ployees 
to  th e  sam e exten t. H ow ever, a  p la n  
m a y prov id e fo r  covera ge a fte r  a  p eriod  
o f  service w h ich  is sh orter th a n  th ree 
years, but in  n o  case m a y  th e  p la n  re ­
quire a w a itin g period  fo r  em ployees 
w h ich  is lon ger th a n  th a t required fo r  
th e ow n er-em ployees.

( f  ) Discrimination in contributions or 
benefits. (1 )  V aria tions in  con tr ib u ­
tions o r  benefits m a y be p rov id ed  u n der 
th e p la n  so  lon g  as th e  p la n  does n o t  d is ­
cr im in ate , eith er as to  con tr ib u tion s  o r  
benefits, in  fa v o r  o f  officers, em ployees 
w hose  prin cip a l duties con sist  in  su per ­
v isin g th e  w ork  o f  o th er em ployees, 
o r  h ig h ly  com pen sated  em ployees, as 
aga in st o th er em ployees (see § 1 .4 0 1 -4 ). 
F o r  th e  purpose o f  determ in in g w h eth er  
th e provisions o f  a p la n  w h ich  p r o ­
v ide con tr ib u tion s o r  benefits fo r  a n  
ow n er-em p loyee  result in  th e  proh ib ited  
discrim in ation , a n  ow n er-em p loyee, like 
o th er se lf-e m p loyed  ind ividuals, is c o n ­
sidered a  h ig h ly  com pen sated  em p loyee 
(see p aragrap h  (d ) o f  § 1 .4 0 1 -1 1 ). 
W h eth er or n o t  a  p la n  is d iscr im in atory  
is determ in ed  by  th e  a ctu a l op era tion  o f  
th e p la n  as w ell as b y its  fo rm a l 
provisions.

(2) T h e  p rov is ion s o f  section  4 01 (a )
(5 ) ,  re la tin g  to  certa in  p la n  prov isions 
w h ich  w ill n o t  in  a n d  o f  them selves be 
con sid ered  d iscr im in atory , are n o t  a p p li ­
ca b le  to  any  p lan  w h ich  covers any  
ow n er-em ployee . S u ch  a  p la n  m ust, in ­
stead, sa tisfy  th e  requirem ents o f  section  
401 (a ) (10) a nd  section  4 01 (d ) ( 6 ) .  A c ­
cord in gly, a  p la n  is n o t  d iscr im in atory 
w ith in  th e  m ean in g o f  section  401 (a ) (4) 
m erely  because th e con tr ib u tion s  ' o r  
benefits p rovid ed  fo r  th e em ployees c o v ­
ered  u n der th e p la n  bear a  u n iform  re la ­
tion sh ip  to  th e  to ta l com pen sation , o r  to  
th e  basic o r  regu lar rate  o f  com pen sa ­
tion , o f  such  em ployees. T h e  tota l com ­
p ensation  o r  th e  b asic o r  regu lar ra te  o f  
com pen sation  o f  a n  ow n er-em p loyee  is 
com pu ted  in  a ccord a n ce  w ith  th e  p ro ­
v isions o f  p aragrap h  (d ) (2) o f  § 1 .401- 
H .

(3) E ven th ou gh  th e  con tr ib u tion s 
u n der th e  pla n  d o  n o t  bear a  u n iform  
rela tion sh ip  to  th e  to ta l com pen sation , 
o r  th e  basic o r  regular rate  o f  com p en ­
sation , o f  th e  em ployees covered  th ere ­
u n der a nd  th e  p la n  w ould  otherw ise be 
con sid ered  d iscr im in atory  w ith in  th e
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m ean in g o f  section  401 (a) (4 ) ,  th e  p lan  

shall n o t  be con sid ered  d iscr im in atory  
i f  such  va ria tion  is due to  em ployer c o n ­
tr ibu tion s on  b eh a lf  o f  any  ow n er- 

em p loyee w h ich  are required, u n der th e 
plan , to  be app lied  to  pay  prem ium s or 
o th er con sid eration  on  on e or  m ore level 
prem ium  con tra cts  described in  section  
4 0 1 (e ) (3 ) (A ) .  In  a  taxa ble year to  
w h ich  th e  fo reg o in g  excep tion  applies 
and , th erefore, on e in  w h ich  th e  con tr i ­
bution s u n der th e  pla n  w ou ld  otherw ise 
be d iscrim in atory, th e  em ployer con tr i ­
bution s to  pay  su ch  prem ium s o r  either 
con sid era tion  m ust be th e on ly  em p loyer 
con tr ib u tion s  m a de  fo r  th e  ow n er-em ­
p loyee , a n d  th e  con tr ib u tion s fo r  such  
ta xa b le  yea r u nder su ch  p lan  m u st n ot 
be  in  excess o f  th e  a m ou n t perm itted  to  
be p aid  tow ard  th e purch ase  o f  su ch  a  
co n tra c t  u n der th e  prov is ion s o f  section  
4 0 1 (e ) (3 ) .  Furtherm ore, th e  exception  
d escrib ed  in  th is  subp arag raph  on ly  a p ­
p lies to  con tr ib u tion s  m a de  u nder a  p la n  
w h ich  otherw ise satisfies th e  require ­
m en ts o f  section  401 (a ) (4 ) and  th e regu ­
la tion s thereunder. Thus, i f  a  p l^n  p ro ­
v ides fo r  th e  purchase, in  a ccord a n ce  
w ith  section  4 0 1 (e ) (3 ) ,  o f  a  level p re ­
m iu m  con tra c t  fo r  a n  ow n er-em ployee, 
th en  su ch  p la n  m u st p rovid e  either 
th a t th e  benefits fo r  all em ployees are 
n on d iscrim in atory  or, in  th e  case  o f  a  
m on ey -p u rch a se  typ e o f  p lan , th a t th e 
con tr ib u tion s  fo r  all em ployees are based 
o n  com pen sation  determ in ed  in  a  n o n ­
d iscr im in atory  m an ner. F o r  exam ple, 
s in ce th e  con tr ib u tion s  on  b eh a lf  o f  the 
ow n er-em p loyee  are based on  h is earned 
in com e durin g th e  p eriod  p reced in g th e  
purch ase  o f  th e  con tra ct, th e con tr ib u ­
tion s fo r  o th er em ployees m u st be based 
on  th e ir  com pen sation  d urin g th e  sam e 
p eriod  i f  th is w ill result in  larger c o n ­
tr ibu tion s on  th e ir b eh a lf.

(4) In  the case o f  a  p la n  w h ich  covers  
any  ow n er-em p loyee , th e  con tr ib u tion s o r  
ben efits p rovid ed  u n der th e p la n  ca n n ot 
va ry  w ith  respect to  years  o f  service 
excep t as p rovid ed  in  su bp arag raph  (5 ) 
o f  th is paragraph .

(5 ) T h e  prov is ion s o f  section  4 01 (d )
(3) d o  n o t  prec lu de th e covera ge o f  em ­
p loyees  w ith  less th a n  th ree  years  o f  
service i f  su ch  covera ge  is p rovid ed  on  a  
n on d iscrim in atory  b a s i s .  H ow ever, a  
p la n  w ill n o t  be d isqualified  m erely b e ­
cause th e con tr ib u tion s or benefits fo r  
em ployees  w h o have less th a n  th ree  years 
o f  service are n o t  as favorab le  as the c o n ­
tr ibu tion s o r  benefits fo r  em ployees h a v ­
in g  m ore th a n  th ree  years o f  service.

(g ) Nonforfeitable rights. (1 ) ( i)  E x ­
cep t as provided  in  su bp arag raph  (2) 
o f  th is p aragrap h ; i f  an  ow n er-em p loyee 
is covered  u n der th e p la n  o f  h is em ployer, 
ea ch  em ployee ’s rights  to  th e con tr ib u ­
tions, o r  to  th e benefits derived  fro m  
th e  con tr ibu tion s, o f  such  em ployer m ust 
be n on for fe ita b le  a t the tim e such  co n ­
tr ibu tion s are p aid  to, o r  under, th e plan . 
T h e  em ployees w h o  m u st ob ta in  su ch  
n on for fe ita b le  righ ts  in clu de th e se lf-  
em ployed  ind ividuals w h o are covered  
u n der th e plan . A s to  w h at con stitutes 
n on for fe ita b le  righ ts  o f  an  em ployee, see 
p aragrap h  (a ) (2) o f  § 1.402( b ) - l .

( ii)  U nder section  4 0 1 (d ) (2 ) ,  it  is 
necessary  th a t ea ch  em ployee obta in  
n on for fe ita b le  righ ts  to  the em ployer

con tr ib u tion s u n der th e  p la n  on  h is 
b eh a lf fro m  th e  tim e su ch  con tr ib u tion s 
are paid . Th us, ea ch  em p loyee m u st 
h ave a  n on for fe ita b le  interest to  th e 
p ortion  o f  th e fu n d s u nder th e p la n  
w h ich  is a llo ca ble  to  th e em ployer c o n ­
tribution s m a de  u n der th e p la n  on  h is 
beha lf.

(2) T h e  p rov is ion s o f  subp arag raph
(1) o f  th is p aragrap h  do  n ot app ly  to 
th e  exten t th a t em ployer con tr ib u tion s 
on  b eh a lf o f  any  em p loyee m u st rem ain  
fo r fe ita b le  in  o rd er to  sa tis fy  the  req u ire ­
m en ts o f  paragrap h  (c )  o f  § 1.401-4. 
H ow ever, em ployer con tr ib u tion s  o n  b e ­
h a lf  o f  em ployees w hose righ ts  are re ­
qu ired to  rem ain  fo r fe ita b le  to  sa tisfy  
su ch  requirem ents m u st be n on for fe ita b le  
excep t fo r  su ch  con tin gen cy .

(h ) Integration with social security.
(1 ) I f  a  qualified  p la n  cov ers  any  ow n er- 
em ployee, th en  th e rules rela tin g to  the 
in tegra tion  o f  su ch  p la n  w ith  th e c o n ­
tr ibu tions o r  benefits u n der th e  S ocia l

...Security A ct  are p rovid ed  in  th is p a ra ­
graph . A ccord in g ly , th e  p rov is ion s o f  
p aragrap h  (e ) o f  § 1.401-3 and  p a ra ­
g rap h  (c )  o f  § 1.401-11 d o  n o t  app ly  to  
su ch  a  p la n . In  the  case  o f  a  p la n  w h ich  
provides con tr ib u tion s o r  benefits fo r  any 
ow n er-em p loyee , in tegra tion  o f  th e p la n  
w ith  th e  S ocia l Secu rity A ct fo r  any  
taxa ble year o f  th e  em ployer ca n  take 
p la ce  on ly  i f  n o t  m ore  th a n  o n e -th ird  
o f  th e em ployer con tr ib u tion s  u n der the 
p la n  w h ich  are dedu ctible u n der section  
404 fo r  th a t yea r are m ade on  b eh a lf  
o f  th e  ow n er-em ployees. I f  su ch  re ­
qu irem ent is satisfied, th en  th e  p lan  m ay 
be in tegrated  w ith  th e con tr ib u tion s or 
benefits u n der th e  S ocia l Security A ct  in  
a ccord a n ce  w ith  th e rules o f  su bp ara ­
grap h  (3 ) o f  th is paragraph .

(2 ) ( i)  F or  purposes o f  su bp aragraph
(1 ) o f  th is paragrap h , in  determ in in g the 
to ta l am ou n t o f  em p loyer con tr ib u tion s 
w h ich  are dedu ctib le  u n der section  404, 
th e  provision s o f  section  4 0 4 (a ), in c lu d ­
in g  th e  prov is ion s o f  section  4 04 (a ) (9) 
(re la tin g to  p la n s benefitin g s e lf -e m ­
p loyed  in d iv id u a ls ), and  section  404(e) 
(re la tin g  to  th e  special lim itation s fo r  
se lf-em p loyed  ind ividuals) are taken  
in to  accou n t, but th e  provisions o f  sec ­
t ion  4 04 (a ) (10) (re la tin g to  th e  special 
lim ita tion  on  th e a m ou n t allow ed as a 
d edu ction  fo r  se lf-em p loyed  ind ividuals) 
are n ot taken  in to  accou n t.

(ii)  T h e  am ou n t o f  dedu ctib le  em ­
p loyer con tr ib u tion s  w h ich  are m a de on  
b eh a lf  o f  a ll ow n er-em p loyees fo r  the 
year is com p a red  w ith  th e am ou n t o f  de ­
d uctible em ployer con tr ib u tion s fo r  th e 
yea r m ade  on  b eh a lf o f  a ll em ployees 
covered  u n der th e  pla n  (in clu d in g  se lf-  
em p loyed  individu als  w h o are n ot ow n er- 
em ployees and  ow n er-em p loyees) fo r  
th e purpose o f  determ in in g w h eth er the 
dedu ctible con tr ib u tion s by  th e„em ployer 
on  b eh a lf o f  ow n er-em p loyeés are n ot 
m ore  th an  o n e -th ird  o f  th e  to ta l d e ­
ductible  contrib utions.

(3) I f  a  p la n  coverin g  an  ow n er-em ­
p loyee satisfies th e requ irem en t o f  su b - 
p aragrap h  (1) o f  th is paragraph , and  
if  th e em ployer w ishes to  integrate  su ch  
p la n  w ith  th e con tr ib u tion s o r  benefits 
under th e S ocia l Security A ct, th en —

(i) T h e  em p loyer con tr ib u tion s u n der 
th e p la n  o n  b eh a lf  o f  a ny  ow n er-

em ployee  shall be  redu ced  b y an amount 
determ in ed  b y  m u ltip ly in g the earned 
in com e o f  su ch  ow n er-em p loyee  which is 
derived  fro m  th e  trad e or business with 
resp ect to  w h ich  th e  pla n  is established 
and  w h ich  does n o t  exceed  $4,800 by the 
ra te  o f  ta x  im posed u n der section  1401; 
and

(ii)  T h e  em ployer con tribu tions under 
th e  p la n  on  b eh a lf o f  any employee 
o th er  th a n  an  ow n er-em p loyee  m ay be 
red u ced  by an  a m ou n t n o t  in  excess of 
th e  a m ou n t determ in ed  by multiplying 
th e  em ployee ’s w ages under section 
3 1 2 1 (a )(1 )  by th e rate  o f  ta x imposed 
u n der section  3111. F or  purposes o f  this 
subdivision , the earned in com e o f  a self- 
em p loyed  ind iv id u al w h ich  is derived 
fro m  th e  trade  o r  business w ith  respect 
to w h ich  th e p la n  is established and 
w h ich  does n o t  exceed  $4,800 shall be 
treated  as “ w ages”  under section 
3 1 2 1 (a )(1 ) .

(4) A  m on ey  purchase pension  plan or 
a  p ro fit-sh a r in g  p lan  m a y provide that 
such  p la n  w ill be in tegra ted  w ith the 
S ocia l Security A ct  on ly  fo r  such  taxable 
years o f  th e  em ployer in  w h ich  the re­
qu irem ents fo r  in tegra tion  are satisfied. 
H owever, a  qua lified  p lan  ca n n ot pro ­
v ide th a t em ployer contrib utions are 
on ly  to  be m a de  fo r  taxa ble  years in 
w h ich  th e integration  requirem ents are 
satisfied.

(1) Limit on contributions on behalf 
of an owner-employee. (1 ) Section  401
(d ) (5) requires th a t a  p la n  w h ich  covers 
a n y  ow n er-em p loyee  m u st con ta in  pro ­
v is ion s w h ich  restr ic t th e  em ployer con ­
tr ibu tion s th a t m a y be m a de  on  behalf 
o f  any  ow n er-em p loyee  fo r  each  taxable 
yea r to  an  am ou n t n o  greater than that 
w h ich  is dedu ctib le  u n der section  404. 
In  com p u tin g  th e  am ou n t deductible 
u nder section  404 fo r  purposes o f  section 
4 0 1 (d )(5 )  and  th is  paragraph , the 
lim itation s con ta in ed  in  section  404 "(a)
(9 ) a nd  ( e ) ,  re la tin g  to  special limita ­
tion s fo r  se lf-em p loyed  individuals, 
are taken  in to a ccou n t, but such  amount 
is determ in ed  w ith ou t regard to  section 
4 04 (a ) (1 0 ), re la tin g to  th e  special limi­
ta tio n  on  th e  am ou n t allow ed as a de­
d u ction  fo r  se lf-em p loyed  individuals. 
A ccord in g ly , a  qua lified  plan  which 
covers a ny  ow n er-em p loyee  ca n n ot per­
m it em ployer con tr ib u tion s to  be made 
on  b eh a lf  o f  such  ow ner-em ployee in 
excess o f  10 percen t o f  th e  earned income 
w h ich  is derived  b y su ch  ow ner-em ­
p loyee  fro m  th e trad e o r  business with 
resp ect to  w h ich  th e p la n  is established, 
o r  p erm it th e  em ployer to  contribute 
m ore  th a n  $2,500 on  b eh a lf o f  any such 
ow n er-em p loyee  fo r  any  taxable  year.

(2 ) ( i)  In  determ in in g w hether the 
p la n  perm its con tr ib u tion s  to  be made 
in  excess o f  th e  lim itation s o f  subpara ­
g rap h  (1) o f  th is  paragraph , employer 
con tr ib u tion s u n der the pla n  w hich  are 
a llo ca ble  to  th e  p urch ase  o f  life, acci ­
dent, h ea lth , o r  o th er insurance are not 
to  be taken  in to  a ccou n t. T o  determine 
th e  am ou n t o f  em p loyer contributions 
u n der th e  p la n  w h ich  are allocable to the 
purch ase  o f  life , a cc id en t, health, or 
oth er insu rance , see paragraph  (f) °* 
§ 1.404 ( e ) - l  a nd  paragraph  (b) of 
§ 1 .72-16. H ow ever, contribu tions for 
su ch  insurance  ca n  be m ade only to the
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extent otherw ise p erm itted  u n der sec ­

tions 401 th rou gh  404 a nd  th e  regu la ­
tions thereunder.

(ii) A  fu rth er  excep tion  to  th e  lim it 
on the am ou nt o f  con tr ib u tion s  w h ich  

an em ployer m ay  m a ke u n der th e  pla n  

on beha lf o f  an  ow n er-em p loyee  is m ade 
in the case o f  con tr ib u tion s w h ich  are 

required, under th e pla n , to  be app lied  
to pay prem ium s o r  o th er con sid eration  

for one or m ore ann uity, endow m en t, or  
life insurance con tra cts  described in  
section 4 01 (e ) (3 ) (see section  401 (e ) (3) 

and the regu lat ion s th ereu n d er).
( j)  Excess contributions. T h e  p ro ­

visions o f  section  401 (e) define th e term  
“excess con tr ib u tion ”  a nd  ind ica te  th e 

consequences o f  m a kin g such  a  co n tr i ­

bution (see § 1 .40 1-13). H ow ever, sec ­

tion 401 (d) (8 ) provides th a t a  qualified 
plan w h ich  provides con tr ib u tion s or  

benefits fo r  a ny  ow n er-em p loyee  m ust 
contain certa in  provisions w h ich  com p le ­
ment th e ru les con ta in ed  in  section  
401(e). U nd er section  4 0 1 (d ) (8 ) ,  a  

qualified p la n  m ust provide  th at—
(1) T h e  n et am ou n t o f  a ny  excess 

contribution  (determ in ed  in  a ccord a n ce  

with the p rov is ion s o f  § 1.401-13) m u st 

be returned to  th e ow n er-em p loyee  on  
whose b eh a lf  it  is m a de, togeth er w ith  
the net in com e earn ed  on  su ch  excess 

contribution;

(2) F or  ea ch  taxable  yea r fo r  w h ich  
the trust is con sidered  to  be a  n o n ­

qualified trust w ith  resp ect to  an  ow n er- 
employee u nder section  4 0 1 (e ) (2 )  b e ­

cause the n et am ou n t o f  an  excess c o n ­

tribution and  th e earn ings th ereon  have 

not been  retu rn ed  to  such  ow n er-em ­

ployee, the in com e o f  th e trust fo r  th a t 
taxable yea r attribu ta ble  to  th e  interest 

of such  ow n er-em p loyee  is to  be paid  to  
him.

(3) I f  a n  excess con tr ib u tion  is d e ­

termined to  be w illfu lly  m ade  (w ith in  
the m eaning  o f  section  4 0 1 ( e ) ( 2 ) ( E ) ) ,  

the entire in terest o f  th e  ow n er-em p loyee  
on whose b eh a lf  su ch  con tr ib u tion  was 

made is required to be d istrib uted  to  such  

owner-em ployee. F u rth erm ore , th e p la n  

must require th e  d istr ib ution  o f  a n  ow n ­

er-em p loyee’s en tire interest u n der th e 
Plan i f  a  w illfu l excess con tr ib u tion  is 

determined to  have been  m a de  u n der any  

other p la n  in  w h ich  th e owner-eriaployee 
is covered as an  ow n er-em p loyee .

(k) Contributions of property under a 

qualified plan. (1 ) T h e  con tr ib u tion  o f  

Property, o th er th a n  m on ey, b y th e  p er ­
son w ho is th e  em p loyer (w ith in  the 

meaning o f  section  4 01 (c ) ( 4 ) )  to  a  qu a li ­
fied trust fo rm in g  a p a rt o f  a  p la n  w h ich  

covers em ployees som e or  all o f  w h om  
are ow ner-em p loyees w h o c o n t r o l "  
(within th e m ea n in g o f  section  4 10 (d ) 

(9) (B ) and  th e  regu lat ion s th ereu n der) 

the trade o r  business w ith  resp ect to  
which the p la n  is established is a p roh ib ­
ited tran saction  betw een  su ch  trust and 

the em p loyer-gra n to r o f  su ch  trust (see 

section 5 0 3 (j) (1 ) (D ) and th e regulations 
thereunder).

(2) A  con tr ib u tion  o f  p roperty , oth er 
than m on ey, to  a  qualified  trust b y  an  
owner-em ployee w h o con trols , or  a  m em ­
ber o f  a  grou p  o f  ow n er-em p loyees w h o 
together con tro l, th e trad e o r  business 
With respect to  w h ich  th e p la n  is esta b - 
lished, o r  a  con tr ib u tion  o f  property , 
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o th er  th a n  m on ey , to  a  qualified  trust 
by  a  m em b er o f  su ch  an  ow n er-, 
em ployee’s fa m ily  (as defin ed  in  section  
2 67 (c ) ( 4 ) )  , is a  p roh ib ited  tran saction . 
I f  th e  p la n  does n o t  cover a n  ow n er- 
em p loyee , o r  grou p o f  ow ner-em ployees, 
w h o  con tro l th e  trade  o r  business, see the 
ru les re la tin g to  p roh ib ited  tran saction s 
con ta in ed  in  section  503, o th er th a n  th e 
prov is ion s o f  section  503 ( j ) .

(1) Controlled trades or businesses—  
(1 ) Plans covering an owner-employee 
who controls another trade or business.
( i)  A  p la n  m ust n o t  cov er a ny  ow n er- 
em p loyee , o r  grou p  o f  tw o o r  m ore  ow n er- 
em ployees, i f  su ch  ow n er-em p loyee , or 
grou p  o f  ow n er-em p loyees, con tro l 
(w ith in  th e  m ea n in g  o f  su bp arag ra ph  (3 ) 
o f  th is p a ra gra p h ) any  o th er  trad e o r  
business, unless th e  em ployees o f  su ch  
o th er trad e * o r  business con tro lled  by 
su ch  ow n er-em p loyee , o r  su ch  grou p  o f  
ow n er-em ployees , are in clu ded  in  a  p la n  
w h ich  satisfies th e  requ irem en ts o f  sec ­
t ion  4 0 1 (a ), in c lu d in g  th e  q u a lification  
requ irem en ts o f  section  4 0 1 (d ). T h e  
em ployees w h o m u st be covered  under 
th e  p la n  o f  th e  trad e o r  business w h ich  
is con tro lled  inc lu de th e  se lf-em p loyed  
ind ividuals w h o  are n ot ow n er-em p loyees 
and  th e  ow n er-em p loyees w ho  con sen t to  
be covered  b y  su ch  plan . A ccord in g ly , 
th e  em ployer m ust d eterm in e w h eth er 
any  ow n er-em p loyee , o r  grou p  o f  ow n er- 
em ployees, w h o  m a y  partic ip ate  in  th e  
p la n  w h ich  is established b y  su ch  em ­
p lo yer con tro ls  any  o th er trad e o r  busi ­
ness, and  w h eth er th e  requirem ents o f  
th is su bp arag raph  are satisfied  w ith  re ­
spect to  th e  p la n  established in  such  
o th er trad e o r  business. T h e  p la n  o f  an  
em ployer m a y  exclu de a n  ow n er-em ­
p loyee w h o  con tro ls  a n oth er trad e or  
business fro m  covera ge  u n der th e  p la n  
even  th ou gh  such  ow n er-em p loy ee  c o n ­
sents to  be covered , i f  a  p la n  w h ich  sa t ­
isfies th e  requ irem en ts o f  subd ivision
(ii) o f  th is su bp arag raph  h as n o t  been  
established in  th e trad e  o r  business 
w h ich  su ch  ow n er-em p loyee  con tro ls .

( ii)  T h e  qualified  p la n  w h ich  th e 
ow n er-em p loyee , o r  ow n er-em p loyees, 
a re required to  provide  fo r  th e  em ployees  
o f  th e  trade  o r  business w h ich  th ey  co n ­
tro l m ust provide  con tr ib u tion s and  b en ­
efits w h ich  are n o t  less fa vora b le  th a n  
th e  con tr ib u tion s a nd  benefits p rovid ed  
fo r  th e  ow n er-em p loyee , o r  ow n er -em ­
p loyees, u n der th e  p la n  o f  a n y  trad e 
o r  business w h ich  th ey  do  n o t  con tro l. 
Th us, fo r  exam p le, i f  th e  con tr ib u tion s 
o r  benefits fo r  th e ow n er-em p loyee  un der 
th e  p la n  o f  th e  trad e o r  business w h ich  
he  does n o t  con tro l are com pu ted  o n  th e 
basis o f  h is to ta l (as com pa red  to  basic 
o r  regu lar ra te ) o f  com pen sation , th en  
th e  con tr ibu tion s o r  benefits fo r  em ­
p loyees covered  urider th e  p la n  o f  th e  
trade  or business w h ich  th e  ow n er c o n ­
trols m u st be com pu ted  o n  th e basis o f  
th eir  to ta l com pen sation . H ow ever, th e  
requirem ents o f  th is subd iv ision  ca n n ot 
be satisfied  i f  th e  benefits and  con tr ib u ­
tions provided u nder th e  p la n  fo r  the 
em ployees o f  th e  trade  o r  business w h ich  
is con tro lled  are n o t  com pa ra ble to  th ose 
provided  u nder th e  p la n  coverin g  th e 
ow n er-em p loyee , o r  grou p  o f  o w n er -em ­
p loyees, in  th e  trad e o r  business w h ich  
th ey  d o  n ot con tro l. Th u s, fo r  exam ple,

i f  th e  ow n er-em p loyee  is covered  b y a 
pen sion  p la n  in  th e  trad e o r  business 
w h ich  h e  does n o t  con tro l, h e  m a y n o t 
sa tis fy  th e  requirem ents o f  th is su b ­
d iv is ion  b y establish ing  a  p ro fit-sh a r in g  
p la n  in  th e  trad e o r  business w h ich  he  
does con tro l.

(iii)  I f  a n  ind iv id u al is covered  as an 
ow n er-em p loyee  u n der th e  p lan s o f  tw o 
o r  m ore  trades o r  businesses w h ich  he  
does n ot con tro l and  su ch  individual 
con tro ls  a  tra d e  o r  business, th en  th e 
con tr ib u tion s  o r  benefits o f  th e  em p lo y ­
ees u n der th e p la n  o f  th e tra d e  o r  b usi ­
ness w h ich  h e  does con tro l m u st be as 
fa vora b le  as th ose provided  fo r  h im  
u n der th e  m ost fa vora b le  p la n  o f  the 
trad e  o r  business w h ich  h e does n o t  
con tro l.

(2 ) Owner-employees who control 
more than one trade or business. I f  the 
p la n  p rovides con tr ib u tion s  or benefits 
fo r  an  ow n er-em p loy ee  w h o  con tro ls , o r  
grou p  o f  ow n er-em p loyees  w h o  tog eth er 
con tro l, th e trad e o r  business w ith  re ­
spect to  w h ich  th e  p la n  is established, 
a n d  su ch  ow n er-em p loyee , o r  grou p  o f  
ow n er-em p loyees, a lso con tro l as ow n er- 
em p loyees on e o r  m ore  o th er trad es  o r  
businesses, p lan s m u st be  established 
w ith  respect to  su ch  con tro lled  trades or 
businesses so th a t w h en  ta ken  tog eth er 
th ey  fo rm  a single p la n  w h ich  satisfies 
th e  requirem ents o f  section  401 (a ) and
(d ) w ith  resp ect to  th e em p loyees  o f  a ll 
th e  con tro lled  trades o r  businesses.

(3 ) Control defined, ( i)  F o r  purposes 
o f  th is p aragrap h , a n  ow n er-em p loyee , 
o r  a  grou p  o f  tw o o r  m ore ow n er -em ­
p loyees, sh all be con sid ered  to  con tro l a 
trad e  o r  business i f  su ch  ow n er-em ­
p loyee , o r  su ch  grou p  o f  tw o o r  m ore 
ow n er-em p loyees togeth er—

(a ) O w n  th e en tire  in terest in  a n  u n ­
in corp ora ted  trad e o r  business, or

(b ) In  th e  case o f  a  partn ersh ip , ow n  
m ore  th a n  50 p ercen t o f  e ith er th e  ca p i ­
ta l in terest o r  th e  pro fits  in terest in  
su ch  partn ersh ip .

In  determ in in g w h eth er a n  ow n er -em ­
p loyee, o r  grou p  o f  ow n er-em p loyees, 
co n tro l a  trad e  o r  business w ith in  the 
m ea n in g  o f  th e  p reced in g  sen ten ce, it  is 
im m aterial w h eth er o r  n o t  su ch  in d iv id ­
uals cou ld  be covered  u n der a  p la n  es ­
ta blish ed  w ith  respect to  th e  trad e or  
business. F or  exam ple, i f  a n  ind iv id u al 
w h o  is an  ow n er-em p loyee  h as a  60- 
p ercen t ca p ita l in terest in  a n oth er trade 
o r  business, su ch  in d iv id u a l con tro ls  
su ch  trade  o r  business a n d  th e  p rov is ion s 
o f  th is p aragrap h  ap p ly  even  th ou gh  the 
ind iv id u al derives n o  earned in com e, as 
defin ed  in  section  4 0 1 (c ) (2 ) ,  f r o m  th e 
con tro lled  trad e o r  business. F or  p u r ­
poses o f  determ in in g th e  ow n ersh ip  in ­
terest o f  an  ow n er-em p loyee , o r  grou p 
o f  ow n er-em p loyees, an  ow n er-em p loyee , 
o r  grou p  o f  ow n er-em p loyees, is treated 
as ow n in g  a ny  in terest in  a  partn ersh ip  
w h ich  is ow ned , d irectly  o r  in d irectly , 
b y  a  partn ersh ip  con tro lled  b y such  
ow n er-em p loyee , o r  grou p  o f  ow n er- 
em ployees.

(ii)  T h e  p rov is ion s o f  subp aragraph s 
(1 ) a n d  (2 ) o f  th is paragrap h  app ly  on ly  
i f  th e  ow n er-em p loyee  w h o con tro ls , o r  
th e  grou p  o f  ow n er-em p loyees w h o  c o n ­
tro l, a  trade  o r  business, o r  trades o r  
businesses, w ith in  th e  m ean in g o f  su b -
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d ivision  ( i)  o f  th is  su bp arag raph  is th e  
sam e ow n er -em p loyee , o r  grou p  o f  
ow n er -em p loyees, cov ered  un der th e  p la n  

in ten d ed  to  sa tisfy  the requirem ents fo r  

qua lifica tion . Th u s, fo r  exam p le , i f  A  
is a  5 0 -percen t p artn er  in  b oth  th e  A B  

and  A C  partnersh ip , and  if  the AB  p a rt ­

n ersh ip  w ishes to  establish  a  p la n  

coverin g  A  and  B , th e p rov is ion s o f  su b- 

p aragrap h s (1) and  (2 ) o f  th is p ara ­
g rap h  do n o t  apply, since A  does n o t  

con tro l  either partnersh ip , and  since B  

h as n o  interest in  th e A C  partnership .
(m ) Distribution of benefits.1 (1 ) (i)  

S ectio n  4 0 1 (d ) (4 ) (B )  requires th a t a  
qualified  p la n  w h ich  provides con tr ib u ­
tions o r  benefits fo r  any  ow n er-em ployee  
m u st n o t  prov id e fo r  th e  paym en t o f  
benefits to  su ch  ow n er-em ployee  a t any  
tim e b e fore  h e h as atta in ed  age 59% . 
A n  excep tio n  to  th e fo reg o in g  rule p er ­
m its a  qualified  p la n  to  provide  fo r  th e  
distribution  o f  benefits to  an  ow n er- 
em p loyee p rior  to  th e tim e he  attains 
age 5 9%  if  h e  is d isabled w ith in  th e  
m ean in g o f  section  213 (g) (3 ) and  th e 
regu lation s- thereunder. In  general, 
section  213 (g ) (3) provides th a t an  in d i ­
v idua l is considered disabled i f  he  is 
un able  to  engage in  any  substantial 
ga in fu l a ctiv ity  because o f  a  m ed ically  
determ inab le p h y sica l o r  m en ta l im pa ir ­
m en t w h ich  ca n  be expected  to  result in  
d eath  o r  to  be o f  lon g -con tin u ed  and  
ind efin ite duration . In  add ition , section  
4 01 (d ) (4 ) (B ) does n o t  preclude  th e d is ­
tr ib u tion  o f  benefits to  th e estate or  oth er  
b en efic ia ry o f  a  deceased ow n er-em ­
p loyee p r io r  to  th e tim e th e ow n er-em ­
p loyee w ould  h ave attain ed  age 59%  if  
h e  h ad  lived.

( ii)  A  qualified  p la n  m ust prov id e th a t 
if , despite th e restriction s in  th e  p la n  to  
th e  con trary , an  am ou nt is prem aturely  
d istributed, o r  m ade  available, to  a  
p a rtic ip a n t in  such  p la n  w h o  is, o r  has 
been , a n  ow n er-em ployee, th en  n o  c o n ­
tr ib u tion  shall be m a de u n der th e  p la n  
by, o r  fo r , su ch  individual during  any o f  
th e  5 taxa ble yea rs  o f  th e  p la n  begin ning 
a fte r  th e  d istr ib ution  is m ade.

(2) ( i)  T h e  p rov is ion s o f  subp ara ­
g rap h  (1 ) o f  th is p aragrap h  preclu de  a n  
ow n er-em p loyee  w h o is a  pa rtic ip an t in  a  
qualified  pension  o r  p ro fit-sh a r in g  p la n  
o f  h is em ployer fr o m  w ith draw in g any  
p a rt  o f  th e  fu n d s  accu m u lated  o n  h is  
b eh a lf  excep t as p rovid ed  in  su ch  su b - 
p aragrap h  (1 ) .  H ow ever, th e  distribu ­
t ion  o f  an  ow n er-em p loy ee ’s interest, o r  
any  p ortion  o f  su ch  interest, a fte r  h e  
attains age  5 9%  is determ in ed  b y th e 
provisions o f  th e pla n . Th u s, fo r  e x ­
am ple, i f  a  qualified  pension  p la n  p ro ­
v ides th a t th e  n orm a l retirem en t age 
u n der  th e  p la n  is age 65, an  ow n er-em ­
p loyee  w ould  n o t be en titled  to  a d is ­
tr ib u tion  o f  a n  am ou n t u n der th e p la n  
m ere ly  because h e  atta in ed  age  59% .

(ii)  T h e  prov is ion s o f  su bparagraph 
(1 ) o f  th is  paragrap h  d o  n o t  preclu de  
th e  estab lish m en t o f  a  p ro fit-sh a r in g  
p la n  w h ich  provides fo r  th e  distribution  
o f  a ll, o r  part, o f  p artic ip an ts ’ a ccou n ts  
a fter  a  fix ed  n u m b er o f  years. H owever, 
su ch  a  p la n  m u st n o t  p erm it a  d istribu ­
t ion  o f  any  am ou nt to  any ow n er-em ­
p loyee  p rior to  th e  tim e th e ow n er-e m ­
p loyee h as attained age  5 9%  or  b ecom es 
disabled w ith in  th e  m ean in g o f  section

213 (g ) (3 ) .  O n  th e  oth er h an d , i f  a d is ­
tr ib u tion  w ou ld  h ave been  m a de  under 
th e  p la n  to  a n  ow n er-em p loyee b u t fo r  
th e  fa c t  th a t h e  h a d  n o t atta in ed  age 
5 9 % , th en  th e  am ou n t o f  su ch  distrib u ­
t ion  (in clu d in g  any  in crem en t earned on  
such  a m ou n t) m u st be d istributed to  
such  ow n er-em p loyee a t such  tim e as 
h e  attains age 59% .

(3 ) A  qualified  pension , annuity, or  
p ro fit-sh a r in g  p la n  w h ich  covers  an  
ow n er-em p loyee  m u st prov id e th a t the 
d istribution  o f  a n  ow n er-em p loyee ’s en ­
tire interest u n der th e p la n  m u st begin  
p rior to  th e  end  o f  th e  taxa ble year in  
w h ich  h e attains th e  age o f  7 0% , and  
such  d istribution  m u st satis fy  th e re ­
qu irem ents  o f  section  4 0 1 (a )(9 )  and  
paragrap h  (e ) o f  § 1.401-11. F u rth er ­
m ore , section  4 0 1 (d )(7 )  provides that, 
i f  a n  ow n er-em p loyee  dies p rior to  th e 
tim e h is  en tire in terest h as been  d is ­
tr ibu ted  to  h im , such  ow n er-em p loyee ’s 
en tire rem ain in g interest u nder th e pla n  
m ust, in  general, eith er be d istributed 
to  h is  beneficiary, o r  beneficiaries, w ith in  
5 years, o r  be used w ith in  th a t period  to  
purch ase  an  im m edia te ann u ity fo r  h is 
beneficiary , o r  beneficiaries. H owever, 
a  d istribution  w ith in  5 years  o f  th e d eath  
o f  th e  ow n er-em p loyee is n o t  required 
i f  th e distribution  o f  h is  in terest h as 
com m en ced  and  such  distribution  is fo r  
a  term  certa in  over a  p eriod  n o t ex ­
ten d in g b eyon d  th e jo in t  life  and  survivor 
exp ectan cy  o f  th e ow n er-em p loyee  and  
h is  spouse. Thus, fo r  exam ple, an  a n ­
n u ity fo r  th e jo in t  life  a nd  survivor ex ­
p ecta n cy  o f  a n  ow n er-em p loyee  a nd  h is 
spouse w h ich  guarantees paym en ts  fo r  
10 years  is a  d istribution  w h ich  is p a y ­
able over a  p eriod  w h ich  does n o t  exceed 
th e jo in t  life  and  survivor exp ectan cy  o f  
th e  ow n er-em p loyee  a nd  h is  spouse i f  
su ch  exp ectan cy  is a t least 10 years a t 
th e  tim e th e distribution  first  c o m ­
m en ces.

§  1 . 4 0 1 —1 3  E x c e s s  c o n t r ib u t io n s  o n  b e ­

h a l f  o f  o w n e r -e m p lo y e e s .  [ R e ­

s e r v e d ]

P a r . 6 .  T h ere  are inserted im m ediately 
a fter  § 1 .4 0 4 (d )- l ,  th e  fo llow in g  new  
section s:

§  1 . 4 0 5  S t a tu to r y  p r o v i s i o n s ;  q u a l i f i e d  
b o n d  p u r c h a s e  p l a n s .

S e c . 4 05 . Q u a lified  b o n d  p u r c h a s e  p la n s —

( a )  R e q u i r e m e n t s  f o r  q u a li fi c a tio n .  A  p la n  
o f  a n  e m p lo y e r  f o r  t h e  p u r c h a s e  f o r  a n d  
d i s t r i b u t i o n  t o  h i s  e m p lo y e e s  o r  t h e i r  b e n e ­

f ic ia r ie s  o f  U n i t e d  S t a t e s  b o n d s  d e s c r ib e d  
i n  s u b s e c t i o n  ( b )  s h a l l  c o n s t i t u t e  a  q u a l i ­

f ie d  b o n d  p u r c h a s e  p la n  u n d e r  t h i s  s e c t i o n  
i f —

( 1 )  T h e  p la n  m e e t s  t h e  r e q u i r e m e n t s  o f  
s e c t i o n  4 0 1 ( a )  ( 3 ) ,  ( 4 ) , ( 5 ) ,  ( 6 ) ,  ( 7 ) ,  a n d  ( 8 )  
a n d , i f  a p p l ic a b le , t h e  r e q u i r e m e n t s  o f  s e c ­

t i o n  4 0 1 ( a )  ( 9 )  a n d  ( 1 0 )  a n d  o f  s e c t i o n  
4 0 1 ( d )  ( o t h e r  t h a n  p a r a g r a p h s  ( 1 ) ,  ( 5 ) ( B ) ,  
a n d  ( 8 ) ) ;  a n d

( 2 )  C o n t r i b u t i o n s  u n d e r  t h e  p la n  a r e  u s e d  
s o l e l y  t o  p u r c h a s e  f o r  e m p lo y e e s  o r  t h e ir  
b e n e fic ia r ie s  U n i t e d  S t a t e s  b o n d s  d e s c r ib e d  i n  
s u b s e c t i o n  ( b ) .

( b )  B o n d s  t o  w h i c h  a p p lic a b le — ( 1 )  C h a r ­

a c te r i s t ic s  o f  b o n d s .  T h i s  s e c t io n  s h a l l  a p p ly  
o n l y  t o  a  b o n d  is s u e d  u n d e r  t h e  S e c o n d  
L i b e r t y  B o n d  A c t ,  a s  a m e n d e d , w h ic h  b y  i t s  
t e r m s , o r  b y  r e g u la t i o n s  p r e s c r ib e d  b y  t h e  
S e c r e ta r y  u n d e r  s u c h  A c t —

( A )  P r o v id e s  f o r  p a y m e n t  o f  i n t e r e s t , o r  
I n v e s t m e n t  y i e ld , o n l y  u p o n  r e d e m p t i o n ;

( B )  M a y  b e  p u r c h a s e d  o n l y  in  th e  n a m e  of  
a n  i n d i v i d u a l ;

( C )  C e a s e s  t o  b e a r  in t e r e s t , o r  provide 
i n v e s t m e n t  y i e ld , n o t  la t e r  t h a n  5 y e a r s  after 
t h e  d e a t h  o f  t h e  i n d i v i d u a l  i n  w h o s e  nam e it 
i s  p u r c h a s e d ;

( D )  M a y  b e  r e d e e m e d  b e fo r e  t h e  d e a th  o f  
t h e  in d i v i d u a l  i n  w h o s e  n a m e  i t  is  p u r ­

c h a s e d  o n l y  i f  s u c h  i n d iv i d u a l—

(1)  H a s  a t t a i n e d  t h e  a g e  o f  5 9 y2 years, or
( i i )  H a s  b e c o m e  d is a b le d  ( w i t h i n  th e

m e a n i n g  o f  s e c t io n  2 1 3 ( g ) ( 3 ) ) ;  a n d

( E )  I s  n o n t r a n s f e r a b l e .

( 2 )  M u s t  b e  p u r c h a s e d  in  n a m e  o f  em ­

p l o y e e .  T h i s  s e c t io n  s h a l l  a p p ly  t o  a  b o n d  
d e s c r ib e d  i n  p a r a g r a p h  ( 1 )  o n l y  i f  i t  is 
p u r c h a s e d  i n  t h e  n a m e  o f  t h e  e m p lo y e e .

( c )  D e d u c t i o n  f o r  c o n t r i b u t i o n s  t o  bon d  
p u r c h a s e  p la n s .  C o n t r i b u t i o n s  p a id  b y  an 
e m p lo y e ^  t o  o r  u n d e r  a  q u a li f i e d  b o n d  p u r ­

c h a s e  p la n  s h a l l  b e  a l lo w e d  a s  a  d e d u c t io n  in  
a n  a m o u n t  d e t e r m in e d  u n d e r  s e c t i o n  4 04  in  
t h e  s a m e  m a n n e r  a n d  t o  t h e  s a m e  e x te n t  as 
i f  s u c h  c o n t r i b u t i o n s  w e r e  m a d e  t o  a  trust 
d e s c r ib e d  i n  s e c t i o n  4 0 1 ( a )  w h ic h  is  e x e m p t  
f r o m  t a x  u n d e r  s e c t i o n  5 0 1 ( a ) .

( d )  T a x a b i l i t y  o f  b e n e f ic ia r y  o f  qualified  
b o n d  p u r c h a s e  p la n — ( 1 )  G r o s s  in c o m e  n ot  
t o  i n c lu d e  b o n d s  a t  t i m e  o f  d is tr ib u tio n . 
F o r  p u r p o s e s  o f  t h i s  c h a p t e r , i n  t h e  case o f  
a  d i s t r i b u t e e  o f  a  b o n d  d e s c r ib e d  i n  su bsec ­
t i o n  ( b )  u n d e r  a  q u a li f i e d  b o n d  purch ase  
p la n , o r  f r o m  a  t r u s t  d e s c r ib e d  i n  section  
4 0 1 ( a )  w h i c h  i s  e x e m p t  f r o m  t a x  u n d e r  sec­
t i o n  5 0 1 ( a ) ,  g r o s s  I n c o m e  d o e s  n o t  in clu d e 
a n y  a m o u n t  a t t r i b u t a b l e  t o  t h e  r e c e ip t o f  
s u c h  b o n d .  U p o n  r e d e m p t i o n  o f  s u c h  bond, 
t h e  p r o c e e d s  s h a l l  b e  s u b j e c t  t o  ta xation  
u n d e r  t h i s  c h a p t e r , b u t  t h e  p r o v is io n s  o f 
s e c t i o n  7 2  ( r e la t i n g  t o  a n n u i t i e s , e tc .)  and 
s e c t i o n  1 2 3 2  ( r e la t i n g  t o  b o n d s  a n d  other 
e v id e n c e s  o f  i n d e b t e d n e s s )  s h a l l  n o t  apply.

( 2 )  B a s is .  T h e  b a s is  o f  a n y  b o n d  received  
b y  a  d i s t r i b u t e e  u n d e r  a  q u a li f i e d  b o n d  p u r ­
c h a s e  p la n —

( A )  I f  s u c h  b o n d  is  d i s t r i b u t e d  t o  an em ­
p lo y e e , o r  w i t h  r e s p e c t  t o  a n  e m p lo y e e ,  w ho 
a t  t h e  t i m e  o f  p u r c h a s e  o f  t h e  b o n d , w as an 
e m p lo y e e  o t h e r  t h a n  a n  e m p lo y e e  w it h in  the 
m e a n i n g  o f  s e c t io n  4 0 1 ( c ) ( 1 ) ,  s h a l l  b e  the 
a m o u n t  o f  t h e  c o n t r i b u t i o n s  b y  t h e  em p loyee 
w h i c h  w e r e  u s e d  t o  p u r c h a s e  t h e  b o n d , and

( B )  I f  s u c h  b o n d  is  d i s t r i b u t e d  t o  a n  e m ­
p lo y e e , o r  w i t h  r e s p e c t  t o  a n  e m p lo y e e ,  w ho, 
a t  t h e  t i m e  o f  p u r c h a s e  o f  t h e  b o n d , was an 
e m p lo y e e  w i t h i n  t h e  m e a n i n g  o f  s e c t io n  401  
( c )  ( 1 ) ,  s h a l l  b e  t h e  a m o u n t  o f  t h e  c o n tr ib u ­

t i o n s  u s e d  t o  p u r c h a s e  t h e  b o n d  w h i c h  were 
m a d e  o n  b e h a l f  o f  s u c h  e m p lo y e e  a n d  were 
n o t  a llo w e d  a s  a  d e d u c t i o n  u n d e r  s u b s e c t io n  
( c ) .

T h e  b a s i s  o f  a n y  b o n d  d e s c r ib e d  i n  s u b se c tio n

( b )  r e c e iv e d  b y  a  d i s t r i b u t e e  f r o m  a  tru s t  
d e s c r ib e d  i n  s e c t i o n  4 0 1 ( a )  w h i c h  is  e x e m p t  
f r o m  t a x  u n d e r  s e c t i o n  5 0 1 ( a )  s h a l l  b e  d e ­

t e r m i n e d  u n d e r  r e g u la t i o n s  p r e s c r ib e d  b y  th e  
S e c r e ta r y  o r  h i s  d e le g a te .

( e )  C a p ita l g a in s  t r e a t m e n t  n o t  to  a pply  
t o  b o n d s  d is t r i b u t e d  b y  t r u s t s .  S e c t io n  402  
( a )  ( 2 )  s h a l l  n o t  a p p ly  t o  a n y  b o n d  d escr ib ed 
i n  s u b s e c t i o n  ( b )  d i s t r i b u t e d  t o  a n y  d is tr ib u ­
te e  a n d , f o r  p u r p o s e s  o f  a p p ly in g  s u c h  sec ­
t i o n ,  a n y  s u c h  b o n d  d i s t r ib u t e d  to  any 
d i s t r i b u t e e  a n d  a n y  s u c h  b o n d  t o  t h e  cred it 
o f  a n y  e m p lo y e e  s h a l l  n o t  b e  t a k e n  in to  
a c c o u n t .

( f )  E m p l o y e e  d e f in e d .  F o r  p u rp o s e s  o f  
t h i s  s e c t i o n , t h e  t e r m  “ e m p lo y e e ”  in c lu d e s  
a n  in d i v i d u a l  w h o  is  a n  e m p lo y e e  w it h in  th e  
m e a n i n g  o f  s e c t io n  4 0 1 ( c )  ( 1 ) ,  a n d  t h e  e m ­

p lo y e r  o f  s u c h  in d i v i d u a l  s h a l l  b e  t h e  p erson  
t r e a te d  a s  h i s  e m p lo y e r  u n d e r  s e c t io n  401

( c )  ( 4 ) .  „  rtf
( g )  P r o o f  o f  p u r c h a s e .  A t  t h e  t i m e  oi 

p u r c h a s e  o f  a n y  b o n d  t o  w h i c h  t h i s  s e c t io n  
a p p l ie s , p r o o f  o f  s u c h  p u r c h a s e  s h a l l  b e  fu r ­

n i s h e d  i n  s u c h  f o r m  a s  w il l  e n a b le  t h e  p u r ­
c h a s e r , a n d  t h e  e m p lo y e e  i n  w h o s e  n a in  
s u c h  b o n d  is  p u r c h a s e d , t o  c o m p ly  w it h  th e  

p r o v is io n s  o f  t h i s  s e c t i o n .
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( h )  R e g u la t io n s .  T h e  S e c r e ta r y  o r  h is  

delegate s h a l l  p r e s c r ib e  s u c h  r e g u la t i o n s  a s  

m a y  b e  n e c e s s a r y  t o  c a r r y  o u t  t h e  p r o v is io n s  

of th is  s e c t io n .

[Sec. 4 0 5  a s  a d d e d  b y  s e c . 5 , S e l f -E m p l o y e d  

In d iv id u a ls  T a x  R e t i r e m e n t  A c t  o f  1 9 6 2  ( 7 6  

S ta t. 8 2 6 )  ]

§  1 .4 0 5 —1  Q u a l i f ie d  b o n d  p u r c h a s e  

p la n s .

(a) Introduction. S ectio n  405 relates 
to the requirem ents fo r  qua lifica tion  o f, 

and the ta x trea tm en t o f  fu n ds con tr ib ­
uted to, retirem en t plan s o f  a n  em ployer 
for the benefit o f  h is em ployees w h ich  
are fu n ded  th rou gh  th e p urch ase  o f  
United States re tirem en t p la n  bonds. 
Such bonds m a y be purch ased  u nder a 
qualified b on d  purchase p la n  described 
in section  405 (a ) and  p aragrap h  (b ) o f  
this section . T h e  qualified  b on d  p u r ­
chase p lan  is an  alternative m eth od  o f  
providing som e o f  th e d e fe rred  com p en ­
sation benefits prov id ed  by plan s d e ­
scribed in  section  401. In  addition , re ­
tirement bond s m a y  be p urch ased  u nder 
a qualified pen sion  o r  p ro fit -sh a rin g  p la n  
described in  section  401. A  qualified  b on d  
purchase pla n  o r  a  qualified  pension  or 
profit-sharing p la n  u n der w h ich  retire ­
ment bonds are pu rch ased  m ay cover on ly  
com m on-law  em ployees, se lf-em p loyed  
individuals, o r  b oth . A  qualified  b on d  
purchase p la n  m a y  be established a fter  
December 31,1962, and  retirem en t bon ds 
may be purch ased  b y a  qua lified  p en sion  
or pro fit-sh arin g  p la n  a fter  D ecem ber 31, 
1962. F or  th e term s and  con d it ion s  o f  
the retirem ent bond s, see section  405 (b ) 
and Trea su ry  D ep artm en t C ircu lar, 
Public D ebt Series— N o. 1-63.
■ (b) Qualified bond purchase plans.
(1) A qualified  b on d  purch ase  p la n  is a  
definite w ritten  p rogram  and  a rra n ge ­
ment w h ich  is com m u n ica ted  to  th e em ­
ployees a nd  established and  m a in ta in ed  
by an em ployer solely  to  purch ase  fo r  
and distribute to  h is em ployees o r  th eir  
beneficiaries retirem en t bond s. Th ese  
bonds m u st be pu rch ased  in  th e  n am e o f  
the em ployee on  w hose  b eh a lf  th e  c o n ­
tributions are m ade. T h e  p la n  m u st be 
a perm anent p la n  w h ich  m eets th e re ­
quirements o f  section  4 01 (a ) (3 ) ,  (4 ) ,
(5), (6 ) ,  (7 ) ,  and  (8) and, i f  app licable, 
the requirem ents o f  section  4 01 (a ) (9) 
and (10) a nd  o f  section  4 01 (d ) (o th er 
than paragraph s (1 ) ,  ( 5 ) ( B ) ,  a nd  ( 8 ) ) .  
The rules set fo r th  in  th e  regu lation s 
relating to  th ose prov is ion s shall be a p ­
plicable to  qua lified  b on d  purch ase  plans.

(2) A  qualified  b on d  purch ase  p la n  
must prov id e th a t an  em ployee ’s r igh t 
to the proceeds  o f  a  b on d  purch ased  in  
his nam e are n on for fe ita b le  and  w ill in  
no event inure to  th e benefit o f  th e em ­
ployer o r  be rea llo ca ted  in  a ny  m anner.

(c ) Benefits under a qualified bond 
purchase plan. (1 ) E xcep t as prov id ed  
in subparagraph (2) o f  th is p aragrap h , a  
qualified b on d  purchase p la n  m u st c o n ­
form  to  th e defin ition  o f  a  pension  p la n  
in paragraph  ( b ) (1 )  ( i)  o f  § 1.401-1, o r  
the defin ition  o f  a  p ro fit -sh a rin g  p la n  in  
Paragraph (b ) (1 ) (ii) o f  § 1.401-1. F or 
example, i f  th e qua lified  b on d  purch ase  
Plan is a  p ro fit-sh a r in g  plan , th e  p la n  
must includ e th e defin ite a lloca tion  fo r ­
mula described in  p aragrap h  (b ) (1 ) (ii)  
of § 1.401-1. In  addition , i f  su ch  a 
Profit-sharing p la n  covers any  ow n er-

em ployee, th e p la n  m ust also in clu de th e  
defin ite con tr ib u tion  fo rm u la  described  
in  section  4 01 (d ) (2) ( B ) .

(2) (i)  U nder a  qualified  b on d  p u r ­
chase  pla n , th e bon ds m a y be  distrib uted  
to  th e em ployees at any  tim e, a nd  th e 
p la n  n eed  n ot p roh ib it  th e d istrib ution  
or  red em p tion  o f  th e b ond s u n til the 
retirem en t o f  th e  em ployee. A cco rd ­
ingly, even  th ou gh  a qualified  b on d  p u r ­
ch ase  p la n  is design ed  as a  pen sion  pla n , 
it  need n ot provide  system atica lly  fo r  
th e p aym en t o f  defin ite ly  determ inab le 
benefits. H ow ever, p rov is ion s fo r  d is ­
tr ib u tion  m ust app ly  in  a  n on d iscrim in a - 
tory  m an ner.

(ii)  A  qua lified  b on d  purch ase  p lan  
w h ich  is designed as a  pension  p la n  m ay 
n ot con ta in  a  fo rm u la  fo r  con tr ib u tion s 
or benefits w h ich  m igh t require th e  re ­
a lloca tion  o f  am ou nts  to  an  em ployee ’s 
cred it  o r  w h ich  m igh t p rovid e  fo r  the 
reversion  o f  any  am ou nts  to  th e  
em ployer*

(d ) Contributions under a qualified 
bond purchase plan. (1 ) T h e  retire ­
m en t b ond s w ill be issued in  th e den om i ­
n ation s o f  $50, $100, $500, a nd  $1,000. 
T h ere fore , th e  con tr ib u tion  oth erw ise 
ca lled  fo r  u n der th e p la n  m ay n ot co in ­
cid e  w ith  an  a m ou n t th a t ca n  be in ­
vested in  retirem en t bonds. A cco rd ­
ing ly , th e  p la n  m u st p rovid e th a t th e  
con tr ib u tion s o n  b eh a lf o f  an  ind ividual 
em ployee fo r  any  year shall be rou n ded  
to  th e  n earest m u ltip le o f  $50.

(2 ) S in ce  th e em p loyee ’s righ ts  to  any 
b on d s  p u rch a sed  fo r  h im  u n der a  qu a li ­
fied  b on d  p urch ase  p la n  m u st be n o n ­
fo r fe ita b le , a  qua lified  b on d  p urch ase  
p la n  m ust, in  o rd er to  co n fo rm  to  th e 
requirem ents o f  section  4 0 1 (a )(4 )  w ith  
respect to  th è early term in a tion  o f  the 
p lan , restr ic t th e con tr ib u tion s on  b e ­
h a lf  o f  any  em ployee to  th e am ou n t 
w h ich  cou ld  be a lloca ted  to  h im  u n der 
p aragrap h  (c )  o f  § 1.401-4.

(e ) Definitions. F or  purposes o f  th is 
section  a n d  §§ 1 .405-2 and  1.405-3—

(1 ) T h e  term  “ em p loyee”  in clu des an  
em p loyee as defin ed  in  section  4 0 1 (c ) (1 ) 
a nd  p ara gra p h  ( b )  o f  § 1.401-10, and  
th e  term  “ em p loyer”  m eans th e person  
trea ted  as th e em ployer o f  su ch  in d iv id ­
ual u n der section  4 01 (c ) (4)~;

(2 ) T h e  term  “ ow n er-e m p lo y ee”  
m eans an  ow n er-em p loyee  as defin ed  in  
section  4 0 1 (c ) (3 ) a nd  p aragrap h  (d ) o f  
§ 1.401-10;

(3 ) T h e  term  “ earned in com e”  m eans 
ea rn ed  in com e as defin ed  in  section  401
(c )  (2 ) and  p aragrap h  (c )  o f  § 1.401-10; 
and

(4) T h e  term  “ retirem en t b o n d ”  
m eans a  U nited States R etirem en t P lan  
B on d , as described  in  section  405 (b ) and  
Trea su ry  D ep artm en t C ircu lar, Pu blic 
D eb t Series— N o. 1-63.

§  1 . 4 0 5 —2  D e d u c t i o n  o f  c o n t r ib u t io n s  t o  
q u a l i f i e d  b o n d  p u r c h a s e  p la n s .

(a )  In general. A n  em p loyer sh all be 
allow ed a  d edu ction  fo r  con tr ibu tions  
p aid  to  o r  u n der a  qua lified  b on d  p u r ­
chase  p la n  in  th e sam e m a n n er and  to  
th e  sam e exten t as i f  su ch  con tr ibu tions  
w ere m a de  to  a  trust described in  sec ­
t ion  4 01 (a ) w h ich  is exem pt fro m  ta x  
u n der section  5 0 1 (a ). A  d edu ction  w ill 
be allow ed on ly  fo r  th e taxa ble year in

w h ich  th e  con tr ib u tion s are paid , o r  
treated  as paid , excep t as provided  by 
section  4 04 (a ) (1 ) ,  ( 3 ) ,  and  (7 ) .  F or 
purposes o f  th e dedu ction , a  con tr ib u tion  
is p aid  at th e tim e th e  a pp lica tion  fo r  
th e b on d  is m a de  a nd  th e  fu ll purch ase  
price  paid .

(b ) Rules for applying section 404. 
I f  a qua lified  b on d  purch ase  p la n  is d e ­
signed  as a pension  p la n  as defined in  
p aragrap h  (b ) (1) (i)  o f  § 1.401-1, th e 
lim itation s o f  section  404 a p p licable  to  
qua lified  pen sion  trusts shall apply. 
See §§ 1 .4 0 4 (a )-3  th rou gh  1 .4 0 4 (a )-7 . 
S im ilarly , i f  a qualified  b on d  purch ase  
p la n  is designed as a  p ro fit-sh a r in g  p lan  
as defin ed  in  p aragrap h  (b ) (1) (ii)  o f  
§ 1.401-1, th e  lim itation s o f  section  404 
app licable  to  qua lified  p ro fit-sh a r in g  
trusts shall app ly. See §§ 1 .4 0 4 (a )-9  
and  1 .4 0 4 (a )-1 0 . In  add ition , i f  a 
qua lified  b on d  p urch ase  p la n  designed 
as a  p ension  p la n  covers som e o r  all o f  
th e em ployees  w h o  are covered  b y a 
qua lified  p ro fit-sh a r in g  p la n  established 
and  m ain ta in ed  b y th e sam e em ployer, 
o r  i f  a  qua lified  b on d  p urch ase  pla n  
w h ich  is designed as a  p ro fit-sh a r in g  
p la n  covers som e o r  all th e em ployees 
w h o are also covered  b y a  qua lified  p en ­
s ion  or  a nn u ity p la n  established and  
m a in ta in ed  by th e  sam e em ploy er, s e c ­
t ion  4 0 4 (a )(7 )  is app licable. See 
§ 1 .4 0 4 (a )- ( 1 3 ) .  F u rth erm ore , i f  a  q u a l ­
ified  b on d  purch ase  p la n  covers  em ­
p loyees som e o r  all o f  w h om  are em ­
p loyees  w ith in  th e  m ea n in g  o f  section  
4 0 1 (c ) (1 ) ,  th e provision s o f  section  404
(a ) (8 ) ,  (9 ) ,  a nd  (10) and  404(e) shall 
a lso apply.

( c )  Accrual method taxpayers. In  the 
case  o f  a  ta xp ayer using th e  a ccru a l 
m eth od  o f  accou n tin g , a  con tr ib u tion  to  
a  qua lified  b on d  p urch ase  p la n  w ill be 
deem ed p aid  o n  th e last d ay  o f  th e  year 
o f  a ccru a l i f—

(1 ) D u rin g th e ta xa b le  year o f  a ccru a l 
th e ta xp ayer incurs  a  liability  to  m ake 
th e  con tr ib u tion , th e  a m ou n t o f  w h ich  
is accru ab le  u n der section  461 fo r  su ch  
ta xa b le  year, and

(2 ) P a ym en t is in  fa c t  m a de  n o  later 
th a n  th e  tim e prescribed  b y th e  law  fo r  
filin g  th e retu rn  fo r  th e ta xa b le  yea r o f  
a ccru a l (in clu d in g  exten sion s t h e r e o f ) .

§  1 . 4 0 5 —3  T a x a t i o n  o f  r e t ir e m e n t  b o n d s .

(a )  In general. (1 ) A s in  th e  case o f  
em ployer con tr ib u tion s  u nder a  qualified  
pension , ann uity, p ro fit -sh a rin g , or stock  
bonu s pla n , em ployer con tr ib u tion s  on  
b eh a lf o f  h is com m on -la w  em ployees 
u n der a  qualified  b on d  purch ase  p la n  are 
n o t  in clu d ib le  in  th e  gross in com e  o f  th e 
em ployees w h en  m a de, a n d  em ployer  
con tr ib u tion s on  b eh a lf  o f  se lf-em p loyed  
ind ividuals are d edu ctib le  as p rovid ed  in  
section  4 05 (c ) a nd  § 1.405-2. Further, 
a n  em ployee  o r  h is b eneficiary does n o t  
realize gross in com e u p on  th e  rece ip t o f  
a  retirem en t b on d  pursuant to  a  qualified  
b on d  p urch ase  p la n  or fro m  a trust d e ­
scribed  in  section  401 (a ) w h ich  is e x ­
em pt fro m  ta x  u n der section  5 0 1 (a ). 
U pon  redem ption  o f  su ch  a  bon d , o rd i ­
n ary  in com e w ill be rea lized to  th e exten t 
th e  proceeds  th ereo f exceed  th e  basis 
(determ in ed  in  a ccord a n ce  w ith  p a ra ­
grap h  (b ) o f  th is section ) o f  th e  bond . 
T h e  p roceeds o f  a  re tirem en t b on d  are
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n o t  en titled  to  th e  special ta x  trea tm en t 
o f  section  72 (n ) a nd  § 1.72-18.

(2) In  th e event a  re tirem en t b on d  is 
su rrendered  fo r  partia l red em p tion  and  

reissuance o f  th e  rem ain der, th e  person 

su rrendering th e  b on d  shall be  taxable  
on  th e proceeds  rece ived  to  th e  exten t 
such  proceeds  exceed  th e basis in  th e 
p ortion  redeem ed. In  such  case, the 

basis shall be determ in ed  (in  a cco rd ­
a n ce  w ith  p aragrap h  (b ) o f  th is section ) 

as if  th e  p ortion  redeem ed  a nd  th e p o r ­

t ion  reissued h ad  been  issued as separate 
bonds.

(3 ) In  th e  even t a  retirem en t b on d  is 
redeem ed a fter  th e d ea th  o f  the reg is ­

te red  ow ner, th e am ou n t taxa ble (as d e ­
term in ed  in  a ccord a n ce  w ith  su bp ara ­
grap h  (1 ) o f  th is paragrap h ) is in com e 

in  resp ect o f  a  deceden t u n der section  

691.
(4) T h e  prov isions o f  section  4 02 (a )

(2 ) are n o t  app licable  to  a  retirem en t 
bon d . In  general, section  4 02 (a ) (2 ) p ro ­

v ides fo r  ca p ita l gains  treatm en t o f  ce r ­
ta in  distribution s fro m  a qualified  trust 
w h ich  con stitu te  th e to ta l d istrib ut ions  

payab le  w ith  resp ect to  a ny  em ployee. 
T h e  p roceed s o f  a  retirem en t b on d  re ­
ce ived  u pon  red em p tion  w ill n o t  be e n ­
titled  to  such  ca p ita l ga in  trea tm en t 
even th ou gh  th e b on d  is received  as a 
p a rt o f , o r  as th e w h ole o f , such  a  to ta l 
d istrib ution . N or  w ill such  a  b on d  be 
ta ken  in to  con sideration  in  determ in ing  
w h eth er  th e  d istribution  represents th e  
to ta l a m ou n t paya b le  b y th e trust w ith  
resp ect to  a n  em ployee. Thus, a  d istr i ­
bu tion  b y a  qualified trust m a y con sti ­
tu te  a  to ta l d istribution  payab le w ith  
resp ect to  a n  em ployee  fo r  purposes o f  
section  4 02 (a ) (2 ) even  th ou gh  th e  trust 
reta in s retirem en t bon d s registered in  
th e  n am e o f  such  (employee.

(b ) Basis. (1 ) ‘ T h is  paragrap h  is a p ­
p licable  in  d eterm in in g th e basis o f  any 
ret irem en t b on d  distrib uted pursuant to  
a  qualified  b on d  purch ase  p la n  o r  d is ­
tr ibu ted  b y a  trust q ua lifyin g u n der sec ­
t ion  401. In  th e  case o f  such  a  b on d  
purch ased  fo r  a n  ind ividual a t th e  tim e 
h e  is a  com m on -la w  em ployee, th e  basis 
is th a t p ortion  o f  th e  purch ase  p rice  
attribu ta ble to  em ployee con tribu tion s. 
In  th e  case o f  su ch  a  b on d  pu rch ased  fo r  
a n  ind ividual a t th e tim e h e is a  s e lf-  
em ployed  individual, th e basis shall be 
determ in ed  u n der subparagraph (3) o f  
th is  paragraph .

(2 ) A t th e  tim e a  retirem en t b on d  is 
purch ased , th ere  shall be in d ica ted  on  
th e a pp lica tion  fo r  th e retirem en t b on d  
w h eth er  th e  individual fo r  w h om  th e  
ret irem en t b on d  is purch ased  is a  co m ­
m on -la w  em ployee o r  a  se lf-e m p loyed  
individu al, and  in  th e  case  o f  co m m o n - 
law  em ployees  th e  a m ou n t o f  th e  p u r ­
ch a se price, i f  any, attributable to  the 
em ployee ’s con tr ib u tion . T h e  answers 
to  these questions w ill appear on  th e  re ­
t irem en t bond, and  w hen th e  retirem en t 
b on d  is purch ased  fo r  a  com m on -la w  
em p loyee, th e  basis fo r  th e retirem en t 
b on d  is presum ed to  be th e am ou n t o f  
th e  purch ase  p rice  w h ich  th e  retirem en t 
b on d  in d ica tes was con tr ibu ted  by th e 
em ployee.

(3 ) ( i)  E xcep t as prov id ed  in  su bd i ­
v is ion  (ii)  o f  th is subparagraph , fo r  p u r ­
poses o f  determ in in g th e  basis o f  re tire -
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m en t bon ds pu rch ased  fo r  an  ind ividual 
w hile h e  w as a  se lf-e m p loyed  ind ividual, 
a ll su ch  bon ds redeem ed  during a ta x ­
able year shall be con sid ered  in  th e  a g ­
grega te as a  single re tirem en t bon d . T h e  
basis o f  su ch  retirem en t bon d s shall be 
th e  differen ce  betw een th e aggregate o f  
th e ir fa ce  am ou nts  a nd  th e lesser o f :

(a ) O n e -h a lf  th e aggregate o f  th eir  
fa ce  am ounts, o r

(b ) T h e  aggregate o f  th e  unused 
am ounts allow ed as a  dedu ction  at th e 
en d  o f  th e  taxable  year (as determ in ed  
in  su bp arag ra ph  (4) o f  th is p a ra g ra p h ).

(ii)  T h e  basis o f  a  retirem en t b on d  
p urch ased  fo r  a  se lf-e m p loyed  in dividual 
w h ich  is redeem ed a fter  h is death  is the 
am ou nt determ in ed  by m ultip ly ing  th e 
fa ce  am ount o f  such  retirem ent b on d  by 
a  fra ction —

(a ) T h e  n u m era tor o f  w h ich  is th e 
aggregate o f  th e fa ce  am ounts o f  a ll th e 
bon ds registered in  th e  ind iv id u al’s nam e 
at h is death  w h ich  w ere purch ased  w hile 
h e w as a  se lf-e m p loyed  ind ividual re ­
duced  b y  th e aggregate  o f  th e unused 
am ounts allow ed as a  d edu ction  at h is 
d ea th  (as determ in ed  in  su bp aragraph
(4 ) o f  th is p a r a g r a p h ), a nd

( b )  T h e  den om in ator o f  w h ich  is th e  
aggregate  o f  th e fa ce  am ou nts o f  a ll such  
bond s.

(4 ) (i)  In  th e  case  o f  retirem en t bon ds 
p urch ased  u n d e r 'a  qualified  b on d  p u r ­
ch ase  pla n , th e aggregate  o f  th e  unused 
am ou nts allow ed as a  dedu ction  at th e 
en d  o f  any  taxa ble yea r sh all be an  
am ou nt equal to  th e to ta l o f  th e am ounts 
allow able fo r  su ch  ta xa b le year, a nd  th e 
am ounts allow ed in  all p r io r  taxa ble  
years, as a  d edu ction  u nder section  405
(c )  fo r  con tr ibu tion s used to  purch ase  
retirem en t b on d s  fo r  th e  reg istered 
ow n er w hile h e  was a  se lf-e m p loyed  
ind ividual, redu ced  by an  am ou nt equal 
to  th e  p ortion  o f  th e  fa ce  am ounts o f  
su ch  re tirem en t bon ds redeem ed  in  p rior 
ta xa b le  years w h ich  w ere in clu d ed  in  th e 
registered  ow n er’s gross in com e.

( i i ) . I n  th e  case o f  retirem ent bon ds 
pu rch ased  by a  trust described in  sec ­
t io n  401 (a ) and  exem p t u n der section  
5 0 1 (a ), th ere  sh all be a llo ca ted  to  th e  
retirem en t b on d  th e  d edu ction  u n der 
section  404 attributable to  th e  co n tr i ­
bution s used to  purchase th e retirem en t 
bond . T h e  am ou n t so a lloca ted  shall 
be treated  in  th e sam e m a n n er as th e 
dedu ction  allow ed  u n der section  4 05 (c ) 
f o r  purposes o f  com pu tin g  th e  unused 
am ou nts allow ed as a  dedu ction  u nder 
subd iv ision  ( i)  o f  th is subparagraph . 
Further, th e  am ou n t so a llo ca ted  shall 
n o t  b e  in clu ded  in  th e investm ent in  th e  
con tra ct  fo r  purposes o f  section  72 in  
determ in in g th e  p ortion  o f  th e  oth er 
assets d istributed by  th e trust in clu ded 
in  gross incom e.

(5 ) T h e  app lica tion  o f  the  ru le o f  su b- 
p aragrap h s (3) and  (4 ) o f  th is  p ara ­
grap h  m a y be illu strated by th e fo llow in g  
exam p les :

E x a m p le  ( 1 ) .  B ,  a  s e l f -e m p l o y e d  I n d i v i d ­

u a l ,  a d o p t s  a  q u a li f i e d  b o n d  p u r c h a s e  p la n  
i n  1 9 6 3 . D u r i n g  1 9 6 3  t h e  p la n  p u r c h a s e d  
$ 2 ,0 0 0  w o r t h  o f  r e t i r e m e n t  b o n d s  i n  h i s  n a m e .  
A s  a  r e s u lt  o f  o v e r e s t i m a t i n g  h i s  in c o m e  
f o r  1 9 6 3 , o n l y  $ 4 0 0  w a s  a l lo w e d  B  a s  a  d e d u c ­

t i o n  p u r s u a n t  t o  s e c t i o n  4 0 5 ( c ) .  I n  1 9 6 4 ,  
p r i o r  t o  B ’s  r e t i r e m e n t  i n  J u n e  o f  t h a t  y e a r ,  
t h e  p l a n  p u r c h a s e d  a  $ 5 0 0  r e t i r e m e n t  b o n d

i n  B ’s  n a m e  f o r  w h i c h  a  d e d u c t io n  was 
a l lo w a b le  p u r s u a n t  t o  s e c t i o n  4 0 5 ( c )  in  th e  
a m o u n t  o f  $ 2 5 0 . B  r e d e e m e d  a  re tire m e n t  
b o n d  w i t h  a  f a c e  a m o u n t  o f  $ 5 0 0  in  Sep tem ­
b e r  o f  1 9 6 4  a n d  a n o t h e r  w i t h  a  fa c e  a m o u n t  
o f  $ 5 0 0  i n  O c to b e r  o f  1 9 6 4 . O f  t h e  proceeds  
r e c e iv e d  i n  1 9 6 4  f r o m  t h e  r e d e m p t io n  o f  the  
b o n d s , $ 1 ,0 0 0  p l u s  in t e r e s t , B  s h a l l  exclu de  
f r o m  h i s  g r o s s  i n c o m e  $ 5 0 0  ( fa c e  a m o u n t  
o f  t h e  r e t i r e m e n t  b o n d s , $ 1 ,0 0 0 , les s  $500, 
o n e - h a l f  o f  t h e  f a c e  a m o u n t ,  t h e  la t te r  bein g  
le s s  t h a n  t h e  a g g r e g a t e  o f  t h e  u n u se d  
a m o u n t s  a llo w e d  a s  a  d e d u c t i o n , $ 2 5 0  a llow ­

a b le  f o r  t h e  ta x a b l e  y e a r  i n  w h ic h  th e  b o n ds  
w e r e  r e d e e m e d  p lu s  $ 4 0 0 , t h e  u n u s e d  a m o u n ts  
a l lo w e d  i n  p r i o r  t a x a b le  y e a r s , o r  $ 6 5 0 ) .  T h e  
a g g r e g a t e  o f  t h e  u n u s e d  a m o u n t s  allow ed  
a s  a  d e d u c t i o n  s h a l l  b e  r e d u c e d  b y  th e  
a m o u n t  s o  e x c l u d e d  ( $ 6 5 0 — $ 5 0 0 = $ 1 5 0 ) .  
D u r i n g  t h e  f o l l o w i n g  y e a r , B  r e d e e m s  an ­

o t h e r  r e t i r e m e n t  b o n d  w i t h  a  fa c e  a m o u n t  
o f  $ 5 0 0 . O f  t h e  p r o c e e d s  r e c e iv e d  f r o m  th e  
r e d e m p t i o n  o f  s u c h  r e t i r e m e n t  b o n d , $500  
p lu s  i n t e r e s t , B  s h a l l  e x c lu d e  f r o m  h is  gross 
i n c o m e  $ 3 5 0  ( f a c e  a m o u n t  o f  t h e  re tire m e n t  
b o n d s , $ 5 0 0 , le s s  $ 1 5 0 , t h e  a g g r e g a te  o f  th e  
u n u s e d  a m o u n t s  a llo w e d  a s  a  d ed u c t io n , 
t h e  l a t t e r  b e i n g  le s s  t h a n  o n e - h a l f  o f  th e  face  
a m o u n t  o f  t h e  b o n d ,  $ 2 5 0 ) .  T h e  aggregate  
o f  t h e  .u n u s e d  a m o u n t s  a llo w e d  a s  a  d ed u c ­

t i o n  is  r e d u c e d  t o  z e r o  ( $ 1 5 0 — $ 1 5 0 = 0 ) .  
U p o n  r e d e m p t i o n  o f  t h e  r e m a i n i n g  re tire ­

m e n t  b o n d s  r e g is te r e d  i n  B ’s  n a m e , B  sh all 
e x c lu d e  f r o m  h i s  g r o s s  i n c o m e  w it h  resp ect 
t o  s u c h  p r o c e e d s  a n  a m o u n t  e q u a l t o  th e  face  
a m o u n t s  o f  t h e  b o n d s  r e d e e m e d .

E x a m p le  ( 2 ) .  C ,  a  s e l f - e m p l o y e d  in d iv id ­

u a l ,  p a r t i c i p a t e d  i n  a  q u a li f i e d  b o n d  p u rch a se  
p l a n  d u r i n g  t h e  y e a r s  1 9 6 3  t h r o u g h  1966. 
T h e  p la n  p u r c h a s e d  i n  h i s  n a m e  re tire m e n t  
b o n d s  i n  t h e  a g g r e g a t e  o f  $ 1 0 ,0 0 0 . C  de ­

d u c t e d  $ 4 ,0 0 0  f r o m  h i s  g r o s s  in c o m e  fo r  th e  
f o u r  y e a r s  ( $ 1 ,0 0 0  f o r  e a c h  y e a r )  w ith  re ­

s p e c t  t o  t h e  p u r c h a s e  o f  s u c h  re tire m e n t  
b o n d s . C  r e t i r e d  i n  D e c e m b e r  o f  1 96 6  an d  
d u r i n g  t h e  f o l l o w i n g  y e a r  r e d e e m e d  o n e  re ­

t i r e m e n t  b o n d  w i t h  a  f a c e  a m o u t  o f  $1 ,000 . 
C  e x c lu d e d  f r o m  h i s  g r o s s  in c o m e  $ 5 0 0  o f  
o f  t h e  p r o c e e d s  o f  t h e  b o n d .  C  d ie d  w ith o u t  
r e d e e m i n g  a n y  o f  t h e  r e m a i n i n g  re tire m e n t  
b o n d s  r e g is te r e d  i n  h i s  n a m e . T h e  b a s is  o f  
e a c h  r e m a i n i n g  r e t i r e m e n t  b o n d  s h a ll  be  
d e t e r m i n e d  b y  m u l t i p l y i n g  t h e  f a c e  a m o u n t  

$ 5 ,5 0 0
o f  e a c h  r e t i r e m e n t  b o n d  b y  — ---- - - - . T h e  n u -

J $ 9 ,0 0 0
m e r a t o r  is  t h e  a g g r e g a t e  o f  t h e  f a c e  a m o u n ts  
r e g is te r e d  i n  C ’s  n a m e  ( a s  a  s e lf -e m p lo y e d  
i n d i v i d u a l )  a t  h i s  d e a t h , $ 9 ,0 0 0 , r e d u c e d  by  
t h e  a g g r e g a t e  o f  t h e  u n u s e d  a m o u n t s  a llow e d  
a s  a  d e d u c t i o n  a t  h i s  d e a t h , $ 3 ,5 0 0  (a m o u n ts  
a l lo w e d  a s  a  d e d u c t i o n  u n d e r  s e c t i o n  4 0 5 ( c ) ,  
$ 4 ,0 0 0 , r e d u c e d  b y  t h e  p o r t i o n  o f  th e  face  
a m o u n t  o f  t h e  r e t i r e m e n t  b o n d  r e d e e m e d  by  
C  w h i c h  w a s  i n c l u d e d  i n  C ’s  g r o ss  in c o m e , 
$ 5 0 0 ) ,  o r  $ 5 ,5 0 0 . T h e  d e n o m in a t o r  is  th e  
f a c e  a m o u n t  o f  t h e  r e t i r e m e n t  b o n d s  re g is ­
te r e d  i n  h i s  n a m e  a s  a  s e l f -e m p l o y e d  in ­

d i v i d u a l  a t  h i s  d e a t h , $ 9 ,0 0 0 .

[ F .R .  D o c . 6 3 - 9 9 2 1 ;  F i l e d , S e p t . 1 6 , 1963;

8 : 4 8  a .m .]

[ T .D .  6 6 7 6 ]

p a r t  1— IN COM E TAX; TAXABLE 

YEARS BEGINNING AFTER DECEM­
BER 31, 1953

S e l f - E m p l o y e d  I n d i v i d u a l s

d n  June 18, 1963, n otice  o f  proposed 
ru le m akin g w ith  resp ect to  the amend­
m en t o f  th e  In com e  T a x  R egu lation s ( 2 6  

C F R  P a rt 1) to  re flect the changes made 
b y section s 2 (in  p a r t ) , 3, and 4 o f  the 
S e lf-E m ployed  Indiv idu als  T a x  R e t ir e ­
m en t A ct o f  1962 (76 Stat. 815, 819, 821) 
was published in  th e  F e d e r a l  R e g is t e r  
(28 F .R . 6215), A fte r  consideration  oi
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all such relevan t m atter  as was p re ­

sented by interested persons regardin g 

the ru les proposed , th e am en dm en t o f  
th e regulations as prop osed  is hereby  
adopted, su b je ct to  the ch an ges  set fo r th  
below:

Pa r a g r a ph  1. P ara grap h  (a ) (2 ) o f  
§ 1.72-11, as set fo r th  in  p aragrap h  4 o f  
the appen dix to  th e n otice  o f  proposed  
rule m aking, is revised.

Pa r . 2. Pa ragrap h  (g ) o f  § 1.72-15, as 
set fo rth  in  p aragrap h  6 o f  the appendix 
to the n otice o f  p rop osed  rule m a king, is 
revised.

Pa r . 3. S ection  1.72-16, as set fo r th  in  
paragraph 6 o f  the app en dix  to  the n otice  
of proposed rule m akin g, is revised.

Pa r . 4. S ection  1.72-18, as set fo r th  in  
paragraph 6 o f  th e  ap pen dix to  th e 
notice o f  p rop osed  ru le  m a kin g, is re ­
vised by  ch a n g in g  paragrap h  ( a ) .

Pa r . 5. S ection  1.401-13, as set fo r th  in  
paragraph 7 o f  th e a ppen dix to  the 
notice o f  p rop osed  rule m akin g, is 
changed b y revising subparagraphs (2 )
(i) , (3 ) ,  and  (4) (i)  o f  p aragrap h  (c )  , 
and subp aragraph (2) ( i)  o f  p aragrap h  
,(d). .

Pa r . 6. S ectio n  1 .40 2 (a )—1, as set fo r th  
in paragraph  9 o f  th e  ap pen dix to  th e 
notice o f  proposed  rule m a kin g, is re ­
vised b y ch a n g in g  paragrap h  (a ) (2 ) .

Pa r . 7. S ectio n  1.403 ( a ) -1 , as set fo r th  
in paragrap h 11 o f  th e a ppen dix to  th e  
notice o f  p rop osed  ru le m akin g, is re ­
vised b y ch a n g in g  p aragrap h  (d ) .

Pa r . 8. P a ra grap h  12 o f  th e app en dix 
to the n o tice  o f  p rop osed  ru le m akin g 
is changed by elim in atin g th e  prop osed  
am endm ent o f  th a t p ortion  o f  paragrap h
(a) o f  § 1.403 ( a ) -2  w h ich  precedes su b - 
paragraph (1 ) .

Pa r . 9. S e c t i o n  1.404 ( a ) - 8 ,  a s  s e t  f o r t h  
in  p a r a g r a p h  16 o f  t h e  a p p e n d ix  t o  t h e  
n o tice  o f  p r o p o s e d  r u le  m a k in g ,  is  r e ­
v ised  b y  c h a n g in g  p a r a g r a p h  ( a ) ( 2 ) .

(Sec. 7 8 0 5  o f  t h e  I n t e r n a l  R e v e n u e  C o d e  o f  
1954 ( 6 9 A  S t a t .  9 1 7 ; 2 6  U .S .C . 7 8 0 5 ) )

[ s e a l ] M o r t ime r  M. Ca p l in ,
Commissioner o f Internal Revenue.

A pp rov ed : Septem ber  10, 1963.

S t a n l e y  S. S u r r e y , -  

Assistant Secretary of the 
, Treasury.

In  ord er to  con fo rm  th e  In com e  T a x  
Regulations (26 C F R  P a rt 1) to  sections 
2 (in p a r t ) ,  3, a n d  4 o f  th e S e lf-E m ­
ployed Ind iv idu als  T a x  R etirem en t A ct 
of 1962 (76 Sta t. 815, 819, 8 21 ), such  
regulations are am en ded  as fo llow s : 

Pa r a g r a ph  1. S ection  1.72 is  am ended 
by revising section  7 2 (d ) (2 ) ,  b y redes ­
ignating su bsection  (m ) o f  section  72 as 
subsection (o )  and  insertin g a fte r  s u b --  
section 0 )' new  su bsections (m ) and  
in ), and b y add in g a  h istorica l note. 
These am en ded  and  added provisions 
read as fo llow s :

§  1 .7 2  S t a tu t o r y  p r o v i s i o n s ;  a n n u i t ie s ;  
c e r ta i n  p r o c e e d s  o f  e n d o w m e n t  a n d  
l i f e  in s u r a n c e  c o n tr a c ts .

Se c . 7 2 . A n n u i t i e s ;  c e r ta in  p r o c e e d s  o f  e n ­

d o w m e n t  a n d  l i f e  in s u r a n c e  c o n tr a c t s .  *  *  *  
( d )  E m p l o y e e s ’ a n n u i t i e s .  * * *

( 2 )  S p e c ia l r u le s  f o r  a p p lic a t io n  o f  p a r a -  
SPaph ( l ) .  F o r  p u r p o s e s  o f  p a r a g r a p h  ( 1 ) —

( A )  i f  t h e  e m p lo y e e  d ie d  b e fo r e  a n y  
a m o u n t  w a s  r e c e iv e d  a s  a n  a n n u i t y  u n d e r

t h e  c o n t r a c t , t h e  w o r d s  “ r e c e iv a b le  b y  t h e  
e m p l o y e e "  s h a l l  b e  r e a d  a s  “ r e c e iv a b le  b y  a  
b e n e fi c ia r y  o f  t h e  e m p lo y e e ’ *; a n d

( B )  A n y  c o n t r i b u t i o n  m a d e  w i t h  r e s p e c t  
t o  t h e  c o n t r a c t  w h il e  t h e  e m p lo y e e  is  a n  
e m p lo y e e  w i t h i n  t h e  m e a n i n g  o f  s e c t io n  
4 0 1 ( c ) ( 1 )  w h i c h  is  n o t  a l lo w e d  a s  a  d e d u c ­

t i o n  u n d e r  s e c t io n  4 0 4  s h a l l  b e  t r e a t e d  a s  
c o n s id e r a t i o n  f o r  t h e  c o n t r a c t  c o n t r i b u t e d  
b y  t h e  e m p lo y e e .

4* * * * 4c
( m )  S p e c ia l r u le s  a p p lic a b le  t o  e m p l o y e e  

a n n u it i e s  a n d  d i s t r i b u t i o n s  u n d e r  e m p l o y e e  
p la n s — ( 1 )  C e r ta in  a m o u n t s  r e c e iv e d  b e fo r e  
a n n u i t y  s ta r t in g  d a te .  A n y  a m o u n t s  r e ­

c e iv e d  u n d e r  a n  a n n u i t y ,  e n d o w m e n t , o r  l i f e  
in s u r a n c e  c o n t r a c t  b e fo r e  t h e  a n n u i t y  s t a r t ­
i n g  d a te  w h i c h  a r e  n o t  r e c e iv e d  a s  a n  a n ­

n u i t y  ( w i t h i n  t h e  m e a n i n g  o f  s u b s e c t i o n  
( e ) ( 2 ) )  s h a U  b e  i n c l u d e d  i n  t h e  r e c i p i e n t ’s  
g r o s s  i n c o m e  f o r  t h e  t a x a b le  y e a r  i n  w h i c h  
r e c e iv e d  t o  t h e  e x t e n t  t h a t —

( A )  S u c h  a m o u n t s ,  p lu s  a l l  a m o u n t s  
t h e r e t o f o r e  r e c e iv e d  u n d e r  t h e  c o n t r a c t  a n d  
in c l u d i b l e  i n  g r o s s  in c o m e  u n d e r  t h i s  p a r a ­

g r a p h ,  d o  n o t  e x c e e d
( B )  T h e  a g g r e g a t e  p r e m i u m s  o r  o t h e r  c o n ­

s i d e r a t i o n  p a i d  f o r  t h e  c o n t r a c t  w h il e  t h e  
e m p lo y e e  w a s  a n  o w n e r -e m p lo y e e  w h i c h  w e r e  
a llo w e d  a s  d e d u c t i o n s  u n d e r  s e c t io n  4 0 4  f o r  
t h e  t a x a b l e  y e a r  a n d  a l l  p r io r  t a x a b le  y e a r s .

A n y  s u c h  a m o u n t s  s o  r e c e iv e d  w h i c h  a r e  
n o t  i n c l u d i b l e  i n  g r o s s  i n c o m e  u n d e r  t h i s  
p a r a g r a p h  s h a l l  b e  s u b j e c t  t o  t h e  p r o v is io n s  
o f  s u b s e c t i o n  ( e ) .

( 2 )  C o m p u t a t io n  o f  c o n s id e r a t io n  p a id  b y  
t h e  e m p l o y e e ..  I n  c o m p u t i n g —

( A )  T h e  a g g r e g a t e  a m o u n t  o f  p r e m i u m s  
o r  o t h e r  c o n s id e r a t i o n  p a i d  f o r  t h e  c o n t r a c t  
f o r  p u r p o s e s  o f  s u b s e c t i o n  ( c ) ( 1 ) ( A )  ( r e ­

l a t i n g  t o  t h e  i n v e s t m e n t  in  t h e  c o n t r a c t ) ,

( B )  T h e  c o n s id e r a t i o n  f o r  t h e  c o n t r a c t  
c o n t r i b u t e d  b y  t h e  e m p lo y e e  f o r  p u r p o s e s  o f  
s u b s e c t i o n  ( d ) ( 1 )  ( r e la t i n g  t o  e m p lo y e e ’s  
c o n t r i b u t i o n s  r e c o v e r a b le  i n  3  y e a r s ) ,  a n d

( C )  T h e  a g g r e g a t e  p r e m i u m s  o r  o t h e r  c o n ­

s id e r a t io n  p a i d  f o r  p u r p o s e s  o f  s u b s e c t io n  
( e ) ( 1 ) ( B )  ( r e la t i n g  t o  c e r t a in  a m o u n t s  
n o t  r e c e iv e d  a s  a n  a n n u i t y ) ,

a n y  a m o u n t  a l lo w e d  a s  a  d e d u c t i o n  w i t h  
r e s p e c t  t o  t j i e  c o n t r a c t  u n d e r  s e c t i o n  4 0 4  
w h i c h  w a s  p a id  w h il e  t h e  e m p lo y e e  w a s  a n  
e m p lo y e e  w i t h i n  t h e  m e a n i n g  o f  s e c t i o n  4 0 1  
( c ) ( 1 )  s h a l l  b e  t r e a t e d  a s  c o n s i d e r a t i o n  c o n ­

t r i b u t e d  b y  t h e  e m p lo y e r , a n d  t h e r e  s h a l l  
n o t  b e  t a k e n  i n t o  a c c o u n t  a n y  p o r t i o n  o f  
t h e  p r e m i u m s  o r  o t h e r  c o n s i d e r a t i o n  f o r  t h e  
c o n t r a c t  p a i d  w h il e  t h e  e m p lo y e e  w a s  a n  
o w n e r -e m p l o y e e  w h i c h  is  p r o p e r ly  a l lo c a b le  
( a s  d e t e r m i n e d  u n d e r  r e g u la t i o n s  p r e s c r ib e d  
b y  t h e  S e c r e ta r y  o r  h i s  d e le g a t e )  t o  t h e  c o s t  
o f  l i f e ,  a c c id e n t , h e a l t h ,  o r  o t h e r  in s u r a n c e .

( 3 )  L if e  in s u r a n c e  c o n t r a c t s .  ( A )  T h i s  
p a r a g r a p h  s h a l l  a p p l y  t o  a n y  l i f e  i n s u r a n c e  
c o n t r a c t —

( i )  P u r c h a s e d  a s  a  p a r t  o f  a  p l a n  d e s c r i b e d  
i n  s e c t i o n  4 0 3 ( a ) ,  o r

( i i )  P u r c h a s e d  b y  a  t r u s t  d e s c r i b e d  i n  s e c ­

t i o n  4 0 1 ( a )  w h ic h  is  e x e m p t  f r o m  t a x  u n d e r  
s e c t i o n  5 0 1 ( a )  i f  t h e  p r o c e e d s  o f  s u c h  c o n ­

t r a c t  a r e  p a y a b le  d i r e c t ly  o r  in d i r e c t l y  t o  a  
p a r t i c i p a n t  i n  s u c h  t r u s t  o r  t o  a  b e n e fic ia r y  
o f  s u c h  p a r t i c i p a n t .

( B )  A n y  c o n t r i b u t i o n  t o  a  p la n  d e s c r ib e d  
i n  s u b p a r a g r a p h  ( A )  ( i )  o r  a  t r u s t  d e s c r ib e d  
i n  s u b p a r a g r a p h  ( A )  ( i i )  w h ic h  is  a llo w e d  
a s  a  d e d u c t i o n  u n d e r  s e c t i o n  4 0 4 , a n d  a n y  
i n c o m e  o f  a  t r u s t  d e s c r ib e d  i n  s u b p a r a g r a p h  
( A )  ( i i ) , w h i c h  i s  d e t e r m i n e d  i n  a c c o r d a n c e  
w i t h  r e g u la t i o n s  p r e s c r ib e d  b y  t h e  S e c r e ta r y  
o r  h i s  d e l e g a te  t o  h a v e  b e e n  a p p l ie d  t o  p u r ­

c h a s e  t h e  l i f e  i n s u r a n c e  p r o t e c t i o n  u n d e r  a  
c o n t r a c t  d e s c r i b e d  i n  s u b p a r a g r a p h  ( A ) ,  is  
i n c l u d i b l e  i n  t h e  g r o s s  i n c o m e  o f  t h e  p a r ­

t i c i p a n t  f o r  t h e  ta x a b l e  y e a r  w h e n  s o  a p p l i e d .

( C )  I n  t h e  c a s e  o f  t h e  d e a t h  o f  a n  i n d i ­

v i d u a l  i n s u r e d  u n d e r  a  c o n t r a c t  d e s c r ib e d  i n  
s u b p a r a g r a p h  ( A ) ,  a n  a m o u n t  e q u a l  t o  t h e  
c a s h  s u r r e n d e r  v a lu e  o f  t h e  c o n t r a c t  i m m e ­

d i a t e l y  b e fo r e  t h e  d e a t h  o f  t h e  in s u r e d  s h a l l  
b e  t r e a t e d  a s  a  p a y m e n t  u n d e r  s u c h  p la n  o r  
a  d i s t r i b u t i o n  b y  s u c h  t r u s t ,  a n d  t h e  e x c e s s  
o f  t h e  a m o u n t  p a y a b le  b y  r e a s o n  o f  t h e  d e a t h  
o f  t h e  in s u r e d  o v e r  s u c h  c a s h  s u r r e n d e r  
v a lu e  s h a l l  n o t  b e  in c l u d i b l e  in  g r o ss  in c o m e  
u n d e r  t h i s  s e c t i o n  a n d  s h a l l  b e  t r e a te d  a s  
p r o v id e d  i n  s e c t i o n  1 0 1 .

( 4 )  A m o u n t s  c o n s t r u c t i v e l y  r e c e iv e d — ( A )  
A s s i g n m e n t s  o r  p le d g e s .  I f  d u r i n g  a n y  t a x ­

a b le  y e a r  a n  o w n e r -e m p l o y e e  a s s i g n s  ( o r  
a g r e e s  t o  a s s i g n )  o r  p le d g e s  ( o r  a g re e s  t o  
p le d g e )  a n y  p o r t i o n  o f  h i s  in t e r e s t  i n  a  t r u s t  
d e s c r ib e d  in  s e c t i o n  4 0 1 ( a )  w h i c h  is  e x e m p t  
f r o m  t a x  u n d e r  s e c t i o n  5 0 1 ( a )  o r  a n y  p o r t i o n  
o f  t h e  v a lu e  o f  a  c o n t r a c t  p u r c h a s e d  a s  p a r t  
o f  a  p la n  d e s c r ib e d  i n  s e c t i o n  4 0 3 ( a ) ,  s u c h  
p o r t i o n  s h a l l  b e  t r e a te d  a s  h a v i n g  b e e n  r e ­

c e iv e d  b y  s u c h  o w n e r -e m p l o y e e  a s  a  d i s t r i b u ­

t i o n  f r o m  s u c h  t r u s t  o r  a s  a n  a m o u n t  r e c e iv e d  
u n d e r  t h e  c o n t r a c t .

( B )  L o a n s  o n 'C o n tra c ts . I f  d u r i n g  a n y  
ta x a b l e  y e a r ,  a n  o w n e r -e m p l o y e e  r e c e iv e s , 
d i r e c t ly  o r  in d i r e c t ly , a n y  a m o u n t  f r o m  a n y  
i n s u r a n c e  c o m p a n y  a s  a  l o a n  u n d e r  a  c o n ­

t r a c t  p u r c h a s e d  b y  a  t r u s t  d e s c r ib e d  in  s e c ­

t i o n  4 0 1 ( a )  w h i c h  is  e x e m p t  f r o m  t a x  u n d e r  
s e c t i o n  5 0 1 ( a )  o r  p u r c h a s e d  a s  p a r t  o f  a  
p la n  d e s c r ib e d  i n  s e c t i o n  4 0 3 ( a ) ,  a n d  is s u e d  
b y  s u c h  I n s u r a n c e  C o m p a n y , s u c h  a m o u n t  
s h a l l  b e  tr e a t e d  a s  a n  a m o u n t  r e c e iv e d  u n d e r  
t h e  c o n t r a c t .

( 5 )  P e n a lt ie s  a p p lic a b le  t o  c e r ta in  a m o u n t s  
r e c e i v e d  b y  o w n e r -e m p l o y e e s .  ( A )  T h is  
p a r a g r a p h  s h a l l  a p p ly —

( i )  T o  a m o u n t s  ( o t h e r  t h a n  a n y  a m o u n t  
r e c e iv e d  b y  a n  i n d i v i d u a l  i n  h is  c a p a c it y  a s  
a  p o l ic y h o ld e r  o f  a n  a n n u i t y ,  e n d o w m e n t , o r  
l i f e  in s u r a n c e  c o n t r a c t  w h i c h  Is i n  t h e  n a t u r e  
o f  a  d i v id e n d  o r  s i m i l a r  d i s t r i b u t i o n )  w h i c h  
a r e  r e c e iv e d  f r o m  a  q u a li f i e d  t r u s t  d e s c r ib e d  
i n  s e c t io n  4 0 1 ( a )  o r  u n d e r  a  p la n  d e s c r ib e d  
i n  s e c t i o n  4 0 3 ( a )  a n d  w h i c h  a r e  r e c e iv e d  b y  
a n  i n d i v i d u a l , w h o  is , o r  h a s  b e e n , a n  o w n e r -  
e m p lo y e e , b e fo r e  s u c h  i n d i v i d u a l  a t t a i n s  t h e  
a g e  o f  5 9 ^  y e a r s , f o r  a n y  r e a s o n  o t h e r  t h a n  
t h e  i n d i v i d u a l ’s  b e c o m i n g  d is a b le d  ( w i t h i n  
t h e  m e a n i n g  o f  s e c t i o n  2 1 3 ( g )  ( 3 ) ) ,  b u t  o n l y  
t o  t h e  e x t e n t  t h a t  s u c h  a m o u n t s  a r e  a t t r i ­

b u t a b l e  t o  c o n t r i b u t i o n s  p a id  o n  b e h a l f  o f  
s u c h  i n d i v i d u a l  ( w h e t h e r  o r  n o t  p a id  b y  
h i m )  w h il e  h e  w a s  a n  o w n e r -e m p l o y e e ,

( i i )  T o  a m o u n t s  w h i c h  a r e  r e c e iv e d  f r o m  
a  q u a li f i e d  t r u s t  d e s c r ib e d  i n  s e c t i o n  4 0 1 ( a )  
o r  u n d e r  a  p l a n  d e s c r ib e d  i n  s e c t i o n  4 0 3 ( a )  
a t  a n y  t i m e  b y  a n  i n d i v i d u a l  w h o  is , o r  h a s  
b e e n , a n  o w n e r -e m p l o y e e , o r  b y  t h e  s u c c e s s o r  
o f  s u c h  i n d i v i d u a l , b u t  o n l y  t o  t h e  e x t e n t  
t h a t  s u c h  a m o u n t s  a r e  d e t e r m i n e d , u n d e r  
r e g u la t i o n s  p r e s c r ib e d  b y  t h e  S e c r e ta r y  o r  
h i s  d e le g a te , t o  e x c e e d  t h e  b e n e fi t s  p r o v id e d  
f o r  s u c h  in d i v i d u a l  u n d e r  t h e  p la n  f o r m u l a ,  
a n d

( i l l )  T o  a m o u n t s  w h i c h  a r e  r e c e iv e d , b y  
a n  i n d i v i d u a l  w h o  is , o r  h a s  b e e n , a n  o w n e r -  
e m p lo y e e , b y  r e a s o n  o f  t h e  d i s t r i b u t i o n  u n d e r  
t h e  p r o v is io n s  o f  s e c t i o n  4 0 1 ( e )  ( 2 )  ( E )  o f  h i s  
e n t ir e  i n t e r e s t  i n  a l l  q u a li f i e d  t r u s t s  d e s c r ib e d  
i n  s e c t i o n  4 0 1  ( a )  a n d  i n  a l l  p la n s  d e s c r i b e d  
i n  s e c t i o n  4 0 3 ( a ) .

( B )  ( i )  I f  t h e  a g g r e g a t e  o f  t h e  a m o u n t s  
t o  w h i c h  t h i s  p a r a g r a p h  a p p l ie s  r e c e iv e d  b y  
a n y  p e r s o n  i n  h i s  ta x a b le  y e a r  e q u a ls  o r  e x ­

c e e d s  $ 2 ,5 0 0 , t h e  in c r e a s e  i n  h i s  t a x  f o r  t h e  
ta x a b le  y e a r  in  w h i c h  s u c h  a m o u n t s  a r e  r e ­

c e iv e d  a n d  a t t r i b u t a b l e  t o  s u c h  a m o u n t s  
s h a l l  n o t  b e  le s s  t h a n  1 1 0  p e r c e n t  o f  t h e  
a g g r e g a t e  in c r e a s e  i n  t a x e s , f o r  t h e  t a x a b le  
y e a r  a n d  t h e  4  i m m e d i a t e l y  p r e c e d i n g  ta x a b l e  
y e a r s , w h i c h  w o u ld  h a v e  r e s u l t e d  i f  s u c h  
a m o u n t s  h a d  b e e n  i n c l u d e d  i n  s u c h  p e r s o n ’s  
g r o s s  i n c o m e  r a t a b l y  o v e r  s u c h  ta x a b le  y e a r s .

( i i )  I f  d e d u c t i o n s  h a v e  b e e n  a llo w e d  u n d e r  
s e c t i o n  4 0 4  f o r  c o n t r i b u t i o n s  p a id  o n  b e h a l f  
o f  t h e  i n d i v i d u a l  w h il e  h e  is  a n  o w n e r - e m ­

p lo y e e  f o r  a  n u m b e r  o f  p r i o r  ta x a b le  y e a r s  
le s s  t h a n  4 , c la u s e  ( i )  s h a l l  b e  a p p l ie d  b y  
t a k i n g  i n t o  a c c o u n t  a  n u m b e r  o f  t a x a b l e  
y e a r s  i m m e d i a t e l y  p r e c e d i n g  t h e  t a x a b le  y e a r  
i n  w h i c h  t h e  a m o u n t  w a s  s o  r e c e iv e d  e q u a l  
t o  s u c h  le s s e r  n u m b e r .
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( C )  I f  s u b p a r a g r a p h  ( B )  d o e s  n o t  a p p ly  

t o  a  p e r s o n  f o r  t h e  ta x a b le  y e a r ,  t h e  In c r e a s e  

i n  t a x  o f  s u e h  p e r s o n  f o r  t h e  ta x a b le  y e a r  

a t t r i b u t a b l e  t o  t h e  a m o u n t s  t o  w h ic h  t h i s  

p a r a g r a p h  a p p l ie s  s h a l l  b e  1 1 0  p e r c e n t  o f  

s u c h  in c r e a s e  ( c o m p u t e d  w i t h o u t  r e g a r d  to  

t h i s  s u b p a r a g r a p h ) .

( D )  S u b p a r g r a p h  ( A )  ( i i )  o f  t h i s  p a r a ­

g r a p h  s h a l l  n o t  a p p ly  t o  a n y  a m o u n t  t o  w h i c h  

s e c t i o n  4 0 2 ( a )  ( 2 )  o r  4 0 3 ( a )  ( 2 )  a p p l ie s .

( E )  F o r  s p e c ia l  r u le s  f o r  c o m p u t a t i o n  o f  

ta x a b le  in c o m e  f o r  ta x a b le  y e a r s  t o  w h ic h  

t h i s  p a r a g r a p h  a p p l ie s ,  s e e  s u b s e c t i o n  ( n )  ( 3 ) .

( 6 )  O w n e r -e m p l o y e e  d e f in e d .  F o r  p u r ­

p o s e s  o f  t h i s  s u b s e c t i o n , t h e  t e r m  “ o w n e r -  

e m p lo y e e ”  h a s  t h e  m e a n i n g  a s s ig n e d  t o  i t  

b y  s e c t i o n  4 0 1 ( c )  ( 3 )  .

( n )  T r e a t m e n t  o f  c e r ta in  d is t r i b u t i o n s  

w i t h  r e s p e c t  t o  c o n t r i b u t i o n s  b y  s e l f - e m ­

p l o y e d  in d iv id u a ls — ( 1 )  A p p lic a tio n  o f  s u b ­

s e c t i o n — ( A )  D i s t r ib u t io n s  b y  e m p l o y e e s ’ 

t r u s t .  S u b j e c t  t o  t h e  p r o v is io n s  o f  s u b p a r a ­

g r a p h  ( C ) ,  t h i s  s u b s e c t i o n  s h a l l  a p p ly  to  

a m o u n t s  d i s t r i b u t e d  t o  a  d is t r ib u t e e , i n  t h e  

c a s e  o f  a n  e m p lo y e e s ’ t r u s t  d e s c r ib e d  i n  

s e c t i o n  4 0 1 ( a )  w h i c h  is  e x e m p t  f r o m  t a x  

u n d e r  s e c t i o n  5 0 1 ( a ) ,  i f  t h e  t o t a l  d i s t r i ­

b u t i o n s  p a y a b le  t o  t h e  d i s t r i b u t e e  w i t h  

r e s p e c t  t o  a n  e m p lo y e e  a r e  p a id  t o  t h e  d i s ­

t r i b u t e e  w i t h i n  o n e  ta x a b l e  y e a r  o f  t h e  

d is t r ib u t e e —
( i )  O n  a c c o u n t  o f  t h e  e m p lo y e e ’s  d e a t h ,

( i i )  A f t e r  t h e  e m p lo y e e  h a s  a t t a i n e d  t h e  

a g e  o f  5 9 %  y e a r s , o r

( i i i )  A f t e r  t h e  e m p lo y e e  h a s  b e c o m e  d i s ­

a b le d  ( w i t h i n  t h e  m e a n i n g  o f  s e c t io n  2 1 3 ( g )

( 3 ) ) .
( B )  A n n u i t y  p la n s .  S u b j e c t  t o  t h e  p r o ­

v i s io n s  o f  s u b p a r a g r a p h  ( C ) ,  t h i s  s u b s e c t i o n  

s h a l l  a p p l y  t o  a m o u n t s  p a i d  t o  a  p a y e e ,  i n  

t h e  c a s e  o f  a n  a n n u i t y  p la n  d e s c r ib e d  i n  

s e c t io n  4 0 3 ( a ) ,  i f  t h e  t o t a l  a m o u n t s  p a y a b le  

t o  t h e  p a y e e  w i t h  r e s p e c t  t o  a n  e m p lo y e e  a r e  

p a id  t o  t h e  p a y e e  w i t h i n  o n e  t a x a b le  y e a r  

o f  t h e  p a y e e —

( i )  O n  a c c o u n t  o f  t h e  e m p lo y e e ’s  d e a t h ,

( i i )  A f t e r  t h e  e m p lo y e e  h a s  a t t a i n e d  t h e  

a g e  o f  5 9 %  y e a r s , o r

( i i i )  A f t e r  t h e  e m p lo y e e  h a s  b e c o m e  d i s ­

a b le d  ( w i t h i n  t h e  m e a n i n g  o f  s e c t i o n  2 1 3  

( g ) ( 3 ) ) .
( C )  L im it a t i o n s  a n d  e x c e p t i o n s .  T h i s  

s u b s e c t i o n  s h a l l  a p p ly —

(1)  O n l y  w i t h  r e s p e c t  t o  s o  m u c h  o f  a n y  

d i s t r i b u t i o n  o r  p a y m e n t  t o  w h ic h  ( w i t h o u t  

r e g a r d  t o  t h i s  s u b p a r a g r a p h )  s u b p a r a g r a p h  

( A )  o r  ( B )  a p p l i e s  a s  is  a t t r i b u t a b l e  t o  c o n ­

t r i b u t i o n s  m a d e  o n  b e h a l f  o f  a n  e m p lo y e e  

w h il e  h e  w a s  a n  e m p lo y e e  w i t h i n  t h e  m e a n ­

i n g  o f  s e c t i o n  4 0 1 ( c )  ( 1 ) .  a n d

( i i )  I f  t h e  r e c i p i e n t  is  t h e  e m p lo y e e  o n  

w h o s e  b e h a l f  s u c h  c o n t r i b u t i o n s  w e re  m a d e ,  

o n l y  i f  c o n t r i b u t i o n s  w h ic h  w e r e  a l lo w e d  a s  

a  d e d u c t i o n  u n d e r  s e c t i o n  4 0 4  h a v e  b e e n  

m a d e  o n  b e h a l f  o f  s u c h  e m p lo y e e  w h il e  h e  

w a s  a n  e m p lo y e e  w i t h i n  t h e  m e a n i n g  o f  

s e c t i o n  4 0 1 ( c ) ( 1 )  f o r  5  o r  m o r e  ta x a b le  

y e a r s  p r io r  t o  t h e  t a x a b le  y e a r  i n  w h ic h  t h e  

t o t a l  d i s t r i b u t i o n s  p a y a b le  o r  t o t a l  a m o u n t s  

p a y a b le , a s  t h e  c a s e  m a y  b e , a r e  p a id .

T h i s  s u b s e c t i o n  s h a l l  n o t  a p p ly  t o  a m o u n t s  

d e s c r ib e d  i n  c l a u s e s  ( i i )  a n d  ( i i i )  o f  s u b -  

p a r a g r a p h  ( A )  o f  s u b s e c t i o n  ( m )  ( 5 )  ( b u t ,  

i n  t h e  c a s e  o f  a m o u n t s  d e s c r ib e d  i n  c la u s e  

( i i )  o f  s u c h  s u b p a r a g r a p h , o n l y  t o  t h e  e x t e n t  

t h a t  s u b s e c t i o n  ( m )  ( 5 )  a p p l ie s  t o  s u c h  

a m o u n t s ) .

( 2 )  L im it a t i o n  o f  ta x .  I n  a n y  c a se  t o  

w h i c h  t h i s  s u b s e c t i o n  a p p l ie s ,  t h e  t a x  a t ­

t r i b u t a b l e  t o  t h e  a m o u n t s  t o  w h i c h  t h i s  

s u b s e c t i o n  a p p l ie s  f o r  t h e  ta x a b le  y e a r  i n  

w h i c h  s u c h  a m o u n t s  a r e  r e c e iv e d  s h a l l  n o t  

e x c e e d  w h ic h e v e r  o f  t h e  f o l l o w i n g  is  t h e  

g r e a t e r :

( A )  5  t i m e s  t h e  in c r e a s e  i n  t a x  w h ic h  

w o u ld  r e s u l t  f r o m  t h e  in c l u s i o n  i n  g r o s s  

i n c o m e  o f  t h e  r e c i p i e n t  o f  2 0  p e r c e n t  o f  s o  

m u c h  o f  t h e  a m o u n t  s o  r e c e iv e d  a s  is  i n ­
c l u d i b l e  i n  g r o s s  i n c o m e , o r

( B )  5  t i m e s  t h e  in c r e a s e  i n  t a x  w h i c h  

w o u ld  r e s u l t  i f  t h e  t a x a b l e  in c o m e  o f  t h e

r e c i p ie n t  f o r  s u c h  ta x a b le  y e a r  e q u a le d  2 0  

p e r c e n t  o f  t h e  a m o u n t  o f  t h e  t a x a b le  in c o m e  

o f  t h e  r e c i p ie n t  , f o r  s u c h  t a x a b le  y e a r  d e ­

t e r m i n e d  u n d e r  p a r a g r a p h  ( 3 )  ( A ) .

( 3 )  D e t e r m i n a t io n  o f  ta x a b le  i n c o m e .  

N o t w i t h s t a n d i n g  s e c t i o n  6 3  ( r e la t i n g  t o  

d e f i n i t i o n  o f  t a x a b le  i n c o m e ) ,  f o r  p u r p o s e s  

o n l y  o f  c o m p u t i n g  t h e  t a x  u n d e r  t h i s  c h a p ­

te r  a t t r i b u t a b l e  t o  a m o u n t s  t o  w h i c h  t h i s  

s u b s e c t i o n  o r  s u b s e c t i o n  ( m )  ( 5 )  a p p lie s  

a n d  w h i c h  a r e  in c l u d i b l e  i n  g r o s s  in c o m e —

( A )  T h e  ta x a b le  in c o m e  o f  th e . r e c i p ie n t  

f o r  t h e  ta x a b le  y e a r  o f  r e c e ip t  s h a l l  b e  t r e a te d  

a s  b e i n g  n o t  le s s  t h a n  t h e  a m o u n t  b y  w h i c h  

( i )  t h e  a g g r e g a t e  o f  s u c h  a m o u n t s  s o  i n ­

c lu d i b le  in  g r o s s  in c o m e  e x c e e d s  ( i i )  t h e  

a m o u n t  o f  t h e  d e d u c t i o n s  a l lo w e d  f o r  s u c h  

t a x a b le  y e a r  u n d e r  s e c t i o n  1 51  ( r e la t i n g  t o  

d e d u c t i o n s  f o r  p e r s o n a l  e x e m p t i o n s ) ;  a n d

( B )  I n  m a k i n g  r a t a b le  i n c l u s i o n  c o m p u ­

t a t i o n s  u n d e r  p a r a g r a p h  ( 5 )  ( B )  o f  s u b s e c ­

t i o n  ( n i ) , t h e  t a x a b le  i n c o m e  o f  t h e  r e c i p ie n t  

f o r  e a c h  ta x a b le  y e a r  i n v o lv e d  in  s u c h  r a ta b le  

i n c l u s i o n  s h a l l  b e  t r e a t e d  a s  b e i n g  n o t  le s s  

t h a n  t h e  a m o u n t  r e q u i r e d  b y  s u c h  p a r a g r a p h  

( 5 )  ( B )  t o  b e  tr e a t e d  a s  in c l u d i b l e  i n  g r o s s  

in c o m e  f o r  s u c h  t a x a b le  y e a r .

I n  a n y  c a s e  i n  "w h ic h  t h e  p r e c e d i n g  s e n te n c e  

r e s u l t s  in  a n  in c r e a s e  i n  ta x a b le  i n c o m e  f o r  

a n y  ta x a b le  y e a r ,  t h e  r e s u l t i n g  in c r e a s e  in  

t h e  ta x e s  i m p o s e d  b y  s e c t io n  1 o r  3  f o r  s u c h  

ta x a b l e  y e a r  s h a l l  n o t  b e  r e d u c e d  b y  a n y  

c r e d it  u n d e r  p a r t  I V  o f  s u b c h a p t e r  A  ( o t h e r  

t h a n  s e c t i o n  3 1  t h e r e o f )  w h i c h , b u t  f o r  t h i s  

s e n t e n c e , w o u l d  b e  a l lo w a b le .

( o )  C ro ss  r e f e r  è n e e .  F o r  l i m i t a t i o n  o n  a d ­

j u s t m e n t s  t o  b a s is  o f  a n n u i t y  c o n t r a c t s  s o ld ,  
s e e  s e c t i o n  1 0 2 1 .

[ S e c .  7 2  a s  a m e n d e d  b y  s e c . 4  ( a ) ,  ( b ) ,  S e l f -  

E m p lo y e d  I n d i v i d u a l s  T a x  R e t i r e m e n t  A c t  

1 9 6 2  ( 7 6  S t a t .  8 2 1 )  ]

P a r . 2. P ara grap h  (d ) o f  § 1.72-1 is 

am ended to  read as fo llow s:

§  1 . 7 2 —1 I n t r o d u c t io n .

*  *  *  *  *

(d ) “Amounts not received as an an­
nuity” . In  th e case o f  “ am ounts n o t  

received  as an  a nn u ity” , i f  su ch  am ounts 
are received a fter  an  an n u ity h as begu n  

and  during  its con tin u an ce , am ou nts  so 

rece ived  are gen erally  inc lu d ib le  in  the 

gross in com e o f  th e  rec ip ient. A m ou n ts 

n o t  received  as an  an n u ity w h ich  are 

received a t any o th er tim e are generally  
inc lu d ib le  in  th e gross in com e o f  th e 

rec ip ien t on ly  to  th e  extent th a t such  
am ounts, w h en  added to  all am ou nts  

previou sly rece ived  u n der th e  con tra ct 

w h ich  w ere exclu dab le  fro m  th e  gross 
in com e o f  th e  rec ip ien t u n der th e  in com e 
ta x  law  ap p licable a t th e  tim e o f  receipt, 
exceed  th e prem ium s o r  o th er con s idera ­

t ion  pa id  (see § 1 .72 -11 ). H ow ever, i f  th e 

aggregate  o f  prem ium s o r  o th er con s id ­

era tion  p aid  fo r  th e con tra c t  inc lud es 
am ounts fo r  w h ich  a  d edu ction  was a l ­
low ed  u n der section  404 as con tr ib u tion s 
o n  b eh a lf  o f  a n  ow n er-em p loyee , the 
am ou nts received  u n der th e  c ircu m ­

stances o f  th e  p reced in g  senten ce shall 
be inc lu d ib le  in  gross in com e u n til th e  
am ou nt so in clu ded equals th e  am ou nt 

fo r  w h ich  th e  dedu ction  was so allow ed. 

See p aragrap h  (b )  o f  § 1.72-17.

P a r . 3. Paragrap h s (a ) (1 ) a n d  (c )  (2) 

o f  § 1 .72-6 are am en ded  to  read as f o l ­
low s:

§  1 . 7 2 —6  I n v e s t m e n t  in  t h e  c o n t r a c t .

(a ) Generalrule. (1 ) F or  th e purpose 
o f  com pu tin g  th e  “ in vestm en t in  the 
co n tra c t” , it  is first  necessary to  deter ­

m ine  th e  “ aggregate am ou nt o f  p rem i ­

um s o r  o th er con sid eration  p a id ”  fo r  

su ch  con tract. See section  72(c) (1). 

T h is  d eterm in ation  is m ade as o f  the  

la te r o f  th e an n u ity starting date o f  th e 

con tra ct  o r  th e date  on  w h ich  an  a m o u n t 

is first received  th ereun der as an a n ­

nu ity. T h e  am ou nt so fou n d  is th en  

red u ced  by th e  sum  o f  the fo l lo w in g  

am ou nts in  o rd er to  fin d  the in v e s tm e n t 

in  th e co n tra c t :

(1) T h e  to ta l am ou nt o f  any return 

o f  prem ium s or  d ividends received (in ­
clu d in g unrep aid  loan s o r  d ividends ap­
p lied  against the p rin cip a l or interest 
on  such  loan s) on  or  b e fo re  the date on 
w h ich  th e fo reg o in g  determ ination  is 
m ade , and

(ii)  T h e  to ta l o f  any  oth er amounts 
received  w ith  resp ect to  th e  con tract on 
or before, such  date w h ich  were ex ­
clu da b le fro m  th e gross incom e o f  the 
re c ip ien t u n der th e in com e ta x  law ap­
p licable at th e tim e o f  receipt.

A m ou n ts to  w h ich  subd ivision  (ii)  o f this 
subp arag raph  applies shall include, for 
exam ple, am ou nts  considered to  be re ­
tu rn  o f  prem ium s o r  o th er consideration  
p aid  u n der section  2 2 (b ) (2 )  o f  the In ­
terna l R even u e C ode o f  1939 and 
am ou nts  con sid ered  to  be an  em ployer- 
p rov id ed  death  benefit u nder section 
2 2 ( b ) (1 ) (B )  o f  such  C ode. F or rules 
re la tin g to  th e exten t to  w h ich  an em ­
p loyee  o r  h is beneficia ry  m a y include 
em ployer con tr ib u tion s in  th e aggregate 
am ou n t o f  prem ium s o r  o th er considera ­
t ion  paid , see § 1 .72-8. I f  th e  aggregate 
am ou n t o f  prem ium s o r  o th er considera ­
t ion  p aid  fo r  th e  con tra ct  includes 
am ou nts fo r  w h ich  dedu ction s were al­
low ed  u n der section  404 as contributions 
on  b eh a lf o f  a  se lf-e m p loyed  individual, 
su ch  am ou nts  shall n o t be included in 
th e  investm en t in  th e  con tract.

* * *. * ♦

(c )  Special rules. * * *
(2 ) F or  special rules rela tin g to  the 

determ in ation  o f  th e investm ent in the 
con tra ct  w here em ployer contributions 
are involved, see § 1.72-8. See also para ­
grap h  (b ) o f  § 1.72-16 fo r  a special rule 
re la tin g to  th e d eterm in ation  o f  the pre ­
m ium s o r  o th er con sideration  paid  for  a 
con tra ct  w here an  em ployee  is taxable 
on  th e prem ium s p aid  fo r  life  insurance 
p ro tection  th a t is purch ased  by and con ­
sidered to  be a  d istrib ution  from  an 
exem p t em ployees ’ trust.

P a r . 4 . Pa ra grap h  (a ) (2) o f  § 1.72-11 
is am ended to  read as follow s :

§  1 . 7 2 —1 1  A m o u n t s  n o t  r e c e iv e d  a s a n ­

n u i t y  p a y m e n t s .

(a ) Introductory. * * *
(2 ) T h e  prin cip les o f  th is section  ap ­

p ly , to  th e exten t ap propria te  thereto, 
to  am ou nts  paid  w h ich  are taxable under 
section  72 (e xcep t section  7 2 (e ) (3 ) )  in 
a ccord a n ce  w ith  section s 402 and 403 
and  th e regu lation s thereunder. H ow ­
ever, i f  con tr ib u tion s used to  purchase 
th e con tra ct  in clu de am ounts fo r  which 
a d edu ction  was allow ed under section 
404 as con tr ib u tion s on  b eh a lf o f  an 
ow n er-em p loyee, th e rules o f  this section 
are m od ified  b y th e rules o f  paragraph
(b ) o f  § 1.72-17. Furth er, in  applying 
thé prov isions o f  th is section , the aggre ­
gate prem ium s or  o th er consideration
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paid shall n o t  inc lud e con tr ib u tion s on  
behalf o f  se lf-e m p loyed  individuals to 
the exten t th a t dedu ction s w ere allow ed 
under section  404 fo r  such  con tribu tion s. 
Nor, shall th e aggregate o f  prem ium s or  
other con sideration  paid  includ e am ounts 
used to  purch ase  life , a cc id en t, health , 
or other insu ran ce p rote ction  fo r  an  
owner-em ployee. See p aragrap h  (b ) (4) 
of § 1.72-16 a nd  p aragrap h  (c )  o f  
§ 1.72-17. T h e  prin cip les o f  th is section  
also apply to  paym ents  m a de in  the 
manner described in  paragrap h  (b ) (3)
(i) o f  § 1.72-2.

P a r . 5. Pa ra grap h  (a ) o f  § 1.72-13 is 
amended by add in g at th e  end th ereo f 
the fo llow in g new  su bp arag ra ph :

§ 1 .7 2 —1 3  S p e c ia l  r u le  f o r  e m p lo y e e  
c o n t r ib u t io n s  r e c o v e r a b le  in  t h r e e  
y e a r s .

(a) Amounts received as an annuity. 
* * *

(5) F or purposes o f  section  7 2 (d ) , 
contributions w h ich  are m a de w ith  re ­
spect to a se lf-em p loyed  ind ividual and  
which are allow ed as a  dedu ction  u nder 
section 4 04 (a ) are n o t  considered co n ­
tributions b y th e em ployee, but such  
contributions a re  considered con tr ib u ­
tions by th e  em p loyer. A  con tr ib u tion  
which is deem ed paid  in  a prior  taxa ble  
year u nder th e prov isions o f  section  
404(a) (6 ) shall be con sidered  m a de w ith 
respect to  a  se lf-e m p loyed  ind ividual i f  
the individual on  w hose b eh a lf th e  c o n ­
tribution is m a de  was se lf-em p loyed  fo r  
the taxable yea r in  w h ich  th e con tr ib u ­
tion is deem ed paid , w h eth er o r  n o t  such  
individual is se lf-em p loyed  a t th e tim e 
the con tr ib u tion  is actu a lly  paid . C on ­
tributions w ith  resp ect to  a  s e lf -e m ­
ployed individual w h o is an  ow n er-em ­
ployee used to  purch ase  life , a cc id en t, 
health, or o th er insu ran ce p ro tectio n  fo r  
such ow n er-em ployee  shall n o t  be treated 
as consideration  fo r  th e con tra ct c o n ­
tributed by th e  em ployee in  com pu tin g  
the em ployee con tr ib u tion s fo r  purposes 
of section  7 2 (d ) .

P a r . 6 .  T h ere  are inserted im m edia tely  
after paragrap h  ( f )  o f  § 1.72-15 a new  
paragraph (g ) and  new  §§ 1.72-16 
through 1.72-18. Th ese a dded prov is ion s 
read as fo llow s:

§  1 .7 2 —1 5  A p p l i c a b i l i t y  o f  s e c t io n  7 2  to  
a c c i d e n t  o r  h e a lt h  p l a n s .

(g) Payments to or on behalf of a 
self-employed individual. A  s e lf-e m - 
ployed ind ividual is n o t considered an  
employee fo r  purposes o f  section  105, re ­
lating to  am ounts received by em ployees 
under accid en t and h ea lth  plans, n or  fo r  
Purposes o f  exc lu d in g u n der section  
104(a) (3) am ounts received b y h im  u n ­
der an a ccid en t and  h ea lth  p la n  as re ­
ferred to  in  section  1 0 5 (e ). See section  
105(g) and p aragrap h  (a ) o f  § 1.105-1. 
Therefore, th e o th er p aragrap h s o f  th is 
section are n o t  app licable to  am ounts 
received b y or on  b eh a lf o f  a  s e lf-e m ­
ployed individual. E xcept w here a cc i ­
dent or h ea lth  benefits are prov id ed  
through an  insu ran ce con tra ct  o r  an  
arrangem ent hav in g th e e ffect o f  insu r ­
ance, all am ounts received  b y  or on  b e ­
half o f  a  se lf-em p loyed  ind ividual fro m

a p la n  described in  section  401 (a ) and  
exem p t u n der section  5 01 (a ) or a  p lan  
described  in  section  403 (a ) shall be taxed  
as oth erw ise provided in  section  72, 402, 
o r  403. I f  th e  a ccid en t o r  h ea lth  b en e ­
fits are pa id  u n der an  insurance  c o n ­
tra ct  o r  u n der an  arran gem en t hav in g 
th e e ffect o f  insu ra n ce ; section  104(a) (3) 
shall apply. S ectio n  72 shall n o t  apply 
to  a ny  am ou nts  received  under such  c ir ­
cum stances. F or th e treatm en t o f  the 
am ou nts pa id  fo r  such  a ccid en t o r  h ealth  
benefits, see section  404 (e) (3) and p a ra ­
g rap h  ( f )  o f  § 1 .4 0 4 (e ) - l .

§  1 . 7 2 —1 6  L i f e  in s u r a n c e  c o n tr a c ts  p u r ­

c h a s e d  u n d e r  q u a l i f i e d  e m p lo y e e  
p l a n s .

(a )  Applicability of section. T h is  sec ­
tion  provides rules fo r  th e  ta x  treatm en t 
o f  prem ium s paid  u n der qualified  p en ­
sion , ann uity, o r  p ro fit -sh a rin g  plan s fo r  
th e  purchase o f  life  insu rance  con tra cts  
and  rules fo r  th e  ta x  treatm en t o f  the 
p roceeds o f  su ch  a  life  insurance  c o n ­
tra ct and  o f  an n u ity con tra cts  purch ased  
u n der su ch  plans. F or purposes  o f  th is 
section , th e term  “ life  insurance  c o n ­
tra c t”  m eans a retirem en t incom e, an  
endow m en t, o r  o th er con tra ct  provid in g 
life  insurance  p rotection . T h e  rules o f  
th is section  app ly to  p lan s coverin g on ly  
com m on -la w  em ployees as w ell as to  
p lan s coverin g se lf-e m p loyed  individuals.

(b ) Treatment of cost of life insurance 
protection. (1 ) T h e  rules o f  th is p a ra ­
g rap h  are ap p licable to  any  life  insu r ­
a n ce  con tra ct—

(1) Pu rch ased  as a  p art o f  a  p la n  de ­
scribed in  section  4 0 3 (a ), o r

(ii)  Pu rch ased  by  a  trust described 
in  section  401 (a ) w h ich  is exem pt from  
ta x  u n der section  501 (a) i f  th e  p roceeds 
o f  su ch  con tra ct  are paya b le  d irectly  or  
in d irect ly  to  a p a rtic ip a n t in  such  trust 
or to  a  benefiiciary  o f  su ch  p artic ip an t.

T h e  proceeds  o f  a  con tra ct  described in  
su bdivision  (ii)  o f  th is su bp arag raph  
w ill be con sidered  paya b le  in d irect ly  to  a 
p a rtic ip a n t o r  beneficia ry  o f  such  p a r ­
t ic ipa n t w here' th ey  are paya b le  to  th e  
trustee but u nder th e term s o f  th e  p la n  
th e trustee is required to  pay  over all o f  
such  proceed s to  th e  beneficiary .

(2) I f  u n der a  p la n  o r  trust described 
in  su bp arag raph  (1 ) o f  th is  p aragrap h , 
am ou nts w h ich  w ere allow ed as a d ed u c ­
t ion  u n der section  404, o r  earn ings o f  
th e  trust, a re ap p lied  tow a rd  th e  p u r ­
ch ase  o f  a  life  in su ran ce  co n tra c t  de ­
scribed in  su bparagraph  (1) o f  this 
p aragrap h , th e  cost o f  th e  life  insu rance  
p rotection  u n der su ch  con tra ct  shall be 
in clu ded  in  th e gross in com e o f  th e  p a r ­
ticipa n t fo r  th e taxable  year or  years  in  
w h ich  such  con tr ib u tion s o r  earnings are 
so  applied.

(3 ) I f  th e am ou n t p ayable  u pon  d eath  
a t any tim e during  th e  year exceeds th e 
cash  value o f  the insu rance  p o licy  at the 
end o f  th e year, the entire am ou n t o f  
su ch  excess is considered  cu rren t life  
insurance  p rotection . T h e  cost o f  such  
in su ra n ce  w ill be con sid ered  to  be a 
reason able  n et prem ium  cost, as d e ­
term ined b y th e  C om m issioner, fo r  such  
am ou nt o f  insuran ce fo r  th e app rop ria te  
period .

(4 ) T h e  am ou n t includ ible in  the 
gross in com e o f  th e em p loyee u n der this

p aragrap h  shall be con sid ered  as p rem i ­
um s or  oth er con sideration  p aid  o r  c o n ­
tr ibu ted  by th e  em ployee  on ly  w ith  re ­
spect to  any  benefits attribu ta ble to  th e  
con tra ct  (w ith in  th e m ean in g o f  p a ra ­
g rap h  (a ) (3) o f  § 1 .72-2) provid in g th e 
life  insurance  protection . H owever, if  
under th e ru les o f  th is p aragrap h  an  
ow n er-em p loyee  is required to  includ e 
any  am ou nts in  h is gross in com e, such  
am ou nts  shall n o t  in  a ny  case be treated 
as part o f  h is investm ent in  th e con tra ct.

(5) T h e  determ in ation  o f  th e  cost o f  
life  insurance  p rotection  m a y  be illus ­
trated  b y th e  fo llow in g  ex a m p le :

E x a m p le .  A n  a n n u a l  p r e m i u m  p o l ic y  p u r ­

c h a s e d  b y  a  q u a li f i e d  t r u s t  f o r  a  c o m m o n -  
la w  e m p lo y e e  p r o v id e s  a n  a n n u i t y  o f  $ 1 0 0  
p e r  m o n t h  u p o n  r e t i r e m e n t  a t  a g e  6 5 , w i t h  
a  m i n i m u m  d e a t h  b e n e f i t  o f  $ 1 0 ,0 0 0 . . T h e  
i n s u r a n c e  p a y a b le  i f  d e a t h  o c c u r r e d  i n  t h e  
f i r s t  y e a r  w o u ld  b e  $ 1 0 ,0 0 0 . T h e  c a s h  v a lu e  
a t  t h e  e n d  o f  t h e  f i r s t  y e a r  is  0 . T h e  n e t  
in s u r a n c e  is  t h e r e f o r e  $ 1 0 ,0 0 0  m i n u s  0 , o r  
$ 1 0 ,0 0 0 . A s s u m i n g  t h a t  t h e  C o m m i s s i o n e r  
h a s  d e t e r m i n e d  t h a t  a  r e a s o n a b le  n e t  p r e ­

m i u m  c o s t  f o r  t h e  e m p lo y e e ’s  a g e  is  $ 5 .8 5  
p e r  $ 1 ,0 0 0 , t h e  p r e m i u m  f o r  $ 1 0 ,0 0 0  o f  l i f e  
in s u r a n c e  is  th e r e f o r e  $ 5 8 .5 0 , a n d  t h i s  is  t h e  
a m o u n t  t o  b e  r e p o r te d  a s  i n c o m e  b y  t h e  
e m p lo y e e  f o r  h i s  ta x a b le  y e a r  i n  w h i c h  t h e  
p r e m i u m  is  p a id . T h e  b a la n c e  o f  t h e  p r e ­

m i u m  i s  t h e  a m o u n t  c o n t r i b u t e d  f o r  t h e  
a n n u i t y ,  w h i c h  is  n o t  ta x a b le  t o  t h e  e m ­

p lo y e e  u n d e r  a  p la n  m e e t i n g  t h e  r e q u i r e ­

m e n t s  o f  s e c t i o n  4 0 1 ( a ) ,  e x c e p t  a s  p r o v id e d  
u n d e r  s e c t i o n  4 0 2 ( a ) .  A s s u m i n g  t h a t  t h e  
c a s h  v a lu e  a t  t h e  e n d  o f  t h e  s e c o n d  y e a r  is  
$ 5 0 0 , t h e  n e t  i n s u r a n c e  w o u ld  t h e n  b e  $ 9 ,5 0 0  
f o r  t h e  s e c o n d  y e a r . W i t h  a  n e t  1 -y e a r  t e r m  
r a te  o f  $ 6 .3 0  f o r  t h e  e m p lo y e e ’s  a g e  i n  t h e  
s e c o n d  y e a r , t h e  a m o u n t  t o  b e  r e p o r te d  a s  
i n c o m e  t o  t h e  e m p lo y e e  w o u ld  b e  $ 5 9 .8 5 .

(6) T h is  p aragrap h  shall n o t  apply if  
th e trust h as a  r igh t u n der any  c ircu m ­
stances to  re tain  any  p art o f  th e proceeds  
o f  th e life  in su ran ce  con tra ct. B u t see 
p aragrap h  (c )  (4 ) o f  th is section  re la t ­
in g  to  th e ta xa b ility  o f  th e distribution  
o f  su ch  p roceeds to  a  beneficiary.

(c )  Treatment o f proceeds of life in ­
surance and annuity contracts. (1 ) I f  
u n der a qua lified  pension , ann u ity, o r  
p ro fit -sh a rin g  pla n , th ere  is pu rch ased  
eith er—;

(1) A  life  insurance  con tra ct  described 
in  p aragrap h  (b ) (1 ) o f  th is section , and  
th e em p loyee eith er p a id  the cost o f  th e  
insurance  o r  was taxa ble  on  th e cost o f  
th e  insurance  u n d er p aragrap h  (b ) o f  
th is section , or

(ii)  A n  a nn u ity con tract,

th e  am ounts payable  u n der any  such  
con tra ct  by reason  o f  the death  o f  th e 
em p loyee are taxa ble under th e rules o f  
su bparagraph  (2 ) o f  th is paragraph , e x ­
cep t in  th e case o f  a  jo in t  a nd  survivor 
annuity.

(2 ) ( i)  In  th e  case  o f  an  a nn u ity c o n ­
tract, th e d eath  benefit is th e  a ccu m u la ­
t ion  o f  th e  prem iu m s (plus earnings 
th ereon ) w h ich  is intend ed  to  fu n d  p en ­
sion  o r  o th er deferred  benefits u n der a  
pension , ann uity, o r  p ro fit -sh a rin g  plan . 
S u ch  death  benefits are n o t  in  th e nature  
o f  life  insurance  and  are n ot exclud able 
fro m  gross in com e u n der section  1 0 1 (a ) .

( ii)  In  th e case o f  a  life  insu ran ce 
con tra ct u n der w h ich  th ere  is a  reserve 
a ccu m u lation  w h ich  is intended  to  fu n d  
pension  o r  o th er deferred  benefits u n der 
a  pension , ann uity , o r  p ro fit -sh a rin g
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p lan , su ch  reserve a ccu m u la tion  c o n ­

stitutes th e  sou rce o f  th e  ca sh  value o f  
th e  co n tra c t  a n d  ap prox im ates the 
am ou n t o f  su ch  ca sh  value. T h e  p o r ­
t ion  o f  th e  proceeds  p aid  u pon  th e  death  

o f  th e insu red em p loyee w h ich  is equal 
to  th e  ca sh  value im m ed ia te ly  b e fo re  
d eath  is n o t  exclu dab le  fro m  gross in ­

com e  u n der section  1 0 1 (a ). T h e  re ­
m a in in g p ortion , i f  any, o f  th e proceed s 
p aid  to  th e b en efic ia ry  b y reason  o f  th e 
d eath  o f  th e  insured em p loyee— th a t is, 
th e a m ou n t in  excess o f  th e cash  value—  
con stitu tes  cu rren t insu ran ce p rotection  
a nd  is exc lu dab le  u n der section  1 0 1 (a ).

(iii)  T h e  death  benefit  under a n  an n u ­

ity  con tra ct, o r  th e  p ortion  o f  th e death  

p roceeds  u n der a  life  in su ran ce  con tra ct 
w h ich  is equal to  th e cash  value o f  the 
co n tra c t  im m edia tely  b e fo re  death , c o n ­

stitutes a  d istribution  u n der th e pla n  

con sistin g in  w h ole or in  part o f  de ferred  

com pen sation  a n d  is taxable  to  the b en e ­
f ic ia ry  in  a ccord a n ce  w ith  section  72 (m )

(3 ) and  th e prov is ion s o f  th is paragraph , 
excep t to  th e  ex ten t th a t th e  lim ited  ex ­
clu sion  fro m  in com e prov id ed  in  section  

101 (b ) is app licable.
(iv ) In  th e case o f  a  life  insurance 

co n tra c t  u n der w h ich  the benefits are 
p a id  a t a  date  o r  dates  la ter th a n  the 

d eath  o f  th e  em ployee, section  101 (d ) is 

app licable on ly  to  th e p ortion  o f  th e 
benefits w h ich  is a ttribu table  to  the 
am ou n t exclu dab le  u n der section  1 0 1 (a ) . 

T h e  p ortion  o f  such  benefits w h ich  is 

a ttribu table  to  th e ca sh  value o f  th e c o n ­

tra c t  im m edia tely  b e fo re  death  is taxable  
u n der section  72, and  in  such  case, any 
a m ou n t exclu dab le  u n der section  101(b) 

is trea ted  as a dd ition al con sid eration  

p a id  b y  th e em p loyee in  a ccord a n ce  w ith  

section  101 (b ) (2) ( D ) .
(3 ) T h e  a pp lica tion  o f  th e  ru les under 

su bp arag raph  (2) o f  th is p aragrap h  w ith  

resp ect to  th e  ta xa b ility  o f  proceeds  o f  a 

life  insuran ce con tra ct  p a id  b y reason  o f  

th e  death  o f  an  insured com m on -la w  

em p loyee  w h o  h as  p aid  n o  con tr ibu tion s 

u n der  th e  p la n  is illustrated by th e fo l ­

low in g  exa m p les :

E x a m p le  ( 1 ) .

T o t a l  f a c e  a m o u n t  o f  t h e  c o n t r a c t  

■ p a y a b le  i n  a  l u m p  s u m  a t  t i m e  o f

d e a t h ___________ _____ ____ I ______ _  $ 2 5 ,0 0 0

C a s h  v a lu e  o f  t h e  c o n t r a c t  i m m e d i ­

a t e l y  b e fo r e  d e a t h _________________  1 1 ,0 0 0

E x c e s s  o v e r  c a s h  v a l u e , e x c lu d a b le
u n d e r  s e c t i o n  1 01  ( a )  _ __ __ __ __ __ _ . $ 1 4 ,0 0 0

C a s h  v a lu e  s u b j e c t  t o  l i m i t e d  e x c l u ­

s i o n  u n d e r  s e c t i o n  1 0 1 ( b ) _____ ,___  I I ,  0 0 0
E x c l u d a b le  u n d e r  s e c t i o n  1 0 1 ( b )  

( a s s u m i n g  t h a t  t h e r e  is  n o  o t h e r  

d e a t h  b e n e f i t  p a i d  b y  o r  o n  b e h a l f  

o f  a n y  e m p lo y e r  w i t h  r e s p e c t  t o  

t h e  e m p l o y e e ) _ _ _ _ _ _ _ _ _ __ __ __ __ __ __ __  5 , 0 0 0

B a la n c e  ta x a b le  i n  a c c o r d a n c e  w i t h  

s e c t i o n  4 0 2 ( a ) ( 2 )  o r  4 0 3 ( a ) ( 2 )  

( a s s u m i n g  a  t o t a l  d i s t r i b u t i o n  in  

o n e  t a x a b le  y e a r  o f  t h e  d i s t r i b u -

t e e ) _ __ __ __ __ __ __ __ __ __ __ __ __ __ __ __ __  6 , 0 0 0

P o r t i o n  o f  p r e m i u m s  ta x e d  t o  e m ­

p lo y e e  u n d e r  t h e  p r o v is io n s  o f  

p a r a g r a p h  ( b )  o f  t h i s  s e c t io n  

a n d  c o n s i d e r e d  a s  c o n t r i b u t i o n s  

o f  t h e  e m p lo y e e _ __ __ __ __ __ __ __ -_ __ _  9 4 0

B a la n c e  ta x a b le  a s  l o n g - t e r m  c a p i -  

.t a l  g a i n _ __ __ __ __ __ __ __ __ __ __ __ __ __ _  $ 5 , 0 6 0

E x a m p le  ( 2 ) .  T h e  f a c t s  a r e  t h e  s a m e  a s  

i n  e x a m p le  ( 1 ) ,  e x c e p t  t h a t  t h e  c o n t r a c t  p r o ­

v id e s  t h a t  t h é  b e n e fi c ia r y  m a y  e le c t  w i t h i n  

6 0  d a y s  a f t e r  t h e  d e a t h  o f  t h e  e m p lo y e e  

e i t h e r  t o  t a k e  t h e  $ 2 5 ,0 0 0  o r  t o  r e c e iv e  1 0  

a n n u a l  i n s t a l l m e n t s  o f  $ 3 ,0 0 0  e a c h , a n d  t h e  

b e n e fi c ia r y  e le c t s  t o  r e c e iv e  t h e  1 0  i n s t a l l ­

m e n t s .  I n  a d d i t i o n , t h e  e m p lo y e e ’s  r i g h t s  t o  

t h e  c a s h  v a lu e  i m m e d i a t e l y  b e fo r e  h i s  d e a t h  

w e r e  f o r f e i t a b l e  a t  le a s t  t o  t h e  e x t e n t  o f  

$ 5 ,0 0 0 . S e c t i o n  1 0 1 ( d )  is  a p p l ic a b le  t o  t h e  

a m o u n t  e x c lu d a b le  u n d e r  s e c t i o n  1 0 1 ( a ) ,  

t h a t  is , $ 1 4 ,0 0 0 . T h e  p o r t i o n  o f  e a c h  a n n u a l  

i n s t a l l m e n t  o f  $ 3 ,0 0 0  w h i c h  is  a t t r i b u t a b l e  t o  

t h i s  $ 1 4 ,0 0 0  is  d e t e r m i n e d  b y  a l l o c a t i n g  e a c h  

i n s t a l l m e n t  i n  a c c o r d a n c e  w i t h  t h e  r a t io  

w h i c h  t h i s  $ 1 4 ,0 0 0  b e a r s  t o  t h e  t o t a l  a m o u n t  

w h i c h  w a s  p a y a b le  a t  d e a t h  ( $ 2 5 ,0 0 0 ) .  A c ­

c o r d in g ly , t h e  p o r t i o n  o f  e a c h  a n n u a l  i n s t a l l ­

m e n t  w h ic h  is  s u b j e c t  t o  s e c t i o n  1 0 1 ( d )  is  

$ 1 ,6 8 0  ( !%5 o f  $ 3 ,0 0 0 ) ,  o f  w h ic h  $ 1 ,4 0 0  ( d o  o f  

$ 1 4 ,0 0 0 )  is  e x c lu d a b le  u n d e r  s e c t i o n  1 0 1 ( a ) ,  

a n d  t h e  r e m a i n i n g  $ 2 8 0  is  i n c l u d i b l e  i n  t h e  

g r o s s  i n c o m e  o f  t h e  b e n e fic ia r y .  H o w e v e r ,  i f  

t h e  b e n e fi c ia r y  is  a  s u r v i v i n g  s p o u s e  a s  d e ­

f i n e d  i n  s e c t i o n  1 0 1 ( d )  ( 3 ) ,  t h e  e x c lu s io n  

p r o v id e d  b y  s e c t i o n  1 0 1 ( d )  ( l ) . ( B )  is  a p p l i ­

c a b le  t o  s u c h  $ 2 8 0 . T h e  r e m a i n i n g  p o r t i o n  

o f  e a c h  a n n u a l  $ 3 ,0 0 0  I n s t a l l m e n t ,  $ 1 ,3 2 0 , is  

a t t r i b u t a b l e  t o  t h e  c a s h  v a lu e  o f  t h e  c o n t r a c t  

a n d  is  t r e a t e d  u n d e r  s e c t i o n  7 2 ,  a s  f o l l o w s :

A m o u n t  a c t u a l l y  c o n t r i b u t e d  b y  t h e

e m p lo y e e  __________ ___ ____ ___ .___  $ 0

A m o u n t  c o n s id e r e d  c o n t r i b u t e d  b y  

e m p lo y e e  b y  r e a s o n  o f  s e c t i o n

1 0 1 ( b ) ______ _  $ 5 ,0 0 0

P o r t i o n  o f  p r e m i u m s  t a x e d  t o  e m ­

p lo y e e  u n d e r  t h e  p r o v is io n s  o f  p a r ­

a g r a p h  ( b )  o f  t h i s  s e c t i o n  a n d  

c o n s id e r e d  a s  c o n t r i b u t i o n s  o f  

t h e  e m p lo y e e _ __ __ __ __ __ __ __ __ __ __ _  $ 9 4 0

I n v e s t m e n t  in  t h e  c o n t r a c t _________  $ 5 , 9 4 0

E x p e c te d  r e t u r n , 1 0 X $ 1 , 3 2 0 _ _ __ _ ___ $ 1 3 , 2 0 0

E x c l u s i o n  r a t i o , $ 5 ,9 4 0  -i -$ 1 3 ,2 0 0 ____  0 . 4 5

A n n u a l  e x c lu s io n , 0 .4 5  X  $ 1 ,3 2 0  ___  $ 5 9 4

A c c o r d in g ly , $ 5 9 4  o f  t h e  $ 1 ,3 2 0  p o r t i o n  o f  

e a c h  a n n u a l  i n s t a l l m e n t  i s  e x c lu d a b le  e a c h  

y e a r  u n d e r  s e c t i o n  7 2 , a n d  t h e  r e m a i n i n g  

$ 7 2 6  is  i n c l u d i b l e .  T h u s ,  i f  t h e  b e n e fic ia r y  

is  n o t  a  s u r v i v i n g  s p o u s e , a  t o t a l  o f  $ 1 ,0 0 6  

( $ 2 8 0  p l u s  $ 7 2 6 )  o f  e a c h  a n n u a l  $ 3 ,0 0 0  i n ­

s t a l l m e n t  is  in c l u d i b l e  i n  i n c o m e  e a c h  y e a r .  

I f  t h e  b e n e fi c ia r y  is  a  s u r v i v i n g  s p o u s e , a n d  

c a n  e x c lu d e  a l l  o f  t h e  $ 2 8 0  u n d e r  s e c t i o n  1 01  

( d ) ( 1 ) ( B ) ,  t h e  a m o u n t  i n c l u d i b l e  i n  g r o s s  

i n c o m e  e a c h  y e a r  is  $ 7 2 6  o f  e a c h  a n n u a l  

$ 3 ,0 0 0  i n s t a l l m e n t .

(4) I f  an  em ployee  n eith er p a id  th e  

to ta l cost o f  th e life  insu rance  p rotection  

p rovid ed  u n der a  life  in su ran ce  con tra ct, 
n o r  was taxable u n der p aragrap h  (b ) o f  

th is section  w ith  resp ect thereto , n o  part 

o f  the proceeds  o f  su ch  a con tra ct  w h ich  

are p aid  to  th e beneficiaries o f  th e  em ­

p loyee as a  d eath  ben efit is exc lu dab le  
u n der section  1 0 1 (a ). T h e  en tire d is ­

tr ibu tion  is taxa ble to  th e  beneficiaries 

u n der section  402 (a ) o r  4 03 (a ) excep t 

to  th e exten t th a t a  lim ited  exclu sion  

m a y  be allow able u n der section  1 0 1 (b ).

§  1 . 7 2 —1 7  S p e c ia l  r i i le s  a p p l ic a b l e  to  

o w n e r -e m p lo y e e s .

(a ) In general. U nder section  401 (c )  
and  section  4 0 3 (a ) , certa in  se lf-em p loyed  
individuals m a y partic ip ate  in  qualified  
pension , annuity, and  p ro fit -sh a rin g  
plans, and  th e  am ounts received  b y su ch  
individuals fro m  such  plan s are taxa ble 
u nder section  72. S ection  72 (m ) and  
th is section  con ta in  special rules fo r  th e 
ta xa tion  o f  am ou nts received from  q u a li ­
fied  pension , p ro fit-sh arin g , o r  an n u ity 
p lans cov erin g a n  ow n er-em p loyee. F or

purposes o f  section  72 and  the regula­
tions th ereun der, th e term  “ employee” 
sh a ll in clu de th e  se lf-em ployed  indi ­
v idual w h o  is treated  as an  employee by 
section  4 0 1 (c ) (1) (see paragraph  (b) of 
§ 1 .4 0 1 -1 0 ), and  th e  term  “ owner- 
em ployee”  h as th e m ean in g assigned to 
it  in  section  4 01 (c ) (3 ) (see paragraph
(d ) o f  § 1 .401-10) . See also paragraph 
(a ) (2) o f  § 1.401-10 fo r  the rule for  de­
term ining w h en  a p la n  covers  an owner- 
em ployee. F or purposes o f  this section, 
a  se lf-e m p loyed  ind ividual m ay  not treat 
as con sid eration  fo r  th e  co n tra ct contrib ­
u ted  b y th e  em p loyee  any  contributions 
u n der the p la n  fo r  w h ich  deductions 
w ere allow ed u nder section  404 and 
w h ich , consequently , are considered em ­
p loyer con tr ibu tion s.

(b ) Certain amounts received before 
annuity starting date. (1 ) T h e  rules of 
th is p aragrap h  are app licable to  ¿m ounts 
received  fro m  a qua lified  pension , profit- 
sh aring , o r  ann u ity p la n  b y an  employee 
(o r  h is b en eficiary) w h o is or  was an 
ow n er-em p loyee  w ith  resp ect to  such 
p la n  w h en  such  am ounts—

(i) A re  rece ived  b e fo re  the annuity 
startin g d a te ; and

(ii)  A re n ot rece ived  as an  annuity.

F or th e defin ition  o f  annu ity starting 
date , see p aragrap h  (b ) o f  § 1.72-4 and 
su bp arag raph  (4) o f  th is paragraph. As 
to  w h at con stitu tes  am ou nts  n ot received 
as a n  ann uity, see paragraph s (c ) and
(d ) o f  § 1.72.11.

(2 ) A m ou n ts to  w h ich  th is paragraph 
applies shall be in clu ded  in  th e recipi ­
en t ’s gross in com e fo r  th e  taxable year 
in  w h ich  received. H ow ever, the sum 
o f  th e  am ou nts  so in clu d ed  under this 
su bp aragraph  in  all taxa ble  years shall 
n o t  exceed  th e aggregate  deductions al­
low ed  u n der section  404 fo r  prem ium s or 
o th er con sideration  p a id  u n der the plan 
o n  b eh a lf o f  the em ployee w hile he was 
an  ow n er-em p loyee , in clu d in g any such 
dedu ction s taken  in  th e taxable year of 
receipt.

(3 ) A n y  am ou nts  to  w h ich  this para ­
g rap h  applies and  w h ich  are n ot included 
in  gross in com e u n der th e rules o f  sub- 
p aragrap h  (2 ) o f  th is paragraph  shall 
be su b je ct to  th e  prov is ion s o f  section 
7 2 (e ) (excep t p aragrap h  (3) thereof) 
a n d  § 1.72-11.

(4) U nder section  4 01 (d ) (4) , a quali­
fied  pension , p ro fit -sh a rin g , or annuity 
p la n  m ay n o t p rovid e fo r  distributions 
to  an  ow n er-em p loyee  b e fore  he reaches 
age 59 ̂  years, except in  th e case o f  his 
earlier d isability  (w ith in  th e meaning 
o f  section  213 (g ) ( 3 ) ) .  T h erefore, in the 
case o f  a  d istribution  fro m  a qualified 
p la n  to  an  ind iv idu al fo r  w h om  contribu ­
tion s h ave been  m a de  to  th e plan  as an 
ow n er-em p loyee , th e an n u ity starting 
date  ca n n ot be p rior  to  th e  tim e such 
individual attains th e  age 59 V2 years 
unless h e  is en titled  to  benefits before 
rea ch in g  su ch  age  because o f  his dis­
ability  (w ith in  the m ean in g o f  section 
2 1 3 (g M 3 )) .

(5) T h e  rules o f  th is  paragraph are 
n o t  app licable to  am ounts cred ited  to an 
individual in  h is ca p a city  as a  policy ­
h o ld er o f  an  ann uity, endow m ent, or life 
in su ran ce  con tra c t  w h ich  are in  the na ­
ture o f  a  d iv id end  o r  re fu n d  o f  premium, 
and  w h ich  are app lied  in  accordan ce witn
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paragraph ( a ) (4 )  o f  § 1 .4 0 4 (a )-8  t o ­

wards th e p urch ase  o f  benefits u nder th e  

policy.
(6) T h e  ru les o f  th is p aragrap h  m ay 

be illustrated b y  th e  fo llow in g  exa m p le :

E x a m p le .  B ,  a  s e l f - e m p l o y e d  i n d i v i d u a l ,  

re ce iv ed  $ 8 ,0 0 0  a s  a  d i s t r i b u t i o n  u n d e r  a  

q u a lif ie d  p e n s i o n  p la n  b e fo r e  t h e  a n n u i t y  

s ta rt in g  d a t e . A t  t h e  t i m e  o f  s u c h  d i s t r i b u ­

t io n , $ 1 0 ,0 0 0  h a d  b e e n  c o n t r i b u t e d  ( t h e  w h o le  

a m o u n t  b e i n g  a l lo w e d  a s  a  d e d u c t i o n )  u n d e r  

th e  p la n  o n  b e h a l f  o f  s u c h  i n d i v i d u a l  w h ile  

he w a s  a  c o m m o n - l a w  e m p lo y e e  a n d  $ 5 ,0 0 0  

h a d  b e e n  c o n t r i b u t e d  u n d e r  t h e  p la n  o n  h i s  

b e h a lf  w h il e  h e  w a s  a n  o w n e r -e m p l o y e e , o f  

w h ic h  $ 2 ,5 0 0  w a s  a llo w e d  a s  a  d e d u c t i o n .  I n  

a d d it io n , B  h a d  c o n t r i b u t e d  $ 1 ,0 0 0  o n  h is  

ow n  b e h a l f  a s  a n  e m p lo y e e  u n d e r  t h e  p la n .  

O f  th e  $ 8 ,0 0 0 , $ 2 ,5 0 0  ( t h e  a m o u n t  a l l o w e d  a s  

a d e d u c t io n  w i t h  r e s p e c t  t o  c o n t r i b u t i o n s  o n  

b e h a lf  o f  t h e  i n d i v i d u a l  w h il e  h e  w a s  a n  

o w n e r -e m p lo y e e )  i s  i n c l u d i b l e  i n  g r o s s  i n ­

co m e  u n d e r  s u b p a r a g r a p h  ( 2 )  o f  t h i s  p a r a ­

g ra p h . W i t h  r e s p e c t  t o  t h e  r e m a i n i n g  $ 5 ,5 0 0 ,  

B h a s  a  b a s i s  o f  $ 3 ,5 0 0 , c o n s i s t i n g  o f  t h e  

$ 2 ,5 0 0  c o n t r i b u t e d  o n  h i s  b e h a l f  w h il e  h e  

w as a n  o w n e r -e m p l o y e e  w h i c h  w a s  n o t  a l ­

low ed  a s  a  d e d u c t i o n  a n d  t h e  $ 1 ,0 0 0  w h ic h  

B  c o n t r i b u t e d  a s  a n  e m p lo y e e . T h e  d if f e r ­

en ce b e t w e e n  t h e  $ 5 ,5 0 0  a n d  B 's  b a s is  o f  

$ 3 ,5 0 0 , o r  $ 2 ,0 0 0 , is  i n c l u d i b l e  i n  g r o s s  in c o m e  

u n d e r  s e c t i o n  7 2 ( e ) .

(c ) Amounts paid for life, accident, 
health, or other insurance. A m ou nts 
used to  p u rch a se  life , a cc id en t , h ea lth , 
or oth er  insu ra n ce  p ro tection  fo r  an  
owner-em ployee shall n o t  be taken  in to  

account in  com pu tin g  th e  fo llow in g :

(1) T h e  aggregate a m ou n t o f  p rem i ­
ums o r  o th er con sideration  p aid  fo r  th e 
con tract fo r  purposes  o f  determ in in g 

the investm en t in  th e  con tra c t  u n der 
section 7 2 (c ) (1 ) (A ) and  § 1 .72-6 ;

(2) T h e  con sideration  fo r  th e  c o n ­

tract con tr ib u ted  b y the em p loyee fo r  
purposes o f  section  7 2 (d ) (1 ) and  § 1 .72- 
13, w h ich  prov id e th e m eth od  o f  ta x in g  

employees’ annuities w here th e em ­

ployee’s con tr ib u tion s w ill be recoverable  
within 3 yea rs ; and

(3) T h e  aggregate prem ium s or o th er 
consideration  p aid  fo r  purposes o f  se c ­
tion 72 (e) (1) (B ) and  § 1.72-11, w h ich  

provide the ru les fo r  ta xing  am ou nts n ot 

received as annuities p rior  to  th e ann u ity 
starting date.

The cost o f  stich insu rance  p ro tectio n  

will be con sid ered  to  be a  reason able  n et 

Premium cost, as determ in ed  b y the 

Com m issioner, fo r  th e  ap propria te  
Period.

(d ) Amounts constructively received.
(1) I f  du rin g a ny  taxable  yea r an ow n er- 

employee assigns o r  pledges (o r  agrees 
to assign or  p ledge ) any  p ortion  o f  his' 

interest in  a  trust described in section  
401(a) w h ich  is exem p t fro m  ta x  u nder 
section 5 0 1 (a ), o r  any  p ortion  o f  the 

value o f  a  con tra ct  purch ased  as p a rt o f  

a Plan described in  section  403 ( a ) , such  
Portion shall be treated as h av in g  been  

received b y su ch  ow n er-em p loyee  as a  
distribution fro m  th e trust or as an  

amount received  u nder th e  con tra ct d u r ­
ing such taxa ble year.

(2) i f  during any  taxa ble year an 

owner-em ployee receives, either d irectly  
or indirectly , any  am ou nt fro m  any  in ­

surance com pa n y  as a loan  u n der a  c o n ­

tract purch ased by a  trust described in 

section 4 01 (a ) w h ich  is exem p t fro m  ta x  

under section  5 01 (a ) or purch ased  as 
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p a rt o f  a  p la n  described in  section  

4 0 3 (a ), a nd  issued b y su ch  insurance  
com pa n y , su ch  a m ou n t shall be treated 
as a n  am ou n t rece ived  u n der th e  c o n ­

t r a c t  du rin g su ch  taxa ble  year. A n  
ow n er-em p loyee  w ill be con sidered  to  
h ave received  an  am ou n t u n der a  c o n ­

tra ct  i f  a  prem ium , w h ich  is otn erw ise 
in  defau lt, is p aid  b y th e insurance  co m ­
p an y  in  th e  fo rm  o f  a  loan  against th e 

cash  surrender value o f  th e  con tra ct. 

Further, a n  ow n er-em p loyee  w ill be c o n ­
sidered to  have rece ived  a n  am ou n t to  
w h ich  th is su bp aragraph  applies i f  an  

am ou n t is received  fro m  th e issuer o f  a 

fa ce -a m o u n t certifica te  as a  loa n  u n der 
su ch  a  certifica te  pu rch ased  as p art o f  
a  qua lified  trust or p lan.

(e ) Penalties applicable to certain 

amounts received by owner-employees.
(1) (i)  T h e  ru les o f  th is paragrap h  are 
app licable to  am ounts, to  th e exten t in ­

cludible  in  gross incom e, received  from  

a  trust described in  section  4 01 (a ) o r  
u n der a  p la n  described in  section  4 03 (a ) 
b y o r  on  b eh a lf  o f  an  ind ividual w h o is 
o r  h as been  an  ow n er-em p loyee  w ith  re ­
spect to  such  p la n  or trust—

(a ) . W h ich  are rece ived  b e fore  th e 

ow n er-em p loyee  reach es th e  age 5 9%  
years  and  w h ich  are a ttribu table  to  c o n ­

tributions p aid  on  b eh a lf  o f  su ch  ow n er - 
em ployee (w h eth er o r  n o t  p a id  b y h im ) 

w hile he w as an ow n er-em p loyee  (see 
su bdivision  (ii) o f  th is su b p a ra g ra p h ),

(b ) W h ich  are in  excess o f  the b en e ­

fits p rovided  fo r  su ch  ow n er-em p loyee  
u nder th e p la n  form u la  (see subdivision
(iii) o f  th is su b p a ra g ra p h ), o r

(c )  W h ich  are received  by reason  o f  

a  d istribution  o f  th e  ow n er-em p loy ee ’s 
en tire in terest u n der th e provisions o f  
section  4 01 (e ) (2) (E ) , rela tin g to  excess 

con tr ib u tion s on  b eh a lf  o f  an ow n er- 

em ployee w h ich  are w illfu lly  m ade.

(ii)  T h e  am ou nts  _referred to  in  su b ­
d ivision  ( i)  (a )  o f  th is su bp arag raph  do 
n o t  inc lud e—

(a ) A m ou n ts  rece ived  by reason  o f  th e 

ow n er-em p loyee  becom in g  disab led  w ith ­
in  th e  m ean in g o f  section  213 (g ) (3 ) ,  o r

(b) A m ou n ts received  b y th e  ow n er- 

em ployee  in  h is ca p a city  as a p o licy ­
h o ld er o f  an ann uity , endow m ent, o r  life  
in su ran ce  con tra c t  w h ich  are in  th e  n a ­
tu re o f  a  d ividend o r  s im ilar d istribution.

A m ou n ts attributable to  con tr ibu tion s 
p aid  on  b eh a lf  o f  an ow n er-em p loyee  and 
w h ich  are p a id  to  a  p erson  o th er th an  

th e  ow n er-em p loyee  b e fo re  th e ow n er- 
em p loyee  dies o r  reaches th e age 5 9%  
sh all be con sidered  received  b y th e ow n ­

er-em p loyee  fo r  purposes o f  th is p a ra ­
graph.

(iii) T h is  p aragrap h  applies to  
am ounts described in  subd ivision  (i)  (b) 
o f  th is subp arag raph  (re la tin g to  excess 
benefits) even th ou gh  a p ortion  o f  such  
am ou nts m a y  be attributable to  con tr ib u ­
tion s m a de on  b eh a lf o f  an  in dividual 
w hile he  was n o t  an  ow n er-em p loyee  and  
even  th ou gh  th e  am ounts are received 
by h is su ccessor. H owever, these 
am ou nts do  n o t  in clu de th e p ortion  o f  a 
d istribu tion  to  w h ich  section  4 0 2 (a )(2 )  
o r  4 0 3 (a )(2 )  (re la tin g to  ce rta in  to ta l 
d istrib utions  in  on e taxa ble  yea r) ap ­
p lies.

(iv ) (a )  F or  purposes o f  subd ivision
(i)  (a )  o f  th is  subp aragraph, th e  p ortion

o f  any  distribu tion  or p aym en t a ttribu t ­
able to  con tr ib u tion s on  b eh a lf  o f  an  
em p lo y ee -p a rtic ip a n t w hile h e w as an  
ow n er-em p loyee  includ es th e  con tr ib u ­
tion s m ade  on  h is b eh a lf  w hile he was 
a n  ow n er-em p loyee  and  the increm en ts 
in  value attributable to  su ch  con tr ib u ­
tions.

(b) T h e  in crem en ts  in  value o f  an 
in d iv id u al’s a ccou n t m a y  be  a lloca ted  to  
con tr ib u tion s on  h is b eh a lf  w hile he  was 
a n  ow n er-em p loyee  e ith er b y m a in ta in ­
in g  a  separate accou n t, o r  an  a ccou n tin g , 
w h ich  re flects  th e a ctu a l in crem en t a t ­
tr ibu tab le to  su ch  con tr ibu tions , or by 
th e m eth od  described in  (c )  o f  th is sub ­
d ivision .

(c )  W h ere  a n  individual is covered  
u n der th e  sam e p la n  b o th  as an  ow n er- 
em ployee and  as a  n on ow n er-em p loyee , 
th e p ortion  o f  th e in crem en t in  value o f  
h is in terest a ttribu table  to  con tr ib u tion s 
m a de on  h is b eh a lf  w hile he  was an  
ow n er-em p loyee  m a y  be determ in ed  b y 
m u ltip ly in g th e  to ta l in crem en t in  value 
in  h is a ccou n t b y  a  fra ction . T h e  n u ­
m erato r o f  th e  fra ct io n  is th e  to ta l c o n ­
tr ibu tion s m ade  o n  b eh a lf o f  th e in d i ­
v idu al as an  ow n er-em p loyee , w eighted  
fo r  th e n u m ber o f  years th a t ea ch  c o n ­
tr ib u tion  was in  th e  p lan . T h e  d en om ­
in a tor is th e  to ta l con tr ib u tion s m ade 
on  b eh a lf o f  th e  ind ividual, w h eth er or  
n o t  an  ow n er-em p loyee , w eighted  fo r  
th e n u m ber o f  years ea ch  con tr ib u tion  
was in  th e  p lan . T h e  con tr ib u tion s  are 
w eighted  fo r  th e n u m ber o f  years in  th e 
p la n  b y  m u ltip ly in g ea ch  con tr ib u tion  by  
th e n u m ber o f  years  it  was in  th e  plan . 
F or  purposes o f  th is com pu ta tion , any  
fo r fe itu re  a lloca ted  to  th e a ccou n t o f  th e  
ind iv id u al is treated  as a  con tr ib u tion  
to  th e  a ccou n t m ade  at th e tim e so  a l ­
loca ted.

(d) T h e  m eth od  described in  ( c )  o f  
th is subd ivision  m a y  be illustrated  b y th e 
fo llow in g  exa m p le :

E x a m p le .  B  w a s  a  m e m b e r  o f  t h e  X Y Z  
P a r t n e r s h ip  a n d  a  p a r t i c i p a n t  i n  t h e  p a r t ­

n e r s h i p ’s  p r o f i t - s h a r i n g  p l a n  w h i c h  w a s  c r e ­

a t e d  i n  1 9 6 3 . U n t i l  t h e  e n d  o f  1 9 6 7 , B ’s  i n ­

t e r e s t  i n '  t h e  p a r t n e r s h ip  w a s  le s s  t h a n  10. 
p e r c e n t . O n  J a n u a r y  1 , 1 9 6 8 , B  o b t a i n e d  
a n  i n t e r e s t  i n  e x c e s s  o f  1 0  p e r c e n t  i n  t h e  
p a r t n e r s h i p  a n d  c o n t i n u e d  t o  p a r t i c i p a t e  in  
t h e  p r o f i t - s h a r i n g  p la n  u n t i l  1 9 7 2 . D u r i n g  
1 9 7 2 , p r io r  t o  t h e  t i m e  h e  a t t a i n e d  t h e  a g e  o f  
5 9  y2 y e a r s  a n d  d u r i n g  a  t i m e  w h e n  h e  w a s  
n o t  d is a b le d , B  w it h d r e w  h i s  e n t i r e  in t e r e s t  
i n  t h e  p r o f i t - s h a r i n g  p l a n .  A t  t h a t  t i m e  h is  
in t e r e s t  w a s  $ 1 5 ,0 0 0 , $ 9 ,6 0 0  c o n t r i b u t i o n s  a n d  
$ 5 ,4 0 0  i n c r e m e n t  a t t r i b u t a b l e  t o  t h e  c o n t r i ­

b u t i o n s .  T h e  p o r t i o n  o f  t h e  i n c r e m e n t  a t ­

t r i b u t a b l e  t o  c o n t r i b u t i o n s  w h il e  B  w a s  a n  
o w n e r -e m p l o y e e  is  $ 6 6 7 .8 0 , d e t e r m i n e d  a s  
f o l l o w s :

A B C

N u m b e r  o f C o n t r i b u t i o n
C o n t r i - y e a r s  c o n t r i - w e i g h t e d  f o r
b u t i o n b u t i o n  w a s y e a r s  i n  t r u s t

i n  t r u s t — ( A X B )

1 9 7 2 ....................... .. $ 1 ,0 0 0 0 0
1 9 7 1 ............ ............ 8 0 0 1 8 0 0
1 9 7 0 .......................... 1 ,2 0 0 2 2 ,4 0 0
1 9 6 9 .......... .............. 60 0 3 1 ,8 0 0
1 9 6 8 .= ............ .. 20 0 4 8 0 0
1 9 6 7 ........ .............. .. 4 0 0 5 2 ,0 0 0
1 9 6 6 ......................... 2 ,0 0 0 6 1 2 ,0 0 0
1 9 6 5 ......................... 1 ,0 0 0 7 7 ,0 0 0
1 9 6 4 .......... .. ............ 1 ,5 0 0 8 1 2 ,0 0 0
1 9 6 3 ....................... .. 90 0 9 8 ,1 0 0

$ 9 ,6 0 0 4 6 , K C
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T o t a l  w e ig h t e d  c o n t r i b u t i o n s  a s  o w n e r - e m ­

p lo y e e  ( 1 9 6 8 - 1 9 7 2 ) — 5 ,8 0 0 .

T o t a l  w e ig h t e d  c o n t r i b u t i o n s — 4 6 ,9 0 0 .

5 ,8 0 0

$ 5 ’4 0 0 X ^ 9 0 0  = $ 6 6 7 *8 0

(2) ( i)  I f  the aggregate  o f  the am ounts 

to  w h ich  th is paragrap h  applies received 
b y  a n y  person  in  h is taxable year equals 
o r  exceeds $2,500, th e ta x  w ith  resp ect 
to  such  am ou nt sha ll be th e greater o f—

(a ) T h e  increase in  ta x  attribu table 
to  th e inc lu sion  o f  th e am ounts so re ­

ce ived  in  h is gross in com e fo r  th e taxable  
yea r in  w h ich  received, or

(b ) 110 p ercen t o f  th e aggregate in ­

crea se  in  taxes, fo r  such  taxa ble year and  
th e  fo u r  im m edia tely  preced in g taxable  
years, w h ich  w ould  have resulted i f  such  
amounts* h ad  been  in c lu ded  in  such  p er ­

s on ’s gross in com e ra ta bly over such  
taxa ble  years. H ow ever, i f  dedu ction s 

w ere allow ed u n der section  404 fo r  c o n ­

tr ibu tion s to  th e p la n  on  b eh a lf  o f  the 
in d iv id u al as a n  ow n er-em p loyee  fo r  less 
th a n  fo u r  p rio r  taxable years (w h eth er 
o r  n o t  co n se cu tiv e ), th e  n u m ber o f  im ­

m ed iately preced in g taxa ble years taken  

in to  a ccou n t shall be th e  n u m ber o f  p rior  

taxa ble  years in  w h ich  su ch  dedu ction s 

w ere allow ed.
(ii)  I f  th e aggregate  o f  th e am ounts 

to  w h ich  th is paragrap h  applies received 
b y  any  person  in  h is  taxable  yea r is less 
th a n  $2,500, th e  ta x  w ith  resp ect to  such  
am ou nts shall be 110 percen t o f  th e 
increase  in  ta x  w h ich  results fro m  in ­
c lu d in g  su ch  am ounts in  th e  p erson ’s 
gross in com e fo r  th e taxa ble yea r in  
w h ich  received.

(3) (i)  F or  purposes o f  m a kin g th e 
ra ta b le in clu sion  com pu ta tion s o f  su b - 
p aragrap h  (2 ) (i)  o f  th is paragraph , th e 
ta xa b le incom e o f  th e recip ien t fo r  each  
taxa ble year involved  (n otw ith sta n din g 
section  63, rela tin g to  defin ition  o f  ta x ­
able in com e) shall be treated as bein g 
n ot less th a n  th e am ou nt required to  be 
trea ted  as inclu d ib le  in  the taxa ble year 
pursuant to  th e  ratable inclusion .

(ii)  F o r  purposes o f  subp arag raph  (2)
( i)  (a ) a n d  (ii) o f  th is paragraph , th e 
rec ip ien t ’s taxa ble  in com e (n otw ith ­
stan d in g section  63, rela tin g to  defin ition  
o f  ta xa b le  in com e) shall b e  treated  as 
be in g h o t less th a n  th e aggregate  o f  the 
am ou nts to  w h ich  th is p aragrap h  applies 
red u ced  b y th e dedu ction s allow ed the 
re c ip ien t fo r  such  taxa ble  yea r under 
section  151 (relatin g to  dedu ction s fo r  
p erson a l exem ptior^s).

(iii)  In  any  ease in  w h ich  th e a p p lica ­
t io n  o f  su bdivision  (i)  o r  ( ii)  o f  this 
su bparagraph  results in  an  increase in  
ta xa b le in com e fo r  any taxa ble  year, the 
resulting increase  in  taxes im posed by 
section  1 or 3 fo r  such  taxa ble year shall 
be  red u ced  by th e cred it  again st ta x  p ro ­
v ided  by section  31 (ta x  w ith h eld  on  
w a g e s ) , but shall n o t  be redu ced  b y any 
o th e r  cred its  against tax.

(4 ) T h e  a pp lica tion  o f  th e rules o f  
subp aragraphs (2) ( i)  a nd  (3 ) o f  th is 
p aragrap h  m ay be illustrated by th e 
fo llow in g  exa m p le :

E x a m p le .  B ,  a  s o le  p r o p r ie to r , e s t a b li s h e d  
a  q u a li f i e d  p e n s i o n  t r u s t  t o  w h i c h  h e  m a d e  
a n n u a l  c o n t r i b u t i o n s  f o r  1 0  y e a r s  o f  1 0  p e r ­

c e n t  o f  h i s  e a r n e d  in c o m e . B  w it h d r e w  h i s  
e n t i r e  i n t e r e s t  i n  t h e  t r u s t  d u r i n g  a  t a x a b le  
y e a r  w h e n  h e  w a s  5 5  y e a r s  o l d  a n d  n o t  d i s -
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a b le d  a n d  f o r  w h i c h , w i t h o u t  r e g a r d  t o  t h e  
d i s t r i b u t i o n ,  h e  h a d  a  n e t  o p e r a t i n g  lo s s  a n d  
f o r  w h i c h  h e  is  a U o w e d  u n d e r  s e c t i o n  1 5 1  a  
d e d u c t i o n  f o r  o n e  p e r s o n a l e x e m p t i o n . T h e  
p o r t i o n  o f  t h e  d i s t r i b u t i o n  i n c l u d i b l e  i n  
B ’s  g r o s s  in c o m e  is  $ 2 5 ,6 0 0 . I n  a d d i t i o n , B  
h a d  a  n e t  o p e r a t i n g  lo s s  f o r  t h e  t a x a b le  
y e a r  i m m e d i a t e l y  p r e c e d i n g  t h e  t a x a b le  y e a r  
i n  w h i c h  h e  r e c e iv e d  t h e  d i s t r i b u t i o n  f r o m  
t h e  t r u s t .  T h e  o t h e r  th r e e  t a x a b le  y e a r s  
i n v o lv e d  i n  t h e  c o m p u t a t i o n  u n d e r  s u b p a r a ­

g r a p h  ( 2 )  ( i )  o f  t h i s  -p a r a g r a p h  w e r e  y e a r s  
o f  s u b s t a n t i a l  i n c o m e . F o r  p u r p o s e s  o f  d e ­

t e r m i n i n g  B ’s  in c r e a s e  i n  t a x  a t t r i b u t a b l e  to  
t h e  r e c e ip t  o f  t h e  $ 2 5 ,6 0 0  ( b e f o r e  t h e  a p p l i ­

c a t i o n  o f  t h e  p r o v is io n s  - o f  s u b p a r a g r a p h
( 2 )  ( i )  ( b )  o f  t h i s  p a r a g r a p h ) ,  B ’s  t a x a b le  
i n c o m e  f o r  t h e  y e a r  h e  r e c e iv e d  t h e  $ 2 5 ,6 0 0  
is  t r e a te d , u n d e r  s u b p a r a g r a p h  ( 3 )  ( i i )  o f  
t h i s  p a r a g r a p h , a s  b e i n g  $ 2 5 ,0 0 0  ( $ 2 5 ,6 0 0  
m i n u s  $ 6 0 0 ) .  F o r  p u r p o s e s  o f  d e t e r m i n i n g  
w h e t h e r  1 1 0  p e r c e n t  o f  t h e  a g g r e g a te  i n ­

c r e a s e  i n  t a x e s  w h i c h  w o u ld *  h a v e  r e s u lte d  
i f  2 0  p e r c e n t  o f  t h e  a m o u n t  o f  t h e  w i t h ­

d r a w a l h a d  b e e n  in c l u d e d  in  B ’s  g r o s s  i n ­

c o m e  f o r  t h e  y e a r  o f  r e c e ip t  a n d  f o r  e a c h  
o f  t h e  f o u r  p r e c e d i n g  ta x a b le  y e a r s  is  g r e a t e r  
( a n d  t h u s  is  t h e  a m o u n t  o f  h i s  in c r e a s e  in  
t a x  a t t r i b u t a b l e  t o  t h e  r e c e i p t  o f  t h e  $ 2 5 ,6 0 0 ) ,  
B ’s  t a x a b le  in c o m e  f o r  t h e  ta x a b le  y e a r  o f  
r e c e ip t ,  a n d  f o r  t h e  i m m e d i a t e l y  p r e c e d i n g  
t a x a b le  y e a r ,  is  tr e a t e d , u n d e r  s u b p a r a g r a p h

( 3 )  ( i )  o f  t h i s  p a r a g r a p h , a s  b e i n g  $ 5 ,1 2 0  
( $ 2 5 ,6 0 0  d i v id e d  b y  5 ) .

§ 1 . 7 2 —1 8  T r e a t m e n t  o f  c e r t a in  to t a l  
d is t r ib u t io n s  w it h  r e s p e c t  to  s e l f -  
e m p l o y e d  i n d iv id u a ls .

(a ) In general. T h e  S e lf-E m p loyed  
Indiv idu als  T a x  R etirem en t A ct  o f  1962 
perm its se lf-em p loyed  in d iv id u als  to  be 
treated  as em ployees fo r  purposes o f  
p artic ip ation  in  pension , p ro fit-sh arin g , 
and  a nn u ity p lan s described  in  sections 
4 01 (a ) and  4 0 3 (a ) . In  general, am ounts 
received  by a  d istributee o r  payee w h ich  
are a ttribu table  to  con tr ibu tion s m ade 
on  b eh a lf o f  a  p a rtic ip a n t w hile he  was 
se lf-e m p loyed  are taxed  in  th e sam e 
m a n n er  as am ounts w h ich  are a ttribu t ­
able to  con tr ib u tion s m a de  on  b eh a lf  o f  
a  com m on-law ^em ployee. H ow ever, such  
am ou nts w h ich  are pa id  in  o n e  taxa ble 
year representin g th e to ta l d istributions 
payab le to  a  d istributee o r  payee w ith  
resp ect to  a n  em p loyee are n o t  eligible 
fo r  th e  ca p ita l gains  treatm en t o f  se c ­
tion  4 02 (a ) (2) o r  403 (a ) (2 ) .  T h is  sec ­
tion  sets fo r th  th e treatm en t o f  su ch  
distributions , excep t w here su ch  a  d is ­
tr ib u tion  is su b je ct to  th e  pena lties  o f  
section  72(m ) (5 ) and  p aragrap h  (e ) o f  
§ 1 .72-17.

(b ) Distributions to which this section 
applies. (1 ) ( i)  E xcept as provided  in  
su bparagraphs (2 ) and  (3 ) o f  th is  p a ra ­
graph , th is section  applies to  am ounts 
d istrib uted to  a d istributee in  on e taxa ble 
year o f  th e  distributee in  th e case o f  a n  
em ployees’ trust described in  section  401
(a ) w h ich  is exem p t u nder section  501 ( a ) , 
or to  am ounts p a id  to  a  payee in  on e 
ta xa b le  year o f  th e  payee in  th e  case o f  
an  annu ity  p la n  described in  section  403
( a ) , w h ich  constitu te th e  to ta l d istribu ­
tion s payable, o r  th § to ta l am ou nts p a y ­
able, to  th e  distributee or  payee w ith  
resp ect to  an  em ployee.

(ii)  F or  th e  to ta l d istributions  or  
am ou nts payable to  a  d istributee or  
payee  to  be con sid ered  pa id  w ith in  on e 
taxa ble year o f  th e distributee o r  payee 
fo r  purposes o f  th is section , a ll am ounts 
to  th e  cred it  o f  th e em p loyee -p a rtic ip a n t

th rou g h  th e  en d  o f  such  taxable year 
w h ich  are payable to  th e  distributee or 
payee m u st be d istributed o r  paid  within 
su ch  taxa ble  year. Thus, th e  provisions 
o f  th is section  are n o t  app licable to a 
d istribution  o r  paym en t to  a  distributee • 
o r  payee i f  th e  trust or p la n  retains any 
am ou nts  a fter  th e  close o f  such  taxable 
year w h ich  are payable  to  th e  sam e dis­
tribu tee o r  payee even th ou gh  the 
am ou nts  retain ed  m ay be attributable to 
con tr ib u tion s o n  beh a lf o f  th e employee- 
p a rtic ip a n t w hile he was a  com m on-law  
em p loyee in  th e  business w ith  respect to 
w h ich  th e plan  was established.

(iii)  F or  purposes o f  th is section , the 
to ta l am ounts payable to  a distributee 
o r  th e am ou nts  to  th e cred it  o f  the em ­
p loyee  do  n o t  in clu de U nited  States R e ­
tirem en t P lan  B on ds h eld  b y a  trust to 
th e cred it  o f  th e  em ployee. Thus, a dis­
tr ibu tion  to  a  d istributee by a  qualified 
trust m a y con stitu te  a  d istribution to 
w h ich  th is section  applies even  though 
th e trust retains retirem en t p la n  bonds 
registered in  th e  nam e o f  th e employee 
o n  w hose b eh a lf th e distribution  is made 
w h ich  are to  be d istributed to  the same 
distributee. M oreover, th e proceeds of 
a  retirem en t b on d  rece ived  as part of a 
d istribution  w h ich  constitu tes  th e  total 
d istribu tion s payable  to  th e  distributee 
are n o t  en titled  to  th e  special ta x  treat­
m en t o f  th is  section . See section  405
(d ) a n d  paragrap h  ( a ) (1 )  o f  § 1.405-3.

(iv ) I f  th e am ou nts  payab le to  a  dis­
tr ibutee fro m  a qualified  trust w ith re ­
spect to  a n  em ployee -p articipa n t in ­
cludes an  a nn u ity con tra ct, such  contract 
m u st be d istrib uted  a lon g w ith  all other 
am ou nts payable  to  th e distributee in 
ord er to  h ave a  d istribu tion  to  which 
th is  section  applies. H ow ever, the pro ­
ceeds  o f  a n  a nn u ity con tra c t  received 
in  a  to ta l d istribution  w ill n o t  be entitled 
to  th e ta x  treatm en t o f  th is section  un ­
less th e  con tra ct  is surrendered in  the 
taxable  yea r o f  th e distributee in  which 
th e  to ta l d istribution  was received.

(v ) In  th e  case  o f  a  qualified annuity 
p lan , th e term  “ to ta l am ou n ts”  m eans all 
annuities paya b le  to  a  payee. I f  more 
th a n  on e a nn u ity con tra c t  is received 
u n der th e  p la n  b y a  d istributee, this sec­
tion  shall n o t  app ly to  an  am ount re­
ceived  on  surren der o f  a n y  such  contracts 
unless all con tra cts  u n der th e plan  pay ­
able to  th e  payee are surrendered within 
on e taxa ble yea r o f  th e  payee.

(v i)  (a ) T h e  provisions o f  this section 
are app licable w here th e  to ta l a m o u n t s  

paya b le  to  a  d istributee o r  payee are 
paid  w ith in  on e taxa ble year o f  the dis­
trib utee  or  payee w h eth er or  n o t a  por ­
t ion  o f  th e em p loyee -p artic ipa n t’s inter­
est w h ich  is paya b le  to  a n oth er distribu ­
tee or  payee is paid  w ith in  th e  sam e tax ­
able year. H ow ever, a  distributee or 
payee w ho, in  p rior  taxa ble  years re ­
ceived  am ou nts  (excep t am ounts de­
scribed in  (b ) o f  th is  subdivision) after 
th e em p loyee -p artic ipa n t ceases to  be 
eligible fo r  a dd ition al con tribu tions to 
be m ade on  h is b eha lf, does n ot receive 
a  d istribution  or  paym en t to  Which this 
section  applies, even  th ou gh  the total 
am ou n t rem ain in g to  be pa id  to such 
distributee o r  payee w ith  resp ect to  such 
em p loyee is p aid  w ith in  on e taxable year. 
O n  th e o th er h an d , a  d istribution  to a 
d istributee o r  p ayee p rior  to  the time
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that the em p loyee -p artic ipa n t ceases to  
be eligible fo r  a dd ition al con tr ibu tion s 

on h is b eh a lf  does n o t  p rec lu de  th e  a p ­
plication o f  th is section  to  a  la ter d istri ­
bution to  th e  sam e distributee o r  payee.

(b) T h e  rece ip t o f  an  am ou nt w h ich  
constitutes—

(1) A  paym en t in  the n ature o f  a 
dividend o r  s im ilar d istribut ion  to  an  

individual in  h is  ca p a city  as a  p o licy ­
holder o f  a n  ann uity, endow m en t, o r  life  
insurance con tra ct, or

(2) A  re turn  o f  excess con tr ibu tion s 
which w ere n o t  w illfu lly  m ade,

does n o t  p reven t th e a pp lica tion  o f  th is 

section to  a  to ta l d istribu tion  even  
though th e  am ou n t is received  a fter  th e  

em ployee-participan t ceases to  be eligible 
for add ition al con tr ibu tion s and  in  a  ta x ­

able yea r o th er  th a n  th e  taxa ble year 
in w h ich  th e  to ta l am ou n t is received.

(2) T h is  section  shall apply—
(i) O n ly  i f  th e d istribution  or paym ent 

is m ade—

(a ) O n  a ccou n t o f  th e  em p loyee’s 
death a t a n y  tim e,

(b) A fte r  th e  em p loyee has attained 
the age 5 9%  years, or

(c ) A fte r  th e em p loyee has b ecom e 
disabled (w ith in  th e m ean in g o f  section  
2 1 3 (g ) ( 3 ) ) ; and

(ii) O n ly  to  so m u ch  o f  th e distribut ion  

or paym ent as is attribu ta ble  to  c o n ­

tributions m a de on  b eh a lf  o f  an  em ­

ployee w hile h e  w as a  se lf-e m p loyed  in ­

dividual in  th e  business w ith  resp ect to  
which th e p la n  w as established. A n y  

distribution o r  paym en t, o r  any  p ortion  

thereof, w h ich  is n o t so  attribu ta ble shall 
be su bject to  th e ru les o f  ta xa tio n  w h ich  

apply to  any  d istribution  o r  p aym en t th a t 

is attributable to  con tr ib u tion s  o n  b e ­
half o f  com m on -la w  em ployees.

(3) T h is  section  shall n o t  app ly to—
(i) D istribution s o r  p aym en ts  to  

which th e p en a lty  provisions o f  section  
72(m) (5 ) and  p aragrap h  (e ) o f  § 1 .72- 
17 apply,

(ii) D istribu tion s o f  p aym en ts  fro m  a 
trust or p la n  m ade  to  o r  on  b eh a lf  o f  an 

individual p r io r  to  th e tim e such  in d iv id ­

ual ceases to  be eligible fo r  a dd ition al 
contributions (excep t  th e con tr ib u tion  
attributable to  th e last year o f  service) 
to be m a de to  th e trust o r  p la n  o n  h is 

teh alf as a  se lf-em p loyed  ind iv idual, and  

, (iii) D istribution s o r  p aym en ts  m a de 
to the em ployee  from  a pla n  or  trust u n ­

less con tr ibu tions  w h ich  w ere allow ed 
as a d edu ction  u n der section  404 have 

been m ade o n  b e h a lf ln f su ch  em p loyee 
as a se lf-em ployed  individual u n der su ch  

trust or  pla n  fo r  5 o r  m ore  taxa ble years 
(whether o r  n o t  con secu tive ) p rio r  to  the 

taxable year in  w h ich  su ch  distrib utions  

or Paym ents are m a de. D istribu tions o r  
Payments to  w h ich  th is section  does n o t  
apply by reason o f  th is subdivision  are 

taxed as otherw ise p rovided  in  section  

72 (except th a t section  72(e) (3) is n o t  
applicable).

(4) T h e  p ortion  o f  any  distribution  

or paym ent a ttribu table  to  con tr ib u tion s  
°u beha lf o f  an  em p loyee -p artic ip a n t 

While he was se lf-em p loyed  inc lud es th e  
contributions m a de on  h is b eh a lf  w hile 
he was se lf-em p loyed  and  th e  in cre ­
ments in  va lue attribu ta ble  to  such  co n ­

tributions. W h ere  th e  am ou nts to  th e 

credit o f  an  em p lo y ee -p a rtic ip a n t  in ­

clu de  am ou nts attribu ta ble  to  co n tr i ­

bution s o n  h is  b eh a lf  w hile h e  w as a  
se lf-em p loyed  in d iv id u al a nd  am ou nts 
attribu ta ble  to  con tr ib u tion s o n  h is  b e ­
h a l f  w hile h e  w as a  com m on -la w  em ­
p loyee , th e  in crem en t in  va lue a ttrib ­
u table  to  th e  em p lo y ee -p a rtic ip a n t ’s 
interest shall be a lloca ted  to  th e  co n tr i ­

bution s on  h is  b eh a lf  w hile h e w as s e lf-  
em ployed  e ith er b y m a in ta in in g  a  sepa ­
ra te  accou n t, o r  an  a ccou n tin g , w h ich  

re flècts  th e  a ctu a l in crem en t a ttribu table  
to  su ch  con tr ib u tion s, o r  b y  th e m eth od  

described in  p aragrap h  (e ) (1 ) (iv )  (c )  o f  

§ 1.72-17. H ow ever, i f  th e  la tter m eth od  
is used, th e  num erator, o f  th e fra ct io n  is 

th e  to ta l  con tr ib u tion s  m ade  o n  b eh a lf  
o f  th e individual as a  se lf-em p loyed  in ­

dividual, w eigh ted  fo r  th e  n u m ber o f  
years th a t ea ch  con tr ib u tion  was in  
th e  plan.

(c )  Amounts includible in gross in­
come. (1 ) W h ere  a to ta l d istribution  

or  p aym en t to  w h ich  th is section  applies 
is m ade  to  on e  distributee o r  payee and  
inc lu des th e  to ta l am ou nt rem ain in g to  

th e  cred it  o f  th e  em p loy ee -p a rtic ip a n t  
on  w hose  b eh a lf  th e  d istr ib ution  or  p a y ­

m en t was m ade , th e  distributee or  payee 
sh a ll in clu de in  gross in com e an  am ou nt 

equal to  th e  p ortion  o f  th e distribution  

o r  p aym en t w h ich  exceeds th e em p loyee - 
p a rtic ip a n t ’s in vestm en t in  th e  con tra ct. 
F or  purposes o f  th is p aragrap h , th e  in ­

vestm ent in  th e con tra ct  sh all be red u ced  
b y  a n y  am ou nts prev iou sly received  fro m  
th e  p la n  or  trust b y  o r  o n  b eh a lf  o f  th e 
em p lo y ee -p a rtic ip a n t  w h ich  w ere ex ­
c lu da b le  fr o m  gross in com e as a  return  

o f  th e investm ent in  th e con tra ct.

(2 ) In  th e  ca se o f  a  d istribution  to  
w h ich  th is section  applies and  w h ich  is 

m a de  to  m ore  th a n  on e distributee or  
payee, ea ch  elem ent o f  th e  am ou nts to  

th e cred it o f  an  em p lo y ee -p a rtic ip a n t  
shall be a lloca ted  a m on g th e several d is ­
tributees o r  payees o n  th e basis o f  th e 

ra tio  o f  th e  value o f  th e  d istrib utee ’s 
o r  p ayee ’s d istribu tion  o r  p aym en t to  

th e  to ta l a m ou n t to  th e  cred it o f  th e 

em p loyee -p artic ipa n t. T h e  elem ents to  

be so a lloca ted  in c lu d e  th e inv estm en t in  

th e  con tra ct, th e increm en ts  in  valûe, 
a n d  th e  p ortion  o f  th e am ou nts to  th e  

cred it  o f  th e em p loy ee -p a rtic ip a n t  w h ich  

is a ttribu table  to  th e con tr ib u tion s  on  

b eh a lf  o f  th e  em p lo y ee -p a rtic ip a n t  w hile 
h e w as a  se lf-em p loyed  individual.

(d ) Computation of tax. (1 ) T h e  ta x  
a ttribu table  to  th e am ou nts  to  w h ich  th is 
section  applies fo r  th e taxa ble year in  
w h ich  su ch  am ou nts are rece ived  is th e  
greater o f—

(i)  5 tim es th e  increase  in  ta x  w h ich  
w ould  result fro m  th e inc lu sion  in  gross 
in com e o f  th e  re cip ien t o f  20 p ercen t 
o f  so  m u ch  o f  th e a m ou n t so  received  as 
is inclu d ib le  in  gross incom e, or

(ii)  5 tim es th e  increase w h ich  w ould  
result i f  th e taxa ble in com e o f  th e re ­
c ip ie n t fo r  su ch  taxa ble  year equaled 20 
p ercen t o f  th e excess o f  th e aggregate 
o f  the am ou nts so  received  and  in clu d ib le  
in  gross in com e over th e a m ou n t o f  th e 
dedu ction s allow ed th e  recip ien t f o r  such  
taxa ble year u n der section  151 (re la tin g 
to  d ed u ction  fo r  person al ex em p tion s).

In  any  case in  w h ich  th e  a pp lica tion  o f  
su bdivision  (ii)  o f  th is su bp arag raph  re ­
sults in  a n  increase  in  taxable  in com e

fo r  a n y  taxa ble year, th e resu lting in ­
crease  in  taxes im posed  by  section  1 o r  
3 fo r  su ch  taxa ble year shall be redu ced  
b y th e  cred it  against ta x  p rovid ed  by 
section  31 (ta x  w ith h eld  o n  w a g e s ) , but 
shall n o t  be red u ced  by any  o th er cred its  
aga in st tax.

(2 ) T h e  a pp lica tion  o f  th e ru les o f  
th is  p aragrap h  m a y be illustrated by th e 
fo llow in g  exa m p le :

E x a m p le .  B ,  a  s o le  p r o p r ie to r , e s t a b li s h e d  
a  q u a li f i e d  p e n s i o n  t r u s t  t o  w h i c h  h e  m a d e  
a n n u a l  c o n t r i b u t i o n s  f o r  1 0  y e a r s  o f  1 0  p e r ­

c e n t  o f  h i s  e a r n e d  i n c o m e ,  B  w it h d r e w  h is  
e n t i r e  i n t e r e s t  i n  t h e  t r u s t  d u r i n g  a  ta x a b le  
y e a r  f o r  w h i c h , w i t h o u t  r e g a r d  t o  t h e  d i s ­

t r i b u t i o n ,  h e  h a d  a  n e t  o p e r a t in g  lo s s  a n d  
f o r  w h i c h  h e  is  a llo w e d  u n d e r  s e c t i o n  1 51  
a  d e d u c t i o n  f o r  o n e  p e r s o n a l  e x e m p t i o n .  
A t  t h e  t i m e  o f  t h e  w it h d r a w a l,  B  w a s  6 4  y e a r s  
o ld . T h e  a m o u n t  o f  t h e  d i s t r i b u t i o n  t h a t  
is  i n c l u d i b l e  i n  h i s  g r o s s  i n c o m e  is  $ 2 5 ,6 0 0 .  
B e c a u s e  o f  B ’s  n e t  o p e r a t i n g  l o s s ,  t h e  t a x  
a t t r i b u t a b l e  t o  t h e  d i s t r i b u t i o n  is  d e t e r m i n e d  
u n d e r  t h e  r u le  o f  s u b p a r a g r a p h  (.1 )  (11) o f  
t h i s  p a r a g r a p h . F o r  p u r p o s e s  o f  d e t e r m i n ­

i n g  t h e  t a x  a t t r i b u t a b l e  t o  t h e  $ 2 5 ,6 0 0 , B ’s  
ta x a b le  I n c o m e  f o r  t h e  ta x a b l e  y e a r  i n  w h i c h  
h e  r e c e iv e d  s u c h  a m o u n t  i s  tr e a t e d , u n d e r  
s u b p a r a g r a p h  ( l ) ( i i )  o f  t h i s  p a r a g r a p h , a s  
b e i n g  2 0  p e r c e n t  o f  $ 2 5 ,0 0 0  ( $ 2 5 ,6 0 0  m i n u s  
$ 6 0 0  ( t h e  d e d u c t i o n  a l lo w e d  f o r  h i s  p e r ­

s o n a l  e x e m p t i o n s ) ) .  T h u s ,  u n d e r  s u b p a r ­
a g r a p h  ( 1 )  o f  t h i s  p a r a g r a p h , t h e  t a x  a t ­

t r i b u t a b l e  t o  t h e  $ 2 5 ,6 0 0  w o u ld  b e  5  t i m e s  
t h e  in c r e a s e  w h i c h  w o u ld  r e s u l t  i f  t h e  t a x ­

a b le  i n c o m e  o f  B  f o r  t h e  t a x a b l e  y e a r  h e  
r e c e iv e d  s u c h  a m o u n t  e q u a le d  $ 5 ,0 0 0 . B  
h a s  h a d  n o  a m o u n t s  w i t h h e l d  f r o m  w a g e s  
a n d  t h u s  is  n o t  e n t i t l e d  t o  r e d u c e  t h e  i n ­

c r e a s e  i n  ta x e s , b y  t h e  c r e d it  a g a i n s t  t a x  p r o ­

v i d e d  i n  s e c t i o n  3 1  a n d  m a y  n o t  r e d u c e  t h e  
in c r e a s e  i n  t a x e s  b y  a n y  o t h e r  c r e d it s  a g a i n s t  
t a x .

P a r . 7. T h ere  is inserted  im m edia tely 
b e fore  § 1 .402(a) th e fo llow in g  new sec ­
t io n :

§  1 . 4 0 1 —1 3  E x c e s s  c o n t r ib u t io n s  o n  b e ­
h a l f  o f  o w n e r -e m p lo y e e s .

(a )  Introduction. (1 ) T h e  provisions 
o f  th is section  prescribe  th e  ru les re ­
latin g to  th e  treatm en t o f  excess c o n ­
tr ibu tion s m a de under a  qualified  p en ­
sion , ann u ity, o r  p ro fit-sh a r in g  p la n  on  
b eh a lf  o f  a  se lf-em p loyed  individual w h o  
is a n  ow n er-em p loyee  (as  defin ed  in  
p aragrap h  (d ) o f  § 1 .40 1-10). P a ra ­
grap h  (b ) o f  th is  section  defines the 
term  “ excess con tr ib u tion ” . P a ra grap h
(c )  o f  th is  section  describes an  excep tion  
to  th e  defin ition  o f  an  excess con tr ib u ­
t ion  in  th e case o f  con tr ib u tion s w h ich  
are app lied  to  p a y  p rem iu m s oh  certa in  
annuity, endow m en t, o r  life  in su ran ce  
con tracts . Pa ra grap h  (d ) o f  th is se c ­
t ion  describes th e  e ffe ct o f  m a k in g  an  
excess con tr ib u tion  w h ich  is n o t  d eter ­
m ined to  have been  w illfu lly  m a de, and 
p aragrap h  (e )  o f  th is  section  describes 
th e  e ffect o f  m akin g a n  excess con tr ib u ­
t ion  w h ich  is determ in ed  to  have been  
w illfu lly  m ade.

(2 ) U nd er section  4 0 1 (c ) (1 ) ,  certa in  
se lf-em p loyed  ind ividuals are treated  as 
em ployees  fo r  purposes o f  section  401. 
In  addition , under section  4 01 (c ) (4 ) ,  a 
p rop rieto r  is treated  as h is ow n  em ­
p loyer, and  th e  partn ersh ip  is treated 
as th e  em p loyer o f  th e partners. U nder 
section  404, ce rta in  con tr ibu tions  on  b e ­
h a lf  o f  a  se lf-e m p loyed  ind iv id u al are 
treated  as dedu ctible a n d  taken  in to  
con sideration  in  determ in in g th e am ou nt



1 0 1 4 0 R U LES A N D  R EG U L A T I O N S

allow ed as a  d ed u ction  under section  404 
(a ) .  S u ch  con tr ib u tion s are treated  

u n der section  401 a nd  th e regu lat ion s 

thereu n der as em ployer con tr ibu tion s on  

b eh a lf  o f  th e se lf-em p loyed  individual. 
H ow ever, in  som e cases, a dd ition al c o n ­
tr ibu tion s m ay be m a de on  b eh a lf o f  a 
se lf-e m p loyed  individual. S u ch  c o n ­
tr ibu tion s are n ot taken  in to  con sid era ­
t ion  in  determ in ing  th e am ou n t d ed u ct ­
ib le u n der section  404 and  are n o t  taken  
in to  con sid eration  in  com pu tin g  th e 
a m ou n t allow ed as a  d ed u ction  u n der 
section  4 0 4 (a ). F or  purposes o f  section  
401 and  th e regu lation s th èreunder, such  
con tr ib u tion s are trea ted  as em ployee 
con tr ib u tion s by th e se lf-e m p loyed  in ­
d ividual. I f  a  se lf-e m p loyed  ind ividual 
is a n  ow n er-em p loyee  w ith in  th e m ea n ­
in g  o f  section  401 (c) (3) and  paragrap h
(d )  o f  § 1.401-10, th en  th is section  p re ­
scribes the rules app licable i f  con tr ib u ­
tion s are m a de  in  excess o f  th ose p er ­
m itted  to  be m ade  u n der  section  401.

(b ) Excess contributions defined. (1 ) 
( i)  E xcep t as provided  in  p aragrap h
(c )  rela tin g to  con tr ib u tion s  w h ich  are 
ap p lied  to  pay prem ium s on  ce rta in  a n ­
n u ity , endow m en t, o r  life  insu ran ce c o n ­
tracts , an  excess con tr ib u tion  is any  
am ou n t described in  subparagraphs (2) 
th rou g h  (4 ) o f  th is paragrap h .

(ii)  F or  purposes o f  determ in in g if  
th e  am ou n t o f  a ny  con tr ib u tion  m ade 
u n d er th e p lan  o n  b eh a lf o f  an  ow n er- 
em ployee is an  excess con tr ib u tion , the 
am ou n t o f  any con tr ib u tion  m ade  u nder 
th e  p la n  w h ich  is a llocable to  th e  p u r ­
ch a se o f  life , a cc id en t, h ea lth , o r  oth er 
in su ran ce  is n o t  taken  in to a ccou n t. T h e  
a m ou n t o f  a n y  con tr ib u tion  w h ich  is a l ­
lo ca b le  to  th e  cost o f  insu rance p ro te c ­
t ion  is determ in ed  in  a ccord a n ce  w ith  
th e  prov isions o f  paragrap h  ( f  ) o f  § 1.404
( e )  - l  and  p aragrap h  (b ) o f  § 1 .72-16.

(2 ) (i)  In  th e  case o f  a  taxa ble year
o f  th e p la n  fo r  w h ich  em ployer con tr ib u ­
tion s are m ade on  b eh a lf o f  on ly  ow n er- 
em ployees, an  excess con tr ib u tion  is th e 
a m ou n t o f  a n y  con tr ib u tion  fo r  such  
taxa ble year o n  b eh a lf o f  su ch  ow n er- 
em ploy ee w h ich  is n o t  dedu ctible under 
section  404 (d eterm in ed  w ith ou t reg ard  
to  section  4 04 (a ) ( 1 0 ) ) .  T h is  ru le a p ­
p lies irrespective  o f  w h eth er th e  pla n  
provides fo r  con tr ib u tion s o n  b eh a lf  o f  
com m on -la w  em ployees, o r  se lf-e m ­
p loyed  ind ividuals w ho  are n o t  ow n er- 
em ployees, w h en  such  em ployees or in ­
d ividuals becom e eligible fo r  covera ge  
u n der th e  pla n , and  irrespective o f  
w h eth er con tr ib u tion s are in  fa c t  m ade 
fo r  su ch  em ployees o r  su ch  individuals 
f o r  o th er taxa ble  years o f  the plan .

(ii)  In  th e case o f  a  taxa ble  year o f  
th e pla n  fo r  w h ich  em ployer con tr ib u ­
tion s are m ade on  b eh a lf o f  b o th  ow n er- 
em ployees a nd  eith er com m on -la w  em ­
p loyees o r  se lf-em p loyed  individuals 
w h o  are n o t  ow n er-em ployees, an  excess 
con tr ib u tion  is th e am ou n t o f  any  em ­
p loyer con tr ib u tion  on  b eh a lf  o f  a ny  
ow n er-em p loyee  fo r  su ch  taxa ble  year 
w h ich  exceeds th e am ou n t dedu ctible 
u n der section  404 (d eterm in ed  w ith ou t 
reg ard  to  section  4 04 (a ) (1 0 ))  unless 
su ch  a m ou n t m ay  be treated as an  em ­
p loyee con tr ib u tion  under th e  p la n  in  
a ccord a n ce  w ith  th e ru les o f  p aragrap h
(d ) (3) o f  § 1.401-11 and  is a  perm issible

em ployee  con tr ib u tion  u n d e r  su bp ara ­
g rap h  (3 ) o f  th is paragraph .

(3 ) ( i)  In  th e  case  o f  a  taxable  year o f  
th e  p la n  fo r  w h ich  em p loyer con tr ib u ­
tion s a re  m a de  on  b eh a lf  o f  b o th  an  
ow n er-em p loyee  a n d  eith er com m on -la w  
em ployees o r  se lf-em p loyed  individuals 
w h o  are n o t  ow n er-em ployees, em ployee 
con tr ib u tion s on  b eh a lf o f  a n  ow n er- 
em p loyee m a y be m a de  fo r  su ch  taxa ble 
yea r o f  th e  plan . H ow ever, th e  am ou nt 
o f  such  con tr ibu tion s, i f  any, w h ich  is 
described  in  subdivisions ( i i ) , ( i i i ) , or
(iv ) o f  th is subparagraph  is a n  excess 
con tr ibu tion .

(ii) A n  excess con tr ib u tion  is th e 
a m ou n t o f  any  em ployee con tr ib u tion  
m ade on  b eh a lf o f  any  ow n er-em ployee  
d urin g a  taxable  yea r o f  th e p la n  at a  
ra te  in  excess o f  th e  rate  o f  con tr ib u ­
tion s w h ich  m ay be m a de  as em p loyee 
con tr ib u tion s  by com m on -la w  em ployees, 
or  b y se lf-em p loyed  ind iv id u als  w h o  are 
n o t  ow n er-em ployees, during such  ta x ­
able yea r o f  th e  plan .

(iii)  A n  excess con tr ib u tion  is th e  
a m ou n t o f  any  em p loyee con tr ib u tion  
m ade  on  b eh a lf o f  a n  ow n er-em ployee  
w h ich  exceeds th e  lesser o f  $2,500 o r  10 
p ercen t o f  th e  earned in com e (as defined 
in  paragrap h  (c )  o f  § 1 .401-10) o f  such  
ow n er-em p loyee  fo r  h is taxa ble yea r in  
w h ich  such  con tr ib u tion s are m ade.

(iv ) In  th e  case o f  a  taxa ble yea r o f  
a n  ow n er-em p loyee in  w h ich  con tr ib u ­
tion s are m ade o n  b eh a lf  o f  su ch  ow n er- 
em p loyee u n der m ore  th an  on e pla n , an  
excess con tr ib u tion  is th e am ou n t o f  any  
em p loyee  con tr ib u tion  m ade on  b eh a lf  
o f  su ch  ow n er-em p loyee u n der all such  
plan s durin g su ch  taxa ble yea r w h ich  
exceeds  $2,500. I f  su ch  a n  excess c o n ­
tr ib u tion  is m ade, th e  am ou n t o f  th e  
excess con tr ib u tion  m a de  on  b eh a lf o f  
th e  ow n er-em ployee  w ith  respect to  any  
on e o f  su ch  plan s is th e  am ou n t b y w h ich  
th e  em p loyee con tr ib u tion  o n  h is b e ­
h a lf  u n der su ch  p la n  fo r  th e  yea r ex ­
ceeds  a n  a m ou n t w h ich  bears th e  sam e 
ra tio  to  $2,500 as th e  earned in com e o f  
th e  ow n er-em p loyee  derived  fro m  th e  
trade  o r  business w ith  resp ect to  w h ich  
th e  p la n  is established bears to  h is earned 
in com e derived  fro m  th e  trades o r  busi ­
nesses w ith  respect to  w h ich  all such  
plan s are established.

(4) A n  excess con tr ib u tion  is th e  
a m ou n t o f  any  con tr ib u tion  o n  b eh a lf 
o f  an  ow n er-em p loyee fo r  any  taxable  
yea r o f  th e  pla n  w ith  resp ect to  w h ich  
th e  p la n  is treated, Under section  401 (e)
(2 ) ,  as n o t  m eetin g th e  requirem ents o f  
section  4 01 (d ) w ith  resp ect to  such  
ow n er-em ployee .

( c )  Contributions for premiums on cer ­
tain annuity, endowment, or life insur­
ance contracts. ( 1 ) 'T h e  term  “ excess 
con tr ib u tion ”  does n o t  in clu de th e  
a m ou n t o f  any  em ployer con tr ib u tion s on  
b eh a lf  o f  an  ow n er-em p loyee  w h ich , 
under th e prov is ion s o f  th e  pla n , is e x ­
pressly  required to  be applied  (eith er 
d irectly  or th rou gh  a trustee) to  pay  th e 
prem iu m s or  o th er con sideration  fo r  on e 
o r  m ore ann uity , endow m ent, o r  life  in ­
surance  con tracts , i f—

(i)  T h e  em ployer con tr ib u tion s so  a p ­
p lied  m eet th e  requirem ents o f  su bp ara ­
grap hs (2 ) th rou gh  (4 ) o f  th is p a ra ­
grap h , an d

(ii)  T h e  tota l em p loyer contributions 
required to  be applied  annually  to pay 
prem iu m s on  b eh a lf o f  any  ow ner-em ­
p loyee  fo r  con tra cts  described in  this 
p aragrap h  d o  n o t  exceed  $2,500. For 
purposes o f  com pu tin g  such  $2,500 limit, 
th e to ta l em ployer con tribu tions  includes 
am ou nts  w h ich  are a llo ca ble to  the pur­
chase  o f  life , a cciden t, health , or other 
insurance.

(2 ) ( i)  T h e  em ployer contributions 
m u st be p aid  u nder a  p la n  w h ich  satisfies 
all th e requirem ents fo r  qualification. 
A ccord in g ly , fo r  exam ple, contributions 
ca n  be paid  u n der th e ,p la n  fo r  life in ­
sura nce  p ro tection  on ly  to  th e extent 
otherw ise p erm itted  u nder sections 401 
th rou gh  404 a nd  th e regulations there­
under. H ow ever, certa in  o f  th e require­
m en ts fo r  q u a lification  are m odified  with 
resp ect to  a  p la n  described  in  th is para ­
g rap h  (see section  401 (a ) (10) (A ) (ii) 
and  (d ) ( 5 ) ) .

( ii)  A  p la n  described in  th is para ­
grap h  is n o t  d isqualified  m erely  because 
a  con tr ib u tion  is m a de  o n  beh a lf o f  an 
ow n er-em p loyee  by h is  em ployer during 
a  taxa ble  yea r o f  th e em ployer fo r  which 
th e  ow n er-em p loyee  h as n o  earned in ­
com e. O n  th e  o th er h an d , a  p lan  will 
fa il  to  qu a lify  i f  a  con tr ib u tion  is made 
o n  b eh a lf o f  an  ow n er-em p loyee which 
results in  th e  d iscr im in ation  prohibited 
b y  section  401 (a ) (4 ) as m od ified  by sec­
t ion  4 01 (a ) (10) (A ) ( ii)  (see paragraph
( f ) ( 3 )  o f  § 1 .401-12).

(3 ) T h e  em ployer con tr ibu tions  must 
be app lied  to  pay  prem ium s or other 
con sid era tion  fo r  a  con tra c t  issued on  the 
life  o f  th e  ow n er-em p loyee. F or pur­
poses o f  th is su bparagraph , a  contract is 
n o t  issued o n  th e  life  o f  a n  ow ner-em ­
p loyee  unless all th e  p roceeds w hich  are, 
o r  m a y  b ecom e, p aya b le  under the con ­
tra c t  are payab le d irectly , o r  through a 
trustee  o f  a  trust described  in  section 
4 01 (a ) and  exem pt fr o m  ta x  under sec­
t ion  5 0 1 (a ) , to  th e ow n er-em ployee  or to 
th e ben eficiary nam ed  in  th e  contract or 
u n der th e plan . A ccord in g ly , fo r  ex ­
am ple, a  n on tra n sfera b le  face-am ou nt 
ce rtifica te  (as defin ed in  section  401(g) 
and  th e  regu lation s th ereun der) is con ­
sidered an  an n u ity  on  th e life  o f  the 
ow n er-em p loyee  i f  th e p roceeds pf such 
co n tra c t  are paya b le  on ly  to  th e owner- 
em p loyee o r  h is  beneficiary.

(4) ( i)  F o r  a n y  taxa ble year o f  the 
em ployer, th e  am ou n t o f  contributions 
b y  th e  em ployer on  b eh a lf  o f  the owner- 
em ployee  w h ich  is app lied  to  pay pre ­
m ium s u nder th e con tra cts  described in 
th is p aragrap h  m u st n o t  exceed the 
average o f  th e  am ou nts deductible un ­
der section  404 (determ in ed  w ithout re­
gard  to  section  4 04 (a ) (1 0 ))  by such em ­
p loyer on  b eh a lf  o f  su ch  ow ner-em ployee 
fo r  th e  m ost recen t three  taxable years 
o f  th e em p loyer < ending prior  to the 
date  th e latest con tra ct  was entered into 
o r  m od ified  to  provide  add itiona l bene­
f it s ) ,  in  w h ich  th e ow ner-em ployee de­
rived  earned in com e fro m  the trade or 
business w ith  resp ect to  w h ich  the plan 
is established. H owever, i f  such  owner- 
em p loyee has n o t  derived  earned income 
fo r  a t least th ree  taxa ble  years preced ­
in g su ch  date, th en , in  determ ining tne 
“ average o f  th e  am ounts deductible , 
on ly  so m a n y  o f  su ch  taxable  years as
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such ow n er-em p loyee was en gaged in  

such trade  o r  business and  derived 
earned in com e th ere from  are taken  in to  
account. •

(ii) F or  the purpose o f  m akin g th e  
com putation  described in  subdivision  (i)  

of this subparagraph , th e  taxa ble years 
taken in to a ccou n t inc lu de  th ose years 
in w hich  th e ind iv idual derived ea rned 

income fro m  th e  trade  o r  business but 

was n ot an  ow n er-em p loyee  w ith  resp ect 
to such trad e o r  business. Fu rth erm ore, 

taxable years o f  th e em ployer p reced in g 

the taxable yea r in  w h ich  a  qualified pla n  

is established are taken  in to  a ccou n t. 

If such taxa ble  years began p rio r  to  

January 1, 1963, th e am ou n t dedu ctib le  
is determ ined as i f  section  404 in clu ded  
section 404 (a ) (8 ) , (9 ) ,  (1 0 ), a nd  ( e ) .

(5) T h e  am ou n t o f  a ny  em p loyer c o n ­

tribution w h ich  is n o t dedu ctib le  but 
which is n o t  trea ted  as an  excess c o n ­

tribution beca use  o f  th e p rov is ion s o f  
this paragrap h  shall be taken  in to  a c ­

count as a n  em p loyee con tr ib u tion  m a de  

on behalf o f  th e  ow n er-em p loyee  dur ing 

the ow n er-em p loyee ’s taxable yea r w ith , 
or w ith in w h ich , th e  taxa ble  yea r o f  th e 
person treated  as h is em ployer u n der sec ­
tion 401 (c) (4 ) ends. H ow ever, su ch  co n ­

tribution is on ly  treated  as an  em p loyee 
contribution  m a de on  b eh a lf  o f  the 
owner-em ployee fo r  th e purpose o f  d e ­
termining w h eth er any  oth er em ployee 
contribution  m a de on  b eh a lf  o f  th e 
owner-em ployee du rin g such  p eriod  is an  

excess con tr ib u tion  d escrib ed  in  p a ra ­
graph (b ) (3) o f  th is section .

(d) Effect of an excess contribution 
which is not willfully made. (1 ) I f  an  

excess con tr ib u tion  (as defin ed in  p a ra ­
graph (b ) o f  th is section ) is m ade  on  

behalf o f  an  ow n er-em p loyee, and  i f  such  

contribution is n o t  w illfu lly  m ade, th en  

the provisions o f  th is paragrap h  describe 

the effect o f  su ch  an  excess con tr ib u tion . 

However, i f  th e excess con tr ib u tion  m a de 

on behalf o f  an  ow n er-em p loyee  is d e ­
termined to  have been  w illfu lly  m ade , 
then the p rov is ion s o f  p aragrap h  (e ) o f  

this section  are app licable to  su ch  co n ­
tribution.

(3) ( i)  T h is  p aragrap h  does n o t  app ly 
to an excess con tr ib u tion  i f  th e  n et 

amount o f  su ch  excess con tr ib u tion  (as 

defined in  subp arag raph  (4) o f  th is p a ra ­
graph) and  th e  n et in com e attributable 
to such am ou n t are repa id  to  th e  ow n er- 

employee on  w hose b eh a lf  th e  excess 
contribution was m a de  a t  any  tim e b e ­
fore the end o f  six  m on th s  beg in n in g 

on the day on  w h ich  th e  d istr ict d i ­

rector sends n otice  (b y  certified  or reg is ­

tered m a il)  o f  th e am ou n t o f  th e excess 

contribution to  th e  trust, insurance  co m ­
pany, or o th er p erson  to  w h om  such  ex ­

cess con tr ib u tion  was paid . T h e  n et 

income attributable to  th e n e t  am ou n t o f  
the excess con tr ib u tion  is th e  aggregate 

of the am ounts o f  n et in com e a ttr ibu t ­
able to th e n et a m ou n t o f  th e excess 

contribution fo r  ea ch  year o f  th e pla n  

beginning w ith  th e  taxa ble year o f  the 
Plan w ith in  w h ich  th e  excess con tr ib u ­
tion is m ade and  en din g w ith  th e  close  o f  
the taxable year o f  th e  p la n  im m edia tely  
Preceding th e taxa ble year o f  th e  p la n  

in w hich th e n et am ou n t o f  th e  excess 

contribution is rep aid . T h e  am ou n t o f  

net incom e a ttribu table  to  th e n et

a m ou n t o f  th e  excess con tr ib u tion  fo r  

ea ch  yea r is th e  am ou n t o f  n e t in com e 
earned u n der th e  p la n  d urin g th e  year 

w h ich  is a lloca ted  in  a  reason able  m a n ­

n er  to  the n et am ou n t o f  th e excess c o n ­

tr ibu tion . F o r  exam p le , th e  a m ou n t  o f  

n e t  in com e earned u nder th e pla n  fo r  

th e yea r w h ich  is a ttribu table  to  th e n et 
a m ou n t o f  an  excess con tr ib u tion  ca n  be 

com pu ted  as th e a m ou n t w h ich  bears 

th e  sam e ra tio  to  th e am ou n t o f  th e  rtn et 

in com e attributable to  th e in terest o f  
th e  ow n er-em p loyee  u nder th e p la n ”  fo r  

su ch  taxa ble year (determ ined  in  a cco rd ­

an ce w ith  the prov isions o f  su bp ara ­

grap h  (5) ( ii)  o f  th is p a ragrap h ) as the 
n et am ou n t o f  th e  excess con tr ib u tion  

bears to  th e aggregate am ou n t stan d in g 
to  the a ccou n t o f  the ow n er-em p loyee  a t 
th e end o f  th a t year (in clu d in g  th e  n et 
am ou n t o f  any excess con tr ib u tion ).

(ii)  T h e  n otice  described in  subd iv i ­
s ion  ( i)  o f  th is  su bp aragraph  shall n ot 

be m a iled  p rior  to  th e  tim e th a t th e  
a m ou n t o f  th e  ta x  under ch a p ter  1 o f  

th e  C ode  o f  th e ow n er-em p loyee  to  w h om  
th e excess con tr ib u tion  is to  be repa id  
h as been  fin a lly  determ in ed  fo r  h is  ta x ­
able yea r in  w h ich  su ch  excess co n tr i ­

bu tion  was m ade. F or  purposes o f  th is 
subdivision , a  fin a l determ in ation  o f  the 

am ou n t o f  ta x  lia bility  o f  the ow n er- 
em p loyee includes—

(a ) A  d ecis ion  b y th e  T a x  C ou rt o f  
th e  U nited States, o r  a  ju d gm en t, decree , 
or  o th er o rd er b y any  cou rt  o f  com peten t 
ju r isd iction , w h ich  has  b ecom e fin a l;

(b )  A  closin g  agreem en t authorized  
by section  7121; or

(c )  T h e  exp ira tion  o f  the p eriod  o f  
lim ita tion  on  suits b y  th e ta xp ayer fo r  
re fu n d , unless su it is institu ted  p rior to  
th e exp ira tion  o f  su ch  period .

(iii)  F o r  purposes o f  th is  su bp ara ­
grap h , an  am ou n t is treated  as rep a id  to  
an  ow n er-em p loyee  i f  an  adequate a d ­
ju stm en t is m a de  to  th e a ccou n t o f  the 
ow n er-em p loyee. A n  adequate a d ju s t ­
m en t is m a de  to  th e  a ccou n t o f  an  
ow n er-em p loyee , f o r  exam p le, i f  th e  
am ou n t o f  th e  excess con tr ib u tion  (w ith ­
ou t a n y  red u ction  fo r  a n y  load in g  or  
o th er adm inistrative ch a rge) a nd  th e  net 
in com e a ttribu table  to  such  am ou n t is 
taken  in to  a ccou n t as a con tr ib u tion  
u n der th e p la n  fo r  th e  cu rren t year. In  
such  a  case, th e  gross in com e o f  th e 
ow n er-em p loyee  fo r  h is taxa ble  yea r in  
w h ich  such  a d ju stm en t is m ade  includes 
th e  am ou n t o f  th e  n et in com e a ttrib u t ­
able to  th e  excess con tr ib u tion .

(iv ) I f  th e  n et am ou nt o f  th e  excess 
con tr ib u tion  and  th e n et in com e a ttribu t ­
able th ereto  is repa id , w ith in  th e period  
described in  subd ivision  ( i)  o f  th is su b- 
p aragrap h , to  th e ow n er-em p loyee  on  
w hose b eh a lf  su ch  con tr ib u tion  was 
m ade, th en  th e n et in com e attributable 
to  th e excess dontribu tion  is, pursuant 
to  section  6 1 (a ) , includ ible in  th e  gross 
in com e o f  th e  ow n er-em p loyee  fo r  h is 
taxa ble  yea r in  w h ich  su ch  am ou n t is 
d istributed, o r  m a de available, to  h im . 
H ow ever, such  am ou n t is n o t a d istribu ­
t ion  to  w h ich  section  402 o r  403 and se c ­
t ion  72 ap p ly  (see su bparagraph  (6 ) o f  
th is  p a ra g ra p h ).

(3 ) (i)  I f  th e  n et am ou n t o f  any  e x ­
cess con tr ib u tion  (as defin ed  in  su b - 
p ara gra p h  (4 ) o f  th is p a ra gra p h ) and

th e n et in com e a ttribu table  to  th a t e x ­
cess con tr ib u tion  are n o t  repa id  to  th e  
ow n er-em p loyee  on  w hose  b eh a lf th e 
excess con tr ib u tion  w as m ade  b e fore  the 
end. o f  th e s ix -m on th  p eriod  described  
in  su bp arag raph  (2 ) ( i)  o f  th is p a ra ­
graph , th e  p la n  u n der w h ich  th e  excess 
con tr ib u tion  h as  been  m ade is co n s id ­
ered, fo r  purposes o f  section  404, as n o t 
sa tisfy in g  th e  requirem ents fo r  qua lifi ­
ca tion  w ith  respect to  su ch  ow n er- 
em ployee fo r  a ll ta xa b le years o f  the 
p la n  d escrib ed  in  subd ivision  (ii) o f  th is 
su bparagraph . H ow ever, such  disquali ­
f ica tion  on ly  applies to  th e interest o f  
th e  ow n er-em p loyee  on  w hose b eh a lf  an  
excess con tr ib u tion  h as been  m ade  and  
does n o t  d isqu a lify  th e pla n  w ith  respect 
to  th e o th er  partic ip an ts  th ereunder.

(ii)  T h e  taxa ble  years  re ferred  to  in  
subd iv ision  ( i)  o f  th is su bp arag raph  in ­
clu de  th e  ta xa b le  yea r o f  th e p la n  w ith in  
w h ich  th e excess con tr ib u tion  is m ade  
a nd  ea ch  su cceed in g ta xa b le  yea r o f  th e 
p la n  u n til th e begin n in g o f  th e taxa ble  
yea r o f  th e  p la n  in  w h ich  th e  trust, in ­
su ra nce  com pa n y , o r  o th er person  to  
w h om  such  excess con tr ib u tion  was p a id  
rep ays to  such  ow n er-em p loyee—

(a) T h e  n et a m ou n t o f  th e  excess 
con tr ib u tion , and

( b) T h e  a m ou n t o f  in com e a ttribu t ­
able to h is  in terest u n der th e p la n  
w h ich  is in clu d ib le  in  h is  gross in com e 
fo r  any  taxa ble  yea r b y rea son  o f  the 
p rov is ion s o f  su bp arag raph  (5) o f  th is 
paragrap h .

(4 ) F or  purposes o f  th is p aragrap h , 
th e  n et a m ou n t o f  an  excess con tr ib u ­
t ion  is th e  a m ou n t of- such  excess c o n ­
tr ib u tion , as defin ed  in  p aragrap h  (b ) 
o f  th is  section , red u ced  by th e am ou n t o f  
a n y  load in g  ch a rg e  o r  o th er a dm in is ­
tra tive  ch a rg e  ra ta b ly  a llo ca ble  to  such  
excess con tr ib u tion .

(5 ) ( i)  I f  a  p la n  is con sid ered  as n ot 
m eetin g  th e requ irem en ts fo r  qu a lifica ­
tion  w ith  resp ect to  an  ow n er-em p loyee  
b y reason  o f  th e  provisions o f  su bp ara ­
grap h  (3 ) o f  th is paragrap h  fo r  any  
taxa ble  yea r o f  th e  plan , su ch  ow n er- 
em ployee ’s  gross in com e fo r  a n y  o f  h is 
ta xa b le  years  w ith  o r  w ith in  w h ich  such  
taxa ble  yea r o f  th e  p la n  ends shall, fo r  
purposes  o f  ch a pter 1 o f  th e C ode, in ­
clu de  th e  p ortion  o f  th e n et in com e 
earn ed  u n der th e p la n  fo r  such  taxable 
yea r o f  th e  p la n  w h ich  is attributable 
to  th e interest o f  th e ow n er-em p loy ee  
u n der th e  plan .

(ii) F o r  purposes o f  th is su bp ara ­
grap h , th e term  “ n et in com e”  m eans 
th e  n et in com e  earned u n der th e p la n  
determ in ed  in* a ccord a n ce  w ith  genera lly  
a ccep ted  a ccou n tin g  princip les  con s ist ­
en tly  applied , a nd  th e  “ n et in com e  a t ­
tr ibu ta b le  to  th e  in terest o f  th e ow n er- 
em ployee u n der th e p la n ”  is th e  am ou n t 
w h ich  bears th e  sam e ra tio  to  th e  a ggre ­
ga te a m ou n t o f  n e t in com e earned under 
th e  p la n  fo r  th e  taxa ble yea r o f  th e plan  
as th e  a m ou n t stan d in g to  th e -account 
o f  th e ow n er-em p loyee  at th e  en d o f  
th a t year (in clu d in g  th e am ou n t o f  any 
excess  con tr ib u tion  w h ich  is cred ited  to  
h is a ccou n t) bears to  th e aggregate  
a m ou n t o f  a ll fu n d s  u nder th e  p la n  fo r  
all em ployees a t th e  end o f  th a t yea r 
(in clu d in g  th e  aggregate a m ou n t o f  e x ­
cess  con tr ib u tion s cred ited  to  th e  a c -



1 0 1 4 2 R U LES A N D  R EG U L A T I O N S

cou n ts  o f  all ow n er -em p loyees fo r  th at 

y e a r ) .
(iii)  T h e  provisions o f  th is su bp ara ­

grap h  m a y be illustrated by th e  fo llo w ­
in g  exa m p le :

E x a m p le .  A  is  a n  o w n e r -e m p lo y e e  c o v ­

e r e d  u n d e r  t h e  X  E m p lo y e e s ’ P e n s io n  T r u s t  

w h o  f lie s  h is  r e t u r n  o n  t h e  b a s is  o f  a  c a le n ­

d a r  y e a r .  A n  e x c e s s  c o n t r i b u t i o n  w a s  m a d e  

o n  b e h a l f  o f  A  d u r i n g  t h e  p la n  y e a r  b e g i n ­

n i n g  o n  J a n u a r y  1 , 1 9 6 6 . T h e  n e t  a m o u n t  

o f  t h e  e x c e s s  c o n t r i b u t i o n  a n d  t h e  n e t  i n ­

c o m e  a t t r i b u t a b l e  t h e r e t o  w a s  n o t  r e p a id  

t o  A  b e fo r e  t h e  e n d  o f  t h e  s i x - m o n t h  p e r io d  

d e s c r ib e d  i n  s u b p a r a g r a p h  ( 2 )  ( i )  o f  t h i s  

p a r a g r a p h . A c c o r d in g ly , t h e  n e t  in c o m e  

e a r n e d  u n d e r  t h e  p la n  d u r i n g  1 9 6 6  w h i c h  

i s  a t t r i b u t a b l e  t o  A ’s  i n t e r e s t  is  t o  b e  i n ­

c l u d e d  i n  h i s  g r o s s  i n c o m e  f o r  1 9 6 6 . A s ­

s u m e  t h a t  t h e  t r u s t  w h i c h  f o r m s  a  p a r t  

o f  t h e  p e n s i o n  p la n  o f  t h e  X  C o m p a n y  a ls o  

f i le s  i t s  r e t u r n s  o n  a  c a le n d a r  y e a r  b a s is ,  

a n d  t h a t  d y r i n g  1 9 6 6  t h e  t r u s t  h a d  a  g r o ss  

i n c o m e  o f  $ 4 ,0 0 0  ( i n c l u d i n g  a  l o n g - t e r m  

c a p i t a l  g a i n  o f  $ 2 ,5 0 0 )  a n d  e x p e n s e s  o f  $ 5 0 0 .  

A s s u m e ,  f u r t h e r ,  t h a t  t h e  a m o u n t  s t a n d i n g  

t o  A ’s  a c c o u n t  o n  D e c e m b e r  3 1 , 1 9 6 6  ( i n ­

c l u d i n g  t h e  a m o u n t  o f  t h e  e x c e s s  c o n t r i b u ­

t i o n ) ,  w a s  $ 2 0 ,0 0 0 , a n d  t h a t  o n  t h a t  d a t e  

t h e  a m o u n t  f u n d e d  u n d e r  t h e  p la n  f o r  a l l  

e m p lo y e e s  ( I n c lu d i n g  A )  is  $ 1 4 0 ,0 0 0 . T h e n  

t h e  n e t  i n c o m e  o f  t h e  t r u s t  f o r  1 9 6 6  i s  

$ 3 ,5 0 0  ( $ 4 ,0 0 0 — $ 5 0 0 ) . - T h e  n e t  i n c o m e  a t ­

t r i b u t a b l e  t o  t h e  i n t e r e s t  o f  A  u n d e r  t h e  

p la n  is  $ 5 0 0  ( t h e  a m o u n t  w h i c h  b e a r s  t h e  

s a m e  r a t i o  t o  $ 3 ,5 0 0  a s  $ 2 0 ,0 0 0  b e a r s  t o  

$ 1 4 0 ,0 0 0 ) .  A c c o r d in g ly , $ 5 0 0  is  i n c l u d e d  i n  

A ’s  g r o s s  i n c o m e  i n  a c c o r d a n c e  w i t h  t h e  

p r o v is io n s  o f  s e c t i o n  4 0 1 ( e ) ( 2 ) ( B )  a s  t h e  

“ n e t  in c o m e  a t t r i b u t a b l e  t o  t h e  i n t e r e s t  o f  

t h e  o w n e r -e m p l o y e e  u n d e r  " t h e  p l a n ” .

(6) T h e  provisions o f  section  402 or 

403 and  section  72 do n o t  app ly to  any 
a m ou n t distributed, o r  m ade available, to  
a n  ow n er-em p loyee  w h ich  is described  in  

th is paragraph . A ccord in g ly , fo r  e x ­
am ple, th e  prov isions o f  section  72 (m )

(5 ) (A ) ( i ) , rela tin g to  am ou nts su b je ct 

to  th e pena lty  ta x  im posed b y section  

72 (m ) ,  d o  n ot app ly to  th e am ou n t o f  
th e n et in com e attributable to  th e  in ter ­
est o f  an  ow n er-em p loyee  (as defined in  

subp arag raph  (5) (ii)  o f  th is paragrap h ) 
w h ich  is inc lu d ib le  in  his gross incom e. 

Fu rth erm ore, in  such  a  case, th e p ro ­

v isions o f  section  4 0 1 (d ) (5 ) (C )  do n o t  

app ly to  such  am ount.
(7) C ertain  adjustm en ts w ill be re ­

qu ired w ith  resp ect to  th e  in terest o f  an  

ow n er-em p loyee  a fter  a ny  am ou nt p re ­

v iou sly  a lloca ted  to  h is a ccou n t  has been  
returned to  h im  pursuant to  th e  p rov i ­
sions o f  th is paragraph . F or exam ple^ i f  
th e determ in ation  o f  w h eth er life  in ­
sura nce  benefits prov id ed  u nder th e  plan  
are inc id en ta l is m ade, in  part, w ith  re ­
gard  to  th e con tr ib u tion s a lloca ted  to  
th e accou n ts  o f  th e  partic ip an ts  covered  
u n der th e p lan , an  a d ju stm en t m a y have 
to  be m a de  w ith  resp ect to  th e  life  in ­
sura nce  pu rch ased  under th e  p la n  fo r  
any  ow n er-em ployee  a fter  a n y  am ou nt 
previously a llo ca ted  to  h is  a ccou n t has 
been  repa id  to  h im . Furtherm ore, if, 
fo r  exam ple, a n  ow n er-em ployee  h as re ­
ceived  ann u ity p aym en ts  w h ich  w ere 
taxa ble u n der the exclu sion  ra tio  ru le o f  
section  72, a n d  i f  such  exclu sion  ra tio  
took  in to  a ccou n t any  a m ou n t cred ited  
to  th e a ccou n t o f  th e  ow n er-em p loyee  
w h ich  is subsequently repa id  to  h im ,

th en  su ch  exclu sion  ra tio  m u st be re ­
com pu ted  a fter  th e  a d ju stm en t in  such  
ow n er-em p loyee ’s a ccou n t h as taken  
place.

(8 ) N otw ith stan din g any  oth er p ro ­
v is ion  o f  law , in  a ny  case in  w h ich  th e 
p la n  is treated  as n ot satis fy in g th e  re ­
quirem ents fo r  qua lifica tion  w ith  resp ect 
to  a ny  ow n er-em p loyee  b y rea son  o f  
th e  prov isions o f  section  4 0 1 (e ), th e  p e ­
r iod  fo r  assessing, w ith  respect to  such  
ow n er-em plp yee , any  defic ien cy  arising 
b y reason  o f—

(i) T h e  disallow ance o f  any  dedu c ­
t ion  u nder section  404 by  reason  o f  th e  
prov is ion s o f  su bparagraph  (3) o f  th is 
paragraph , or

(ii)  T h e  in clu sion  o f  am ounts in  th e 
gross in com e o f  th e ow n er-em ployee  by 
rea son  o f  the prov isions o f  subparagraph
(5 ) o f  th is paragraph ,

shall n o t exp ire  p rior  to  18 m on th s a fter  
th e day th e  d istrict d irector m ails th e  
n otice  w ith  resp ect to  th e  excess c o n ­
tr ib u tion  (descr ibed in  subparagraph  
(2) (i)  o f  th is paragrap h ) w h ich  gives 
rise to  such  disallow ance o r  inclu sion . 
Thus, fo r  exam ple, n otw ith stan d in g th e 
prov isions o f  section  6212(c) (re la tin g 
to  th e  restr ic tion  on  th e  d eterm in ation  o f  
a dd ition al d e fic ien cies), i f , a fter  a  fina l 
determ in ation  by th e  T a x  C ou rt o f  the 
in com e ta x  lia bility  o f  a n  ow n er-em ­
p loyee  fo r  a  taxable  yea r in  w h ich  an  ex ­
cess con tr ib u tion  was m ade, th e  am ou nt 
o f  such  excess con tr ib u tion  a nd  th e  n et 
in com e attribu ta ble  th ereto  is n o t  paid  
to  th e  ow n er-em p loyee  b e fore  the, end o f  
the s ix -m on th  p eriod  described in  su b - 
p aragrap h  (2 ) (i)  o f  th is p aragrap h , an  
a dd ition al deficien cy  assessm ent m a y  be 
m a de  fo r  such  taxa ble year w ith  resp ect 
to  such  excess^ jontribution .

(e ) Effect of an excess contribution 
which Hs determined to have been will­
fully made. I f  an  excess con tr ib u tion  
(as defin ed in  p aragrap h  (b ) o f  th is 
section ) o n  b eh a lf o f  a n  ow n er-em p loyee  
is determ in ed  to  have been  w illfu lly  
m a de, th en —

(1 ) O n ly  th e prov is ion s o f  th is p a ra ­
g rap h  app ly  to  su ch  con tr ib u tion ;

(2) T h ere  shall be d istributed to  th e 
ow n er-em p loyee  o n  w hose b eh a lf  such  
con tr ib u tion  was w illfu lly  m a de  h is  e n ­
tire  interest in  all p lan s in  w h ich  h e  is a  
p a rtic ip a n t as a n  ow n er-em p loyee ;

(3) T h e  am ou nt distributed under ea ch  
su ch  p la n  is an  am ou n t to  w h ich  section  
72 does a p p ly  (see section  72 (m ) (5) (A ) 
( i i i ) ) ;  and

(4) F or purposes o f  section  404, n o  
pla n  in  w h ich  su ch  ind ividual is covered  
as an  ow n er-em p loyee  shall be c o n ­
sidered as m eetin g th e  requirem ents fo r  
q u a lification  w ith  resp ect to  such  ow n er- 
em p loyee fo r  any taxa ble  year o f  th e  
p la n  beg in n in g w ith  or  w ith in  th e  ca l ­
en dar year in w h ich  it  is determ in ed  th at 
th e  excess con tr ib u tion  h as b een  w ill ­
fu lly  m a de  a nd  w ith  o r  w ith in  th e five 
ca len d a r years fo llow in g  such  year.

P a r . 8. S ection  1 .402(a) is am en ded  b y  

rev ising  section  4 02 (a ) (2 ) and  b y  add in g 
a  h is to rica l note. Th ese  am en ded  and  
added prov is ion s read as fo llow s :

§  1 . 4 0 2 ( a )  S t a tu t o r y  p r o v i s i o n s ;  ta x ­

a b i li t y  o f  b e n e f i c ia r y  o f  e m p lo y e e s ’  
t r u s t ; e x e m p t  tr u s t .

S e c . 4 0 2 . T a x a b i l i t y  o f  b e n e f ic ia r y  o f  em ­

p l o y e e s ’  t r u s t — ( a )  T a x a b i l i t y  o f  b eneficiary  
o f  e x e m p t  t r u s t .  *  *  *

( 2 )  C a p ita l g a in s  t r e a t m e n t  f o r  certain  
d i s t r i b u t i o n s .  I n  t h e  c a s e  o f  a n  e m p lo y e es ’ 
t r u s t  d e s c r ib e d  in  s e c t i o n  4 0 1 ( a ) ,  w h ic h  is 
e x e m p t  f r o m  t a x  u n d e r  s e c t io n  5 0 1 ( a ) ,  i f  the  
t o t a l  d i s t r i b u t i o n s  p a y a b le  w i t h  re sp e c t  to  
a n y  e m p lo y e e  a r e  p a id  t o  t h e  d istr ib u te e  
w i t h i n  1 ta x a b le  y e a r  o f  t h e  d is tr ib u te e  on  
a c c o u n t  o f  t h e  e m p lo y e e ’s  d e a t h  o r  o th er  
s e p a r a t i o n  f r o m  t h e  s e r v ic e , o r  o n  a c c o u n t  
o f  t h e  d e a t h  o f  t h e  e m p lo y e e  a f t e r  h is  se p a ­

r a t i o n  f r o m  t h e  s e r v ic e , t h e  a m o u n t  o f  su ch  
d i s t r i b u t i o n ,  t o  t h e  e x t e n t  e x c e e d in g  the  
a m o u n t s  c o n t r i b u t e d  b y  t h e  e m p lo y e e  (d e ­

t e r m i n e d  b y  a p p l y i n g  s e c t i o n  7 2 ( f ) ) ,  w h ich  
e m p lo y e e  c o n t r i b u t i o n s  s h a l l  b e  r e d u c e d  by  
a n y  a m o u n t s  t h e r e t o f o r e  d is t r i b u t e d  t o  h im  
w h i c h  w e r e  n o t  i n c l u d i b l e  i n  g r o s s  in c o m e , 
s h a l l  b e  c o n s i d e r e d  a  g a in  f r o m  t h e  sa le  or 
e x c h a n g e  o f  a  c a p i t a l  a s s e t  h e ld  f o r  m ore  
t h a n  6  m o n t h s .  W h e r e  s u c h  t o t a l  d is tr ib u ­

t i o n s  i n c l u d e  s e c u r i t i e s  o f  t h e  e m p lo y e r  cor ­

p o r a t i o n , t h e r e  s h a l l  b e  e x c lu d e d  f r o m  such  
e x c e s s  t h e  n e t  u n r e a li z e d  a p p r e c ia t io n  a t ­

t r i b u t a b l e  t o  t h a t  p a r t  o f  t h e  t o t a l  d is tr ib u ­

t i o n s  w h i c h  c o n s i s t s  o f  t h e  s e c u r it ie s  o f  th e  
e m p lo y e r  c o r p o r a t io n  s o  d is t r ib u t e d . T h e  
a m o u n t  o f  s u c h  n e t  u n r e a li z e d  a p p re cia tio n  
a n d  t h e  r e s u l t i n g  a d j u s t m e n t s  t o  b a sis  of 
t h e  s e c u r i t ie s  o f  t h e  e m p lo y e r  co rp o ra t io n  
s o  d i s t r i b u t e d  s h a l l  b e  d e t e r m in e d  i n  accord ­

a n c e  w i t h  r e g u la t i o n s  p r e s c r ib e d  b y  th e  sec ­

r e ta r y  o r  h i s  d e le g a te . T h i s  p a r a g r a p h  shall 
n o t  a p p ly  t o  d i s t r i b u t i o n s  p a id  t o  a n y  dis ­

t r i b u t e e  t o  t h e  e x t e n t  s u c h  d is tr ib u t i o n s  are 
a t t r i b u t a b l e  t o  c o n t r i b u t i o n s  m a d e  o n  b e h a lf  
o f  t h e  e m p lo y e e  w h il e  h e  w a s  a n  em p lo yee  
w i t h i n  t h e  m e a n i n g  o f  s e c t i o n  4 0 1 ( c )  ( 1 ) .

*  *  *  *  * 

[ S e c . 4 0 2 ( a )  a s  a m e n d e d  b y  s e c . 4 ( c ) ,  S e lf - 
E m p lo y e d  I n d i v i d u a l s  T a x  R e t ir e m e n t  A ct 

1 9 6 2  ( 7 6  S t a t .  8 2 5 )  ]

Par . 9. S ection  1.402 ( a ) - l  is amended 
by revising p aragrap h  (a ) (2) , (3 ) , (4), 
a n d  (5 ) ,  b y a dd in g new  subdivisions (vl) 
a nd  (v ii) a t th e  end  o f  paragraph (a)
(6 ) ,  a n d  b y a dd in g p aragrap h  (a) (7) 
and  (8 ) .  Th ese  am en ded  and added 
prov is ion s read as fo llow s :

§  1 . 4 0 2 ( a ) - !  T a x a b i l i t y  o f  b e n e fic ia r y  
u n d e r  a  tr u s t  w h ic h  m e e ts  th e  re ­

q u ir e m e n t s  o f  s e c t io n  4 0 1  ( a ) .

. (a )  In general. * * *
(2) I f  a  trust described in  section  401

(a ) a n d  exem p t u n der section  501(a) 
purchases a n  ann u ity con tra ct  fo r  an 
em p loyee  a n d  distributes it  to  the em ­
p loyee in  a  year fo r  w h ich  the trust is 
exem pt, th e  con tra c t  con ta in in g a cash 
surren der value w h ich  m ay be available 
to  an  em p loyee by su rrendering the con ­
tra ct, su ch  ca sh  su rrender value will not 
be Considered in com e to  th e em ployee un­
less and  u n til th e con tra ct is surrendered. 
F or th e  ru le as to  nontransferab ility  oi 

• a nn u ity con tra cts  issued a fter  1962, see 
p aragrap h  (b ) (2 ) o f  § 1.401-9. I f , how ­
ever, th e con tra c t  d istributed by sucn 
exem p t trust is a  retirem ent income, 
endow m en t, o r  o th er life  insurance con ­
tra c t  a n d  is d istributed a fter  O ctober 2®, 
1956, th e  en tire  ca sh  value o f  such con ­
tra ct a t th e  tim e o f  d istribution  mus 
be in clu ded  in  th e distributee’s incom 
in  a ccord a n ce  w ith  th e provisions of _ sec" 
firm Anoco'» ovppnt. tn t.he extent that,
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within 60 days a fter  th e  distribution  o f  

such con tract, all o r  any p ortion  o f  such  

value is irrevocably con verted  in to  a  c o n ­
tract under w h ich  n o  p art o f  any  p ro ­

ceeds payable on  death  a t any  tim e w ould 
be excludable u n der section  101 (a) (re ­

lating to  life  insu ran ce p ro ceed s ). I f  
the con tract d istributed b y su ch  trust 

is a tran sferable an n u ity con tra ct  issued 

after 1962, o r  a  retirem ent in com e, 
endowment, o r  oth er life  insurance 

contract w h ich  is d istributed a fter  1962 

(whether o r  n o t  tra n s fe ra b le ) , th en  n o t ­
withstanding th e preced in g senten ce the 

entire ca sh  value o f  th e con tra c t  is in ­

cludible in  the distrib utee’s gross incom e, 
unless w ith in  such  60 days su ch  con tra ct  

is also m ade n on tran sferab le .
(3) F or th e ru les ap p licable to  p re ­

miums p aid  by a  trust described in  sec ­
tion 401 (a) a n d  exem p t u n der section  

501(a) fo r  th e purchase o f  retirem ent 

income, endow m en t, or  oth er con tracts  
providing life  insurance  p ro tectio n  p a y ­

able u pon  th e death  o f  th e em ployee- 
participant, see p aragrap h  (b ) o f  § 1 .72- 
16.

(4) F or  th e  ru les app licable  to  th e 
amounts payable  by reason  o f  th e  death  
of an em ployee u n der a  con tra c t  p rov id ­
ing life insurance  prote ction , o r  an  a n ­
nuity con tra ct, purch ased  by a  trust d e ­
scribed in  section  4 01 (a ) a n d  exem pt 
under section  5 0 1 (a ), see p aragrap h  (c )  
of § 1.72-16.

(5) I f  pension  o r  ann u ity paym ents 
or other benefits are p aid  o r  m a de  ava il ­
able to th e beneficia ry  o f  a  deceased em ­
ployee or  a  deceased retired  em p loyee by 
a trust described in  section  401 (a ) w h ich  
is exem pt u n der section  5 0 1 (a ), su ch  
amounts are taxa ble in  a ccord a n ce  w ith  
the rules o f  section  4 02 (a ) a n d  th is se c ­
tion. in  case su ch  am ou nts  are taxa ble  
under section  72, th e “ investm en t in  th e  
contract”  shall be determ in ed  b y r e f ­
erence to  th e am ou n t con tr ib u ted  b y th e  
employee a n d  b y  app ly in g  th e  ap p licable 
rules o f  sections 72 a n d  101 (b ) (2 ) ( D ) . 
In case th e  am ou nts p aid  to , o r  includ ible 
m the gross in com e o f , th e beneficiaries 
of the deceased em ployee  o r  deceased 
retired em p loyee con stitu te  a  d istrib ution  
to which su bp arag raph  (6) n f  th is p a ra ­
graph is app licable, th e exten t to  w h ich  
the distribution  is taxa ble is determ in ed  
by reference to  th e  con tr ib u tion s o f  th e  
furployee, b y  re feren ce  to  a ny  p r ior  d is ­
tributions w h ich  w ere exclud able fro m  
gross in com e as a  return  o f  em p loyee 
contributions, a n d  b y a pp ly in g th e a p ­
plicable rules o f  section s 72 a n d  101 ( b ) .

(6) * * *

(vi) T h e  term  “ to ta l d istributions 
Payable”  does  n o t  in clu de U nited States 
retirem ent P la n  B on ds h e ld  by a  trust

¿he cred it  o f  a n  em ployee. Thus, a  
mstribution b y  a  qualified  trust m a y co n ­
stitute a  to ta l d istrib utions paya b le  w ith  
2fP eet to  an  em p loyee even  th ou gh  th e 
trust retains retirem en t p la n  bon ds reg - 
stered in  th e nam e o f  such  em ployee, 

^ f l y ,  th e  proceeds  o f  a  retirem ent 
Plan bond received  as a  p art o f  th e tota l 
««iount to  th e  cred it  o f  a n  em p loyee

u not be en titled  to  cap ita l gains trea t- 
(o?7 ‘ See section  405 (e) and  p aragrap h  
(a) (4) o f  § 1.405-3.
b w P F or  Purposes o f  determ in ing  
whether th e to ta l d istrib utions  payable

to  an  em p loyee  h ave been  distributed 
w ith in  on e taxa ble  year, th e term  “ to ta l 
d istrib utions  paya b le ”  in clu des am ounts 
h e ld  by a  trust to  th e cred it o f  a n  em ­
p loyee w h ich  are a ttribu table  to  c o n ­
tr ibu tions o n  b eh a lf  o f  th e  em p loyee 
w hile h e  was a  se lf-em p loyed  ind ividual 
in  th e  business w ith  respect to  w h ich  the 
p la n  was established. Th us, a  d istribu ­
t ion  by a  qua lified  trust is n o t  a  to ta l 
d istribution s paya b le  w ith  resp ect to  an  
em p loyee  i f  the trust retains am ounts 
w h ich  are so attribu table.

(7) T h e  cap ita l gains  treatm en t p ro ­
v ided by section  4 02 (a ) (2) and  su bp ara ­
grap h  (6 ) o f  th is p ara gra p h  is n o t  
ap p licable to  d istribution s paid  to  a  d is ­
trib utee to  th e  exten t su ch  distributions 
are attributable to  con tr ib u tion s m ade 
on  b eh a lf o f  a n  em ployee  w hile h e  was 
a  se lf-em p loyed  individual in  th e b usi ­
ness w ith  respect to  w h ich  th e  p la n  w as 
established. F or th e  ta xa tio n  o f  such  
am ounts, see § 1.72-18. F o r  th e rules 
fo r  determ in in g th e a m ou n t a ttribu ta ­
b le to  con tr ib u tion s on  b eh a lf o f  an  em ­
p loyee w hile he  was se lf-em ployed , see 
p aragrap h s (b ) (4) a n d  (c )  (2 ) o f  su ch  
section .

(8 ) F o r  purposes o f  th is section , th e  
term  “ em ployee”  includ es a  s e lf -e m ­
p loyed  individual w h o  is treated  as an  
em p loyee u n der  section  4 0 1 (c ) (1 ) ,  and  
p aragrap h  (b ) o f  § 1.401-10, and  th e  
term  “ em p loyer” - m eans th e  person  
treated  a s  th e  em ployer o f  su ch  in d i ­
v idu al u n der section  4 0 1 (c ) (4 ) .

P a r . 10. S ectio n  1 .403(a) i s  am ended 
b y rev ising  p aragrap h  (2) (A ) o f , and  by  
a dd in g a  new  p aragrap h  (3) to, section  
4 03 (a ) and  b y add in g a  h istorica l note. 
Th ese  am en ded  and  added prov isions 
read  as fo llow s :

§  1 . 4 0 3 ( a )  S t a tu t o r y  p r o v i s i o n s ;  t a x a ­

t io n  o f  e m p l o y e e  a n n u i t i e s ;  q u a l i f i e d  
a n n u it y  p l a n .

Se c . 4 0 3 . T a x a tio n  o f  e m p l o y e e  a n n u it ie s —

( a )  T a x a b i l i t y  o f  b e n e f ic ia r y  u n d e r  a q u a li ­

f ie d  a n n u i t y  p la n . * *  *

( 2 )  C a p ita l g a in s  t r e a t m e n t  f o r  c e r ta in  
d i s t r i b u t i o n s — ( A )  G e n e r a l  r u le .  I f —

( i )  A n  a n n u i t y  c o n t r a c t  is  p u r c h a s e d  b y  
a n  e m p lo y e r  f o r  a n  e m p lo y e e  u n d e r  a  p la n  
d e s c r i b e d  i n  p a r a g r a p h  ( 1 ) ;

(11) S u c h  p la n  r e q u ir e s  t h a t  r e f u n d s  o f  
c o n t r i b u t i o n s  w i t h  r e s p e c t  t o  a n n u i t y  c o n ­

t r a c t s  p u r c h a s e d  u n d e r  s u c h  p l a n  b e  u s e d  
t o  r e d u c e  s u b s e q u e n t  p r e m i u m s  o n  t h e  c o n ­
t r a c t s  xxn der t h e  p l a n ;  a n d

( i i i )  T h e  t o t a l  a m o u n t s  p a y a b le  b y  r e a s o n  
o f  a n  e m p lo y e e ’s  d e a t h  o r  o t h e r  s e p a r a t i o n  
f r o m  t h e  s e r v ic e , o r  b y  r e a s o n  o f  t h e  d e a t h  
o f  a n  e m p lo y e e  a f t e r  t h e  e m p lo y e e ’s  s e p a r a ­

t i o n  f r o m  t h e  s e r v ic e , a r e  p a i d  t o  t h e  p a y e e  
w i t h i n  o n e  t a x a b l e  y e a r  o f  t h e  p a y e e ,

t h e n  t h e  a m o u n t  o f  s u c h  p a y m e n t s ,  t o  t h e  
e x t e n t  e x c e e d in g  t h e  a m o u n t  c o n t r i b u t e d  
b y  t h e  e m p lo y e e  ( d e t e r m i n e d  b y  a p p l y i n g  s e c ­

t i o n  7 2 ( f ) ) ,  w h i c h  e m p lo y e e  c o n t r i b u t i o n s  
s h a l l  b e  r e d u c e d  b y  a n y  a m o u n t s  t h e r e t o ­

f o r e  p a i d  t o  h i m  w h i c h  w e r e  n o t  i n c l u d i b l e  
i n  g r o s s  in c o m e , s h a l l  b e  c o n s id e r e d  a  g a i n  
f r o m  t h e  s a le  o r  e x c h a n g e  o f  a  c a p i t a l  a s s e t  
h e l d  f o r  m o r e  t h a n  6  m o n t h s .  T h i s  s u b p a r a ­

g r a p h  s h a l l  n o t  a p p l y  t o  a m o u n t s  p a i d  t o  
a n y  p a y e e  t o  t h e  e x t e n t  s u c h  a m o u n t s  a r e  
a t t r i b u t a b l e  t o  c o n t r i b u t i o n s  m a d e  o n  b e ­
h a l f  o f  t h e  e m p lo y e e  w h il e  h e  w a s  a n  e m ­

p lo y e e  w i t h i n  t h e  m e a n i n g  o f  s e c t i o n  
4 0 1 ( c ) ( 1 ) .

* * * * *
( 3 )  S e l f - e m p l o y e d  in d iv id u a ls .  F o r  p u r ­

p o s e s  o f  t h i s  s u b s e c t i o n , t h e  t e r m  “ e m ­

p lo y e e ”  in c l u d e s  a n  i n d i v i d u a l  w h o  i s  a n  
e m p lo y e e  w i t h i n  t h e  m e a n i n g  o f  s e c t i o n  4 0 1  
( c ) ( 1 ) ,  a n d  t h e  e m p lo y e r  o f  s u c h  i n d i v i d u a l  
is  t h e  p e r s o n  t r e a t e d  a s  h i s  e m p lo y e r  u n d e r  
s e c t io n  4 0 1 ( c )  ( 4 ) .

[ S e c . 4 0 3 ( a )  a s  a m e n d e d  b y  s e c . 4 ( d ) ,  S e l f -  
E m p lo y e d  I n d i v i d u a l s  T a x  R e t i r e m e n t  A c t  
1 9 6 2  ( 7 6  S t a t .  8 2 5 )  ]

P a r . 11. S ection  1.403 ( a ) -1  is am ended 
b y  revis ing  paragrap h  (d ) and  b y add ing  
a  new  paragrap h  a t th e end th ereo f. 
Th ese  am en ded  a nd  add ed  prov is ion s 
read  as fo llow s :

§  1 . 4 0 3 ( a ) —1  T a x a b i l i t y  o f  b e n e f ic ia r y  
u n d e r  a  q u a l i f i e d  a n n u it y  p l a n .

* * * * *

(d ) A n  ind ividual con tra ct  issued 
a fte r  D ecem ber 31,1962, o r  a  grou p  co n ­
tract, w h ich  provides in cid en ta l life  in ­
su rance p ro te ction  m a y be  purch ased  
u n der a  qua lified  a nn u ity p lan . F or  the 
rules as to  n on tra n sfera b ility  o f  su ch  
con tra cts  issued a fter  D ecem ber 31,1962 , 
see § 1.401-9. F or  th e rules rela tin g to  
th e ta xa tion  o f  th e cost o f  th e life  in ­
surance  p ro tectio n  a nd  th e  proceeds  
th ereun der, see § 1.72-16. S ection  403 
(a )  is n o t  app licable to  prem ium s p aid  
a fter  O ctob er 26, 1956, fo r  individual 
con tra cts  w h ich  w ere issued p rior  to  
Jan u ary  1, 1963, and  w h ich  prov id e life  
insu ra n ce  p rotection .

♦ . ♦ ♦ * *

( f )  F or  purposes  o f  th is section  and  
§ 1.403 ( a ) -2 ,  th e term  “ em ployee”  in ­
cludes a  se lf-em p loy ed  ind iv id u al w h o  
is treated  as a n  em p loyee  u n der section  
4 01 (c ) (1) and  p aragrap h  (b ) o f  § 1 .401- 
10, and  th e term  “ em ployer”  m eans th e  
p erson  treated as th e  em ployer o f  su ch  
ind iv id u al u n der section  4 0 1 (c ) (4 ) .  F o r  
th e  rules re la tin g  to  a nn u ity p lan s c o v ­
erin g se lf-em p loyed  ind ividuals, see sec ­
t ion  4 0 4 (a )(2 )  a n d  §§ 1.404( a ) -8  and
1.401-10 th rou gh  1.401-13.

P a r . 12. S ectio n  1.403 ( a ) - 2  is am en ded  
b y  rev ising su bp arag raph  (1 ) o f  p a ra ­
g rap h  ( a ) ,  b y add in g a  new su bp ara ­
g rap h  to  p aragrap h  ( b ) ,  a nd  b y in sert ­
in g  im m edia tely a fte r  p aragrap h  (b ) a 
new  p aragrap h  ( c ) .  T h ese am ended 
a n d  added provisions read  as fo llow s :

§  1 . 4 0 3 ( a ) —2  C a p it a l  g a in s  t r e a t m e n t  
f o r  c e r t a in  d i s t r i b u t io n s .

(a ) * * *
(1 ) Is  a p la n  described in  section  403 

(a )  (1) and  § 1 .4 0 3 (a )- l ,  and
* * * * *

(b ) * * *
(5 ) F o r  purposes o f  determ in in g 

w h eth er th e  to ta l am ou nts  p aya b le  to  an  
em p loyee  h ave been  p aid  w ith in  on e ta x ­
able year, th e  term  “ tota l am ou n ts”  in ­
cludes am ou nts u n der a  p la n  w h ich  are 
attribu ta ble  to  con tr ib u tion s  on  b eh a lf  o f  
a n  ind iv id u al w h ile  h e  was se lf-em p loyed  
in  th e  business w ith  respect to  w h ich  the 
p la n  was established. Thus, th e  “ total 
am ou nts”  p aya b le  are n o t  p aid  w ith in  
on e taxa ble yea r i f  am ou nts  rem a in  p a y ­
able w h ich  are so attributable.

( c )  T h e  prov is ion s o f  th is section  are  
n o t  ap p licable to  any  amounts; p aid  to  a  
p ayee  to  th e  exten t su ch  am ou nts  are 
a ttribu table  to  con tr ib u tion s m a de on  
b eh a lf o f  a n  em ployee w hile h e  was a  
se lf-em p loy ed  ind iv id u al in  th e business
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w ith  resp ect to  w h ich  th e  p la n  was es ­

tablished. F or  th e  ta xa tio n  o f  such  
am ounts, see § 1.72-18. F or th e  ru les fo r  
determ in in g th e  am ou n t a ttribu table  to  
con tr ib u tion s  on  b eh a lf o f  a n  em p loyee 
w hile h e w as se lf-em p loyed , see p a ra ­
grap hs (b ) (4 ) and  (c )  (2) o f  su ch  
section .

P a r . 13. S ection  1 .404(a) is am en ded  
by rev ising section  4 04 (a ) (2 ) ,  by add ing 
paragraph s (8 ) , (9 ) , and  (10) to  section  
4 0 4 (a ), and  b y a dd in g a h is tor ica l,n o te . 
Th ese am en ded  and  added provisions 
read as fo llow s :

§  1 . 4 0 4 ( a )  S t a tu to r y  p r o v i s i o n s ;  d e d u c ­

t io n  f o r  c o n t r ib u t io n s  o f  a n  e m p lo y e r  
t o  a n  e m p l o y e e s '  tr u s t  o r  a n n u it y  p l a n  
a n d  c o m p e n s a t i o n  u n d e r  a  d e f e r r e d -  
p a y m e n t  p l a n ;  g e n e r a l r u le .

S e c . 4 04 . D e d u c t i o n  f o r  c o n t r i b u t i o n s  o f  
a n  e m p l o y e r  t o  a n  e m p l o y e e s ’ t r u s t  o r  a n ­

n u i t y  p la n  a n d  c o m p e n s a t i o n  u n d e r  a d e ­

f e r r e d -p a y m e n t  p la n — ( a )  G e n e r a l  r u le .
* * *

( 2 )  E m p l o y e e s ’ a n n u i t i e s .  I n  t h e  ta x a b le  
y e a r  w h e n  p a id , i n  a n  a m o u n t  d e t e r m i n e d  
i n  a c c o r d a n c e  w i t h  p a r a g r a p h  ( 1 ) ,  i f  t h e  
c o n t r i b u t i o n s  a r e  p a i d  to w a r d  t h e  p u r c h a s e  
o f  r e t i r e m e n t  a n n u i t i e s  a n d  s u c h  p u r c h a s e  
is  a  p a r t  o f  a  p la n  w h i c h  m e e t s  t h e  r e q u i r e ­

m e n t s  o f  s e c t i o n  4 0 1 ( a )  ( 3 ) ,  ( 4 ) ,  ( 5 ) ,  ( 6 ) ,

( 7 ) ,  a n d  ( 8 ) ,  a n d , i f  a p p l ic a b le , t h e  r e q u i r e ­

m e n t s  o f  s e c t i o n  4 0 1 ( a )  ( 9 )  a n d  ( 1 0 )  a n d  o f  
s e c t i o n  4 0 1 ( d )  ( o t h e r  t h a n  p a r a g r a p h  ( 1 ) ) ,  
a n d  i f  r e f u n d s  o f  p r e m i u m s , i f  a n y , a r e  a p ­

p li e d  W it h in  t h e  c u r r e n t , t a x a b le  y e a r  o r  
n e x t  s u c c e e d in g  t a x a b le  y e a r  to w a r d s  t h e  
p u r c h a s e  o f  s u c h  r e t i r e m e n t  a n n u i t i e s .

* * * * *
( 8 )  S e l f - e m p l o y e d  in d iv id u a ls .  I n  t h e  

c a s e  o f  a  p la n  i n c l u d e d  i n  p a r a g r a p h  ( 1 ) ,  
( 2 ) ,  o r  ( 3 )  w h i c h  p r o v id e s  c o n t r i b u t i o n s  o r  
b e n e f i t s  f o r  e m p lo y e e s  s o m e  o r  a l l  o f  w h o m  
a r e  e m p lo y e e s  w i t h i n  t h e  m e a n i n g  o f  s e c ­

t i o n  4 0 1  ( c ) ( 1 ) ,  f o r  p u r p o s e s  o f  t h i s  s e c t i o n —

( A )  T h e  t e r m  “ e m p lo y e e ”  in c lu d e s  a n  i n ­

d i v i d u a l  w h o  is  a n  e m p lo y e e  w i t h i n  t h e  
m e a n i n g  o f  s e c t i o n  4 0 1 ( c ) ( 1 ) ,  a n d  t h e  e m ­

p lo y e r  o f  s u c h  in d i v i d u a l  is  t h e  p e r s o n  
t r e a t e d  a s  h i s  e m p lo y e r  u n d e r  s e c t i o n  4 0 1  
( c ) ( 4 ) ;

( B )  T h e  t e r m  “ e a r n e d  i n c o m e ”  h a s  t h e  
m e a n i n g  a s s i g n e d  t o  i t  b y  s e c t i o n  4 0 1 ( c )  ( 2 ) ;

( C )  T h e  c o n t r i b u t i o n s  t o  s u c h  p la n  o n  
b e h a l f  o f  a n  in d i v i d u a l  w h o  is  a n  e m p lo y e e  
w i t h i n  t h e  m e a n i n g  o f  s e c t i o n  4 0 1 ( c ) ( 1 )  
s h a l l  b e  c o n s id e r e d  t o  s a t i s f y  t h e  c o n d i t i o n s  
o f  s e c t i o n  1 6 2  o r  2 1 2  t o  t h e  e x t e n t  t h a t  s u c h  
c o n t r i b u t i o n s  d o  n o t  e x c e e d  t h e  e a r n e d  i n ­

c o m e  o f  s u c h  i n d i v i d u a l  d e r iv e d  f r o m  t h e  
tr a d e  o r  b u s i n e s s  w i t h  r e s p e c t  t o  w h i c h  s u c h  
p la n  is  e s t a b l i s h e d , a n d  t o  t h e  e x t e n t  t h a t  
s u c h  c o n t r i b u t i o n s  a r e  n o t  a l lo c a b le  ( d e ­

t e r m i n e d  i n  a c c o r d a n c e  w i t h  r e g u la t i o n s  
p r e s c r ib e d  b y  t h e  S e c r e ta r y  o r  h i s  d e le g a t e )  
t o  t h e  p u r c h a s e  o f  l i f e ,  a c c i d e n t , h e a l t h ,  o r  
o t h e r  i n s u r a n c e ; a n d

( D )  A n y  r e f e r e n c e  t o  c o m p e n s a t i o n  s h a l l ,  
i n  t h e  c a s e  o f  a n  i n d i v i d u a l  w h o  is  a n  e m ­

p lo y e e  w i t h i n  t h e  m e a n i n g  o f  s e c t i o n  4 0 1 ( c )  
( 1 ) ,  b e  c o n s id e r e d  t o  b e  a  r e f e r e n c e  t o  t h e  
e a r n e d  i n c o m e  o f  s u c h  i n d i v i d u a l  d e r iv e d  
f r o m  t h e  tr a d e  o r  b u s i n e s s  w i t h  r e s p e c t  t o  
w h i c h  t h e  p la n  is  e s t a b li s h e d .

( 9 )  P la n s  b e n e f i t in g  s e l f - e m p l o y e d  in d iv id ­

u a ls .  I n  t h e  c a s e  o f  a  p la n  in c lu d e d  i n  
p a r a g r a p h  ( 1 ) ,  ( 2 ) ,  o r  ( 3 )  w h i c h  p r o v id e s  
c o n t r i b u t i o n s  o r  b e n e fi t s  f o r  e m p lo y e e s  s o m e  
o r  a l l  o f  w h o m  a r e  e m p lo y e e s  w i t h i n  t h e  
m e a n i n g  o f  s e c t i o n  4 0 1 ( c )  ( 1 ) —

( A )  T h e  l i m i t a t i o n s  p r o v id e d  b y  p a r a ­

g r a p h s  ( i ) ,  ( 2 ) ,  ( 3 ) ,  a n d  ( 7 )  o n  t h e  a m o u n t s  
d e d u c t i b l e  f o r  a n y  t a x a b le  y e a r  s h a l l  b e  c o m ­

p u t e d ,  w i t h  r e s p e c t  t o  c o n t r i b u t i o n s  o n  b e ­

h a l f  o f  e m p lo y e e s  ( o t h e r  t h a n  e m p lo y e e s  
w i t h i n  t h e  m e a n i n g  o f  s e c t i o n  4 0 1 ( c ) ( l ) ) , a s  
i f  s u c h  e m p lo y e e s  w e re  t h e  o n l y  e m p lo y e e s  
f o r  w h o m  c o n t r i b u t i o n s  a n d  b e n e fi t s  a r e  p r o ­

v i d e d  u n d e r  t h e  p la n ;
( B )  T h e  l i m i t a t i o n s  p r o v id e d  b y  p a r a ­

g r a p h s  ( 1 ) ,  ( 2 )  , ( 3 ) ,  a n d  ( 7 )  o n  t h e  a m o u n t s  
d e d u c t i b l e  f o r  a n y  t a x a b le  y e a r  s h a l l  b e  
c o m p u t e d ,  w i t h  r e s p e c t  t o  c o n t r i b u t i o n s  o n  
b e h a l f  o f  e m p lo y e e s  w i t h i n  t h e  m e a n i n g  o f  
s e c t i o n  4 0 1 ( c )  ( 1 )  —

( i )  A s  i f  s u c h  e m p lo y e e s  w e re  t h e  o n l y  
e m p lo y e e s  f o r  w h o m  c o n t r i b u t i o n s  a n d  b e n e ­

f it s  a r e  p r o v id e d  u n d e r  t h e  p la n , a n d

( i i )  W i t h o u t  r e g a r d  t o  p a r a g r a p h  ( 1 ) ( D ) ,  
t h e  s e c o n d  a n d  t h i r d  s e n t e n c e s  o f  p a r a g r a p h  
( 3 ) ,  a n d  t h e  s e c o n d  s e n t e n c e  o f  p a r a g r a p h  
( 7 ) ;  a n d

( C )  T h e  a m o u n t s  d e d u c t i b le  u n d e r  p a r a ­

g r a p h s  ( 1 ) T  ( 2 ) ,  ( 3 ) ,  a n d  ( 7 ) ,  w i t h  r e s p e c t  
t o  c o n t r i b u t i o n s  o n  b e h a l f  o f  a n y  e m p lo y e e  
w i t h i n  t h e  m e a n i n g  o f  s e c t i o n  4 0 1 ( c ) ( 1 ) ,  
s h a l l  n o t  e x c e e d  t h e  a p p l ic a b le  l i m i t a t i o n  
p r o v id e d  in  s u b s e c t i o n  ( e ) .

( 1 0 )  S p e c ia l l im i t a t i o n  o n  a m o u n t  a llo w ed  
a s  d e d u c t io n  f o r  s e l f - e m p l o y e d  in d iv id u a ls .  
N o t w i t h s t a n d i n g  a n y  o t h e r  p r o v is io n  o f  t h i s  
s e c t i o n , t h e  a m o u n t  a l lo w a b le  a s  a  d e d u c t i o n  
u n d e r  p a r a g r a p h s  ( 1 ) ,  ( 2 ) ,  ( 3 ) ,  a n d  ( 7 )  i n  
a n y  ta x a b le  y e a r  w i t h  r e s p e c t  t o  c o n t r i b u ­

t i o n s  m a d e  o n  b e h a l f  o f  a n  in d i v i d u a l  w h o  
is  a n  e m p lo y e e  w i t h i n  t h e  m e a n i n g  o f  s e c ­

t i o n  4 0 1 ( c ) ( 1 )  s h a l l  b e  a n  a m o u n t  e q u a l  
t o  o n e - h a l f  o f  t h e  c o n t r i b u t i o n s  m a d e  o n  
b e h a l f  o f  s u c h  i n d i v i d u a l  i n  s u c h  ta x a b le  
y e a r  w h i c h  a r e  d e d u c t i b l e  u n d e r  s u c h  p a r a ­

g r a p h s  ( d e t e r m i n e d  w i t h  t h e  a p p l i c a t i o n  o f  
p a r a g r a p h  ( 9 )  a n d  o f  s u b s e c t i o n  ( e )  b u t  
w i t h o u t  r e g a r d  t o  t h i s  p a r a g r a p h ) . F o r  p u r ­

p o s e s  o f  s e c t i o n  4 0 1 , t h e  a m o u n t  w h i c h  m a y  
b e  d e d u c t e d , o r  t h e  a m o u n t  d e d u c t i b l e ,  
u n d e r  t h i s  s e c t i o n  w i t h  r e s p e c t  t o  c o n t r i b u ­

t i o n s  m a d e  o n  b e h a l f  o f  s u c h  i n d i v i d u a l  
s h a l l  b e  d e t e r m i n e d  w i t h o u t  r e g a r d  t o  t h e  
p r e c e d i n g  s e n te n c e .

[ S e c .  4 0 4 ( a )  a s  a m e n d e d  b y  s e c . 3 ( a ) ,  S e l f -  
E m p lo y e d  I n d i v i d u a l s  T a x  R e t i r e m e n t  A c t  
1 9 6 2  ( 7 6  S t a t .  8 1 9 )  ]

P a r . 14. Pa ra grap h  (a ) (1 ) o f  § 1.404
( a ) - l  is am en ded  b y add in g tw o  sen ­
ten ces a t th e  end th ereo f. T h is  
am en ded  p rovision  reads as fo llow s :

§  1 . 4 0 4 ( a ) —1  C o n t r ib u t io n s  o f  a n  e m ­

p l o y e r  t o  a n  e m p lo y e e s ’  tr u s t  o r  a n ­

n u i t y  p l a n  a n d  c o m p e n s a t i o n  u n d e r  a  
d e f e r r e d  p a y m e n t  p l a n ;  g e n e r a l r u le .

( a ) (1 )  S ection  4 04 (a ) prescr ibes  lim i ­
ta tion s u pon  dedu ction s fo r  am ou nts 
con tr ib u ted  by ah  em ployer u nder a  p en ­
sion , annu ity, sto ck  bonus, or  p ro fit -  
sh aring  pla n , o r  u n der any  p la n  o f  d e ­
ferred  com pen sation . I t  is im m aterial 
w h eth er th e  p la n  covers presen t em ­
p loyees on ly , or  presen t a n d  fo rm er em ­
p loyees, o r  on ly  fo rm er em ployees. S e c ­
t ion  4 04 (a ) a lso governs th e  d edu cti ­
b ility  o f  u n fu n d ed  pensioiis a nd  d eath  
benefits p a id  d irectly  to  fo rm er em ­
p loyees o r  th e ir  beneficiaries (see 
§ 1.404( a ) -1 2 ) .  Fon  taxa ble  years b e ­
g in n in g  a fter  1962, certa in  se lf-em p loyed  
ind ividuals m ay  be covered  b y pension , 
ann uity , or  p ro fit -sh a rin g  plans. F or 
th e  rules re la tin g to  th e  d edu ction  -o f 
con tr ib u tion s  o n  b eh a lf o f  su ch  in d i ­
v iduals, see paragrap h  (a ) (2 ) o f  § 1.404
( a ) - 8  a n d  § 1 .40 4 (e)-1 .

P a r . 15. S ectio n  1.404 ( a ) - 2  is am en d ­
ed  b y a dd in g new  p aragrap h s (g ) and  
(h )  a t th e en d  th ereo f. Th ese  added 
p rov is ion s read as fo llow s:

§  1 . 4 0 4 ( a ) —2  ' I n f o r m a t i o n  to  b e  fu r -  
n i s b e d  b y  e m p l o y e r  c la im in g  d ed u c ­

t io n s .

* * * * *

(g ) In  th e  case o f  a p la n  w hich  covers 
em ployees, som e or all o f  w hom  are self- 
em ploy ed  ind ividuals and  w ith  respect 
to  w h ich  a dedu ction  is-m aim ed under 
section  404 (a) (1 ) ,  (2 ) ,  (3 ) ,  or  (7 ) , para­
graphs (a ) a nd  (b ) o f  th is section, and 
th e  p rovision  o f  paragraph  (d ) o f  this 
section  re la tin g to  th e tim e fo r  filing the 
in form a tion  required by  th is section, 
shall n o t app ly, but in  lieu  o f  the infor ­
m a tion  required to  be subm itted by para­
graphs (a ) and  (b ) o f  th is section, the 
em ployer shall, w ith  th e  return  for the 
taxa ble year in  w h ich  th e  deduction is 
cla im ed , subm it th e in form a tion  required 
b y th e  fo rm  provided  by  the Internal 
R even ue Service fo r  such  purpose.

(h ) W h en  a cu stod ial accou n t forms 
a  part o f  a  p la n  fo r  w h ich  a deduction is 
cla im ed  u n der section  404 (a) (1 ) , (2),
(3 ) ,  or  (7 ) ,  th e in form a tion  w hich  under 
th is section  is to  be subm itted with re­
spect to  a  qualified  trust m ust be sub­
m itted  w ith  resp ect to  such  custodial 
accou n t. Thus, fo r  purposes o f  this 
section —

(1) T h e  term  “ trust”  includes custo­
d ia l a ccou n t,

(2) T h e  term  “ trustee”  includes cus­
tod ian , a nd  .

(3) T h e  term  “ trust indenture” in­
cludes cu stod ia l agreem ent.

P a r . 16. P ara grap h  (a ) o f  § 1.404(a)- 
8 is am ended by rev ising subparagraph
(2) and  b y  add in g subparagraph (4). 
Th ese  am ended and  added provisions 
read  as fo llo w s :

§  1 . 4 0 4 ( a ) —8  C o n t r ib u t io n s  o f  a n  e m ­

p l o y e r  u n d e r  a n  e m p lo y e e s ’  annuity  
p l a n  w h ic h  m e e t s  t h e  r e q u ir e m e n ts  o f 
s e c t io n  4 0 1  ( a )  ; a p p l ic a t i o n  o f  sec ­

t io n  4 0 4 ( a )  ( 2 ) .

(a ) * * *

(2 ) T h e  con tr ib u tion s  m ust be paid 
in  a  taxa ble  yea r o f  th e em ployer which 
ends w ith  o r  w ith in  a  year o f  the plan  
fo r  w h ich  it  m eets  th e  applicable re ­
quirem ents w ith  resp ect to  d is cr im in a ­
tion  set ou t in  section  401 (a ) (3 ) , (4), 

' (5 ) ,  and (6 ) ,  and  in  th e case  o f  a  ta x ­
able year o f  a  p la n  begin n in g after S ep ­
tem ber 30, 1963, o f  section  401(a) (7) 
a nd  (8 ) .  In  th e case o f  a  plan  that 
covers  a  se lf-e m p loyed  individual, the 
con tr ib u tion s m u st be p aid  in  a  taxa ble 
yea r o f  th e em ployer w h ich  begins after 
D ecem ber 31, 1962, and  w h ich  ends with 
o r  w ith in  a  year o f  the pla n  fo r  which it 
also  m eets th e  ap p licable req u irem en ts  
o f  section  4 01 (a ) (9) and  (10) and oi 
section  401 (d ) (o th er th an  p a ra g ra p h  
( D ) .  See §§ 1 .401-3, 1.401-4, 1-401-6,
1 .401-7, 1 .401-11, and  1.401-12. Any 
con tr ib u tion s  o f  an  em p loyer w h ic h  are 
p aid  in  a  ta xa b le  year o f  th e em p lo y e  
en din g w ith  o r  w ith in  a  year o f  the pia 
fo r  w h ich  it  m eets  th e applicable re­
qu irem ents o f  section  401 m ay be ca r ­
ried  over and  dedu cted  in  a  succeedi » 
ta xa b le  year o f  th e em ployer in accor - 
ance  w ith  section  4 04 (a ) (1) ( D ) , w heth. 
o r  n o t  such  succeeding taxable year e_ 
w ith  o r  w ith in  a  taxa ble  year o f  the p*
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for w hich  it  m eets th e requirem ents set 
out in section  401 (a ) a nd  ( d ) . H ow ever, 

the provisions o f  section  4 04 (a ) (1 ) (D ) 
are not a p p licable to  con tr ib u tion s on  
behalf o f  se lf-em p loyed  individuals. 
Such con tr ib u tion s are dedu ctible on ly  
in the taxa ble year in  w h ich  paid . See 
paragraph (b ) (3) ( ii)  o f  § 1 .4 0 4 (e ) - l .  
The requirem ents set ou t in  section  401
(a) (3 ) , (4 ) ,  (5 ) ,  and  (6 ) are co n s id ­
ered to  be satisfied  fo r  th e p er iod  b e ­
ginning w ith  th e  date  on  w h ich  an  
annuity p la n  was pu t in to  e ffe ct and  
ending w ith  th e  fifteen th  day o f  th e 
third m on th  fo llow in g  the c lose o f  th e 
taxable yea r o f  th e  em ployer in  w h ich  
the plan  w as p u t in to  effect, i f  a ll p ro ­
visions o f  th e  p la n  w h ich  are necessary 
to satisfy su ch  requirem ents are in  e ffe ct 
by the end o f  su ch  p eriod  and  h ave been  
made effective  fo r  all purposes w ith  
respect to  th e  w hole o f  such  period . See 
section 4 01 (b ) and  § 1.401-5. I t  sh ould  
be noted th a t th e  p er iod  in  w h ich  a  p la n  
may be am en ded  to  q u a lify  un der section  
401(b) ends b e fo re  th e date taxpayers, 
other th an  corp ora tion s, are required to  
file incom e ta x  returns.

*  *  *  *  *

(4) A ny  am ounts described in subp ar ­
agraph (3) o f  th is p aragrap h  w h ich  are 
attributable to  con tr ib u tion s on  b eh a lf 
of a se lf-em ployed  ind ividual m ust be 
applied tow ard  th e purchase o f  re tire ­
ment benefits. A m ou nts  w h ich  are so  
applied are n o t  con tr ib u tion s and  thus 
are n ot taken  in to  con sid eration  in  
determining—

(i) T h e  a m ou n t dedu ctible w ith  re ­
spect to  con tr ib u tion s on  h is b eh a lf, n or

(ii) In  th e  case o f  an  ow n er-em ployee, 
the m axim um  am ount o f  con tr ib u tion s 
that m ay be m a de  on  h is beh a lf.

P a r . 17. T h ere  are inserted im m ed i­
ately a fter  § 1 .4 0 4 (d )-1  th e  fo llow in g  
new section s:

§ 1 . 4 0 4 ( e )  S t a tu t o r y  p r o v i s i o n s ;  d e d u c ­

t io n  f o r  c o n t r ib u t io n s  o f  a n  e m p l o y e r  
to  a n  e m p lo y e e s ’  tr u s t  o r  a n n u it y  
p l a n ;  s p e c ia l  l i m i t a t i o n s  f o r  s e l f -  
e m p lo y e d  in d iv id u a ls .

Se c . 404 . D e d u c t i o n  f o r  c o n t r i b u t i o n s  o f  
an e m p lo y e r  t o  a n  e m p l o y e e s ’ t r u s t  o r  a n ­

nuity p la n  a n d  c o m p e n s a t i o n  u n d e r  a  d e ­

fe r re d -p a y m en t p la n . * * *

(e) S p ec ia l  l im i t a t i o n s  f o r  s e l f - e m p l o y e d  
individuals— ( 1 )  I n  g e n er a l.  I n  t h e  c a s e  o f  
a p ia n  in c lu d e d  i n  s u b s e c t i o n  ( a )  ( 1) ,  ( 2 ) ,  
or ( 3 ) ,  w h i c h  p r o v id e s  c o n t r i b u t i o n s  o r  b e n e ­
fits fo r  e m p lo y e e s  s o m e  o r  a l l  o f  w h o m  a r e  
em ployees w i t h i n  t h e  m e a n i n g  o f  s e c t i o n  
4 0 1 ( c ) ( 1 ) ,  t h e  a m o u n t s  d e d u c t i b l e  u n d e r - 
su b section  ( a )  ( d e t e r m i n e d  w i t h o u t  r e g a r d  
to p a r a g r a p h  ( 10 ) t h e r e o f )  i n  a n y  t a x a b le  
year w ith  r e s p e c t  to  c o n t r i b u t i o n s  o n  b e h a l f  
° f  a n y  e m p lo y e e  w i t h i n  t h e  m e a n i n g  o f  
section 4 0 1 ( c ) ( 1 )  s h a l l , s u b j e c t  t o  t h e  p r o ­

visions o f  p a r a g r a p h  ( 2 ) ,  n o t  e x c e e d  $ 2 ,5 0 0 ,  
° r 10 p e r c e n t  o f  t h e  e a r n e d  in c o m e  d e r iv e d  
by s u c h  e m p lo y e e  f r o m  t h e  tr a d e  o r  b u s in e s s  
With r e s p e c t  t o  w h ic h  t h e  p la n  is  e s t a b li s h e d ,  
w hichever is  t h e  le s s e r .

(2) C o n t r ib u t io n s  m a d e  u n d e r  m o r e  th a n  
owe pla n— ( A )  O v er a ll  l im i t a t i o n .  I n  a n y  

y e a r  i n  w h i c h  a m o u n t s  a r e  d e d u c -  
file w ith  r e s p e c t  t o  c o n t r i b u t i o n s  u n d e r  
o or m o r e  p la n s  o n  b e h a l f  o f  a n  in d i v i d u a l  

k  a n  e m P lo y e e  w i t h i n  t h e  m e a n i n g  o f  
action  4 0 1 ( c )  ( 1) w i t h  r e s p e c t  t o  s u c h  p la n s ,  

. ® a g g r e g a te  a m o u n t  d e d u c t i b l e  f o r  s u c h  

a+ 6 ^ e a r  un<fe r  a l l  s u c h  p la n s  w i t h  r e -  
pect t o  c o n t r i b u t i o n s  o n  b e h a l f  o f  s u c h  e m -
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p lo y e e  ( d e t e r m i n e d  w i t h o u t  r e g a r d  t o  s u b ­

s e c t i o n  ( a )  ( 1 0 )  ) s h a l l  n o t  e x c e e d  $ 2 ,5 0 0 , o r  
10  p e r c e n t  o f  t h e  e a r n e d  i n c o m e  d e r iv e d  b y  
s u c h  e m p lo y e e  f r o m  t h e  t r a d e s  o r  b u s in e s s e s  
w i t h  r e s p e c t  t o  w h i c h  t h e  p la n s  a r e  e s ­

t a b l i s h e d ,  w h ic h e v e r  is  t h e  le s s e r .

( B )  A llo c a t io n  o f  a m o u n t s  d e d u c t ib le .  
I n  a n y  c a s e  i n  w h i c h  t h e  a m o u n t s  d e d u c t i b l e  
u n d e r  s u b s e c t i o n  ( a )  ( w i t h  t h e  a p p l i c a t i o n  
o f  t h e  l i m i t a t i o n s  o f  t h i s  s u b s e c t i o n )  w i t h  
r e s p e c t  t o  c o n t r i b u t i o n s  m a d e  o n  b e h a l f  o f  
a n  e m p lo y e e  w i t h i n  t h e  m e a n i n g  o f  s e c t io n  
4 0 1 ( c ) ( 1 )  u n d e r  t w o  o r  m o r e  p la n s  a r e , b y  
r e a s o n  o f  s u b p a r a g r a p h  ( A ) ,  le s s  t h a n  t h e  
a m o u n t s  d e d u c t i b l e  u n d e r  s u c h  s u b s e c t i o n  
d e t e r m i n e d  w i t h o u t  r e g a r d  t o  s u c h  s u b p a r a ­

g r a p h , t h e  a m o u n t  d e d u c t i b l e  u n d e r  s u b s e c ­

t i o n  ( a )  ( d e t e r m i n e d  w i t h o u t  r e g a r d  t o  
p a r a g r a p h  ( 10 ) t h e r e o f )  w i t h  r e s p e c t  t o  s u c h  
c o n t r i b u t i o n s  u n d e r  e a c h  s u c h  p la n  s h a l l  b e  
d e t e r m i n e d  i n  a c c o r d a n c e  w i t h  r e g u la t i o n s  
p r e s c r ib e d  b y  t h e  S e c r e ta r y  o r  h i s  d e le g a te .

( 3 )  C o n t r i b u t i o n s  a ll o c a b le  t o  in s u r a n c e  
p r o t e c t i o n .  F o r  p u r p o s e s  o f  t h i s  s u b s e c t i o n ,  
c o n t r i b u t i o n s  w h i c h  a r e  a l l o c a b l e  ( d e t e r ­

m i n e d  u n d e r  r e g u la t i o n s  p r e s c r ib e d  b y  t h e  
S e c r e ta r y  o r  h i s  d e l e g a t e )  t o  t h e  p u r c h a s e  
o f  l i f e ,  a c c id e n t , h e a l t h ,  o r  o t h e r  in s u r a n c e  
s h a l l  n o t  b e  t a k e n  i n t o  a c c o u n t .

[ S e c . 4 0 4 ( e )  a s  a d d e d  b y  s e c . 3 ( b ) ,  S e l f - E m ­

p lo y e d  I n d i v i d u a l s  T a x  R e t i r e m e n t  A c t  1 9 6 2  
( 7 6  S t a t .  8 2 0 )  ]

§  1 . 4 0 4 ( e ) —1  C o n t r ib u t io n s  o n  b e h a l f  
o f  a  s e l f - e m p l o y e d  i n d iv id u a l t o  o r  
u n d e r  a  p e n s i o n ,  a n n u i t y ,  o r  p r o f i t -  
s h a r in g  p l a n  m e e t i n g  t h e  r e q u ir e ­
m e n t s  o f  s e c t io n  4 0 1 ;  a p p l ic a t i o n  o f  
s e c t io n  4 0 4 ( a )  ( 8 ) ,  ( 9 ) ,  a n d  ( 1 0 )  
a n d  s e c t io n  4 0 4  ( e )  a n d  ( f  ) .

(a )  In general. (1 ) T h e  S e lf-E m ­
p loyed  Indiv idu als T a x  R etirem en t A ct 
o f  1962 (76 Sta t. 809) perm its  certa in  
se lf-em p loyed  individu als  to  be treated 
as em ployees fo r  purposes o f  pension , 
annu ity, a n d  p ro fit -sh a rin g  p lan s in ­
clu ded  in  paragrap h  (1 ) ,  (2 ) ,  o r  (3) o f  
section  4 0 4 (a ). T h ere fo re , fo r  taxable 
years o f  a n  em ployer begin n in g a fter  
D ecem ber 31, 1962, em ployer con tr ib u ­
tion s to  qualified p lan s on  b eh a lf  o f  se lf-  
em p loyed  ind ividuals are dedu ctib le u n ­
der section  404 su b je ct to  th e lim itation s 
o f  paragraph s (b ) a n d  ( c )  o f  th is section .

(2 ) I n  th e  case o f  con tr ib u tion s to  
qualified  pla n s on  b eh a lf o f  s e lf -e m ­
p loyed  individuals, th e a m ou n t dedu cti ­
b le d iffers fro m  th e a m ou n t allow ed as a 
dedu ction . In  general, th e  a m ou n t d e ­
ductible  is 10 p ercen t o f  th e  earn ed  in ­
com e derived by th e se lf-e m p loyed  in ­
d ividual fr o m  th e trade  o r  business w ith  
resp ect to  w h ich  th e  p la n  is established, 
o r  $2,500, w h ich ever is th e lesser. T h is  
is th e am ou n t re ferred  to  in  section  401 
w h en  re feren ce  is m a de to  th e  am ou nts  
w h ich  m a y  be dedu cted  u n der section  
404 or  th e  a m ou n t o f  con tr ib u tion s d e ­
ductible u n der section  404. Th u s, th is is 
th e  am ou n t taken  in to  con sideration  in - 
determ in in g w heth er con tr ib u tion s u n ­
der th e  p la n  are  d iscrim in atory . T h e  
a m ou n t allow ed as  a  d edu ction  w ith  r e ­
spect to  con tr ib u tion s on  b eh a lf o f  a  
se lf-e m p loyed  individual is o n e -h a lf  o f  
th e  am ou n t deductible. T h e  am ou n t 
allow ed as a  ded u ction  is relevant on ly  
fo r  purposes o f  determ in ing  th e  am ou n t 
a n  em ployer m a y  dedu ct fro m  gross in ­
com e.

(b ) Determination of the amount de­
ductible. (1 ) I f  a  p la n  covers  em ployees, 
som e o f  w h om  are se lf-e m p loyed  in d i ­
v iduals, th e d eterm in ation  o f  th e a m ou n t

deductib le is m a de  on  th e basis o f  in ­
depen den t con sid eration  o f  th e  co m m o n - 
law  em ployees a n d  o f  th e  se lf-e m p loyed  
individuals. See subparagraphs (2 ) a nd
(3 ) o f  th is p aragrap h . F or  purposes 
o f  determ in in g th e a m ou n t dedu ctible 
w ith  resp ect to  con tr ib u tion s o n  b eh a lf 
o f  a  se lf-em p loyed  ind ividual, su ch  c o n ­
tribution s shall be con sidered  to  sa tisfy  
th e  con d it ion s  o f  section  162 (re la tin g 
to  trade  o r  business expenses) o r  212 
(re la tin g to  expenses fo r  th e  p rod u ction  
o f  in c o m e ) , but on ly  to  th e exten t th a t 
su ch  con tr ib u tion s do  n o t  exceed  th e 
ea rn ed  in com e o f  such  individual d e ­
rived  fro m  th e trade  o r  business w ith  
resp ect to  w h ich  th e  p la n  is established. 
H ow ever, th e  p ortion  o f  su ch  con tr ib u ­
tion , i f  any, a ttribu table  to  th e purchase 
o f  life , a cc id en t, health , o r  o th er in su r ­
a n ce  p ro tection  shall be con sidered  p a y ­
m en t o f  a  person al expense w h ich  does 
n o t  sa tisfy  th e  requ irem en ts o f  section  
162 or 212. See p aragrap h  ( f )  o f  th is 
section . F or  th e a dd ition al ru les a p p li ­
ca b le  w here con tr ib u tion s  are m ade  by 
m ore  th a n  on e em ployer o n  b eh a lf o f  a  

^self-em ployed  ind iv idu al, see p aragrap h
(d ) o f  th is section .

(2 ) I f  con tr ib u tion s are m a de  to  a  
p la n  in clu ded  in  section  404 (a ) (1 ) ,  (2 ) , 
o r  (3) on  b eh a lf  o f  em ployees, som e o f  
w h om  are se lf-e m p loyed  ind ividuals, th e 
a m ou n t dedu ctib le  w ith  resp ect to  c o n ­
tr ibu tion s o n  b eh a lf  o f  th e  com m on -la w  
em ployees covered  u n der th e  p la n  shall 
be determ in ed  as i f  su ch  em ployees w ere 
th e  on ly  em ployees fo r  w h om  con tr ib u ­
tion s a nd  benefits are p rov id ed  u n der th e 
plan . A ccord in g ly , fo r  purposes o f  su ch  
determ in ation , th e  p ercen tage  o f  co m ­
pensation  lim itation s o f  section  4 04 (a )
(1 ) ,  (3 ) ,  and  (7) are a pp licable on ly  w ith  
resp ect to  th e com p en sation  otherw ise 
paid  o r  accru ed  du rin g th e  taxa ble year 
by  th e  em ployer to  th e co m m o n -la w  em ­
p loyees. S im ilarly , th e  costs  re ferred  to  
in  section  4 0 4 (a )(1 )  (B ) and  (C ) sh all 
be th e  costs  o f  fu n d in g  th e benefits o f  the 
com m on -la w  em ployees. A lso, th e p ro ­
v isions o f  section  4 0 4 (a ) ( 1 ) ( D ) ,  (3 ) ,  
and  (7 ) ,  re la tin g to  certa in  ca rryov er 
dedu ction s, shall be a p p licable on ly  to  
am ounts con tr ibu ted , o r  to  th e  am ou nts 
deductible, on  b eh a lf o f  su ch  em ployees.

(3 ) I f  con tr ib u tion s are m ade  to  a 
p la n  in clu ded  in  section  4 04 (a ) ( 1 ) ,  (2 ) ,  
o r  (3) o n  b eh a lf  o f  ind ividuals som e o r  
all o f  w h om  are se lf-e m p loyed  in d iv id ­
uals, th e  am ou n t dedu ctib le  in  any  ta x ­
able yea r w ith  resp ect to  con tr ib u tion s 
o n  b eh a lf o f  su ch  ind ividuals sh all be 
determ ined as fo llow s :

(i)  T h e  p rov is ion s o f  section  4 04 (a )
(1 ) ,  (2 ) ,  (3>, and  (7) shall be  applied  
as i f  such  ind ividuals w ere th e  on ly  p a r ­
ticipa n ts  fo r  w h om  con tr ib u tion s  and 
benefits are provided  u n der  th e plan . 
Thus, th e  costs  re ferred  to  in  such  p ro ­
v isions shall be th e costs  o f  fu n d in g  the 
benefits o f  th e  se lf-em p loyed  individuals. 
I f  such  costs  are less th a n  a n  am ou nt 
equal to  th e am ou nt determ in ed  u nder 
subd iv ision  (iii)  o f  th is su bparagraph , 
th e m axim u m  am ou n t dedu ctible w ith  
respect to  su ch  ind ividuals sh all be th e 
costs  o f  th e ir T>enefits.

(ii) T h e  prov is ion s o f  section  4 04 (a )
(1) (D ) ,  th e  secon d  and  th ird  sentences  
o f  section  4 0 4 (a ) ( 3 ) ( A ) ,  and  th e  se c ­
on d  sen ten ce o f  section  4 04 (a ) (7 ) ,  re la t-
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in g  to  certa in  ca rryover dedu ction s, are 

n o t  app licable to  con tr ib u tion s  on  b e ­

h a lf  o f  se lf-e m p loyed  individuals. C on ­
tr ibu tion s on  b eh a lf o f  se lf-e m p loyed  
ind ividuals are deductible , i f  a t a ll, on ly  
in  the taxa ble yea r in  w h ich  th e  c o n tr i ­
bu tion  is p aid  o r  deem ed paid  u n der sec ­
t ion  404 (a ) (6 ) .

(iii)  T h e  a m ou n t dedu ctible fo r  th e 
taxa ble year o f  th e  em ployer w ith  re ­
spect to  con tr ib u tion s on  b eh a lf o f  a  se lf-  
em ploy ed  ind ividual sh all n o t  exceed  the 
lesser o f  $2,500 o r  10 p ercen t o f  th e 
earned in com e derived b y  su ch  in d iv id ­
u al fo r  su ch  taxable  year fro m  th e trade  
or business w ith  resp ect to  w h ich  the 
p la n  is established.

(iv ) I f  a  se lf-e m p loyed  ind iv idu al re ­
ceives in  any  taxa ble  year earned in com e 
w ith  resp ect to  w h ich  dedu ction s are 
allow ab le to  tw o o r  m ore em ployers, th e 
aggregate  am ou nts dedu ctible shall n o t  
exceed  th e  lesser o f  $2,500 o r  10 p ercen t 
o f  such  ea rn ed  in com e. S ee  p aragrap h
(d ) o f  th is section .

(c )  Special limitation on the amount 
allowed as a deduction for self-employed  
individuals. T h e  am ou nt allow ed as a 
d edu ction  u n der sectio n 40 4 (a ) (1 ) ,  (2 ) ,
(3 ) ,  and  (7 ) in  a ny  taxa ble yea r w ith  
resp ect to  con tr ib u tion s m a de  o n  b eh a lf  
o f  a  se lf-em p loyed  ind ividual shall be an  
am ou n t equal to  o n e -h a lf  o f  th e  am ou n t 
ded u ctib le  w ith  resp ect to  su ch  con tr ib u ­
tion s u n der p aragrap h  (b ) (3) o f  th is 
section . H ow ever, fo r  purposes o f  sec ­
t ion  401, th e am ou n t w h ich  m a y be d e ­
ducted , o r  th e  am ou n t dedu ctible, u nder 
section  404 w ith  resp ect to  con tr ib u tion s 
m ade  o n  b eh a lf o f  se lf-e m p loyed  in d iv id ­
uals shall be determ in ed  w ith ou t regard 
to  th e  specia l lim ita tion  o f  th is p a ra ­
grap h.

(d ) Rules applicable where contribu­
tions are made by more than one em ­
ployer on behalf o f a self-employed  
individual. (1 ) U nd er  p aragrap h  (b )
(3) (iv ) o f  th is  section , i f  a  se lf-e m ­
p loyed  individual receives in  a ny  taxa ble 
yea r earn ed  in com e w ith  respect to  
w h ich  dedu ction s are allow able to  tw o 
o r  m ore  em ployers, th e aggregate 
am ou nts ded u ctib le  shall n o t  exceed  th e 
lesser o f  $2,500 o r  10 p ercen t o f  such  
earn ed  in com e. T h is  lim ita tion  does n o t  
app ly  to  con tr ib u tion s m ade u n der a  p la n  
on  b eh a lf  o f  an  em p loyee w h o is n o t  s e lf-  
em ploy ed  in  th e  trad e o r  business w ith  
resp ect to  w h ich  th e p la n  is established, 
even  th ou gh  such  em ployee m ay be c o v ­
ered  as a  se lf-e m p loyed  individual u n ­
d er a  p la n  o r  p la n s established b y oth er 
trades or  businesses.

(2) In  any  case in  w h ich  th e  a pp lica ­
t ion  o f  subp arag raph  (1 ) o f  th is p a ra ­
g rap h  redu ces th e  am ou n t otherw ise  d e ­
ductible , th e am ou n t dedu ctib le b y ea ch  
em ployer shall be th a t a m ou n t w h ich  
bears th e sam e ra tio  to  th e  aggregate  
am ou n t dedu ctib le w ith  respect to  all 
trades o r  businesses (as determ in ed  in  
su bp aragraph  (1 ) o f  th is p ara gra p h ) as 
th e  earn ed  in com e derived  fro m  th a t em ­
p loyer bears to  th e aggregate  o f  the 
ea rn ed  in com e derived fro m  all o f  th e 
trades o r  businesses w ith  respect to  
w h ich  plan s are established. T h e  
a m ou n t allow ed as a  d ed u ction  to  each

em ployer is o n e -h a lf  o f  th e  a m ou n t d e ­
term ined (in  a ccord a n ce  w ith  th e p re ­
ced in g  sen ten ce ) to  be dedu ctib le  b y  
su ch  em ployer.

(e ) Partner’s distributive share of  
contributions and deductions. F o r  p u r ­
poses o f  sections 7 0 2 (a )(8 )  and  704, a  
p a rtn er ’s d istributive share o f  con tr ib u ­
tion s on  b eh a lf o f  se lf-e m p loyed  in d iv id ­
uals u n der a  qualified  pension , ann uity, 
or  p ro fit -sh a rin g  pla n  is th e con tr ib u tion  
m ade on  h is b eh a lf, and  h is d istributive 
share o f  dedu ction s allow ed th e p a rtn er ­
sh ip  u n der section  404 fo r  con tr ibu tions  
on  b eh a lf  o f  se lf-e m p loyed  ind ividuals is 
th a t p ortion  o f  th e d edu ction  w h ich  is 
attributable to  con tr ib u tion s m a de  on  h is 
b eh a lf  under th e pla n . T h e  con tr ib u tion  
on  b eh a lf  o f  a  partn er and  th e d edu c ­
t ion  w ith  respect th ereto  m u st be a c ­
cou n ted  fo r  separately  b y  such  partn er, 
fo r  h is taxa ble year w ith  o r  w ith in  w h ich  
th e  p artn ersh ip ’s taxa ble year ends, as 
an  item  described  in  section  702 (a ) (8 ) .

( f )  Contributions allocable to insur­
ance protection. F or  purposes o f  d ete r ­
m in in g  th e  a m ou n t dedu ctible w ith  re ­
spect to  con tr ib u tion s on  b eh a lf o f  a  s e lf-  
em ployed  ind iv idu al, am ounts a llo ca ble 
to  th e purchase o f  life , a ccid en t, h ea lth , 
or o th er in su ran ce  p ro tection  shall n o t  
be ta ken  in to  accou n t. S u ch  am ou nts  
are n eith er dedu ctible n or  con sid ered  as 
con tr ib u tion s fo r  purposes o f  d eterm in ­
in g  th e m axim u m  a m ou n t o f  con tr ib u ­
tion s th a t m ay be m a de  on  b eh a lf o f  an  
ow n er-em p loyee . T h e  am ou n t o f  a c o n ­
tr ibu tion  a llo ca ble  to  insurance  sh all be 
a n  am ou n t equal to  a  rea son ab le n et 
prem iu m  cost, as determ in ed  b y  the 
C om m issioner, fo r  su ch  a m ou n t o f  in ­
surance  fo r  th e app rop riate  period . See 
paragrap h  (b ) (5 ) o f  § 1.72-16.

(g ) Rules applicable to loans. F or  
purposes o f  section  404, any  am ou n t paid , 
d irectly  o r  ind irect ly , b y a n  ow n er-em ­
p loyee in  repaym en t o f  a ny  loa n  w h ich  
u n der section  72 (m ) (4 ) (B ) was treated 
as an  am ou n t rece ived  fr o m  a qualified  
trust or  p la n  sh all be  treated  as a  c o n ­
tr ibu tion  to  su ch  trust o r  u n der such  
p la n  on  b eh a lf o f  su ch  ow n er-em ployee .

(h ) Definitions. F or  purposes o f  sec ­
t ion  404 a nd  th e  regu lation s th ere ­
under—

(1 ) T h e  term  “ em ployee”  includes an  
em ployee  as defin ed in  section  4 01 (c ) 
(1 ) and  paragrap h  (b ) o f  § 1.401-10, a nd  
th e  term  “ em ployer”  m eans th e  person  
treated  as th e  em p loyer o f  su ch  in d iv id ­
ual u n der section  4 0 1 (c ) ( 4 ) ;

(2 ) T h e  term  “ ow n er-em p loy ee”  
m eans an  ow n er-em p loyee  as defined in  
section  4 0 1 (c )(3 )  and  p aragrap h  (d ) o f  
§ 1 .401-10;

(3) T h e  term  “ earned in com e”  m eans 
ea rn ed  in com e as defined in  section  401 
(c )  (2) a nd  p aragrap h  (c )  o f  § 1 .401-10; 
a nd

(4 ) T h e  term  “ com pen sation ”  w h en  
used w ith  resp ect to  an  individual w h o  
is an  em p loyee described in  su bp ara ­
grap h  (1) o f  this p aragrap h  shall be c o n ­
sidered to  be a  re feren ce  to  th e earned 
in com e o f  su ch  ind ividual derived fro m  
th e trade  o r  business w ith  resp ect to  
w h ich  the  pla n  is established.

§  1 * 4 0 4  ( f )  S t a tu t o r y  p r o v i s i o n s ;  d e d u c ­

t i o n  f o r  c o n t r ib u t io n s  o f  a n  em ­

p l o y e r  t o  a n  e m p lo y e e s ’  tru st  o r  a n ­

n u i t y  p l a n ;  c e r t a in  lo a n  re p a y m e n ts  
c o n s id e r e d  a s  c o n t r ib u t io n s .

Se c . 4 0 4 . D e d u c t i o n  f o r  c o n tr ib u t io n s  of 
a n  e m p l o y e r  t o  a n  e m p l o y e e s ’ t r u s t  or  an­

n u i t y  p la n  a n d  c o m p e n s a t i o n  u n d e r  a de­

f e r r e d -p a y m e n t  p la n .  *  *  *

( f )  C e r ta in  lo a n  r e p a y m e n t s  c on sid ered  
a s c o n t r i b u t i o n s .  F o r  p u r p o s e s  o f  th is  sec ­

t i o n ,  a n y  a m o u n t  p a i d , d i r e c t ly  o r  in d ire ct ly , 
b y  a n  o w n e r -e m p l o y e e  ( w i t h i n  t h e  m e a n in g  
o f  s e c t i o n  4 0 1 ( c ) ( 3 ) )  i n  r e p a y m e n t  o f  any  
l o a n  w h i c h  u n d e r  s e c t i o n  7 2  ( m )  ( 4 )  (B )  was 
t r e a t e d  a s  a n  a m o u n t  r e c e iv e d  u n d e r  a  co n ­

t r a c t  p u r c h a s e d  b y  a  t r u s t  d e s c r ib e d  in  sec ­

t i o n  4 01( a )  w h i c h  is  e x e m p t  f r o m  ta x  u n d er  
s e c t i o n  5 0 1 ( a )  o r  p u r c h a s e d  a s  a  p a r t  o f a 
p la n  d e s c r ib e d  i n  s e c t i o n  4 0 3 ( a )  s h a ll  be 
t r e a te d  a s  a  c o n t r i b u t i o n  t o  w h ic h  th is  sec ­

t i o n  a p p lie s  o n  b e h a l f  o f  s u c h  ow n er- 
e m p lo y e e  t o  s u c h  t r u s t  o r  t o  o r  u n d e r  such  

p la n .

[ S e c . 4 0 4 ( f )  a s  a d d e d  b y  s e c . 3 ( b ) ,  S e lf - 
E m p lo y e d  I n d i v i d u a l s  T a x  R e t i r e m e n t  A ct  
1 9 6 2  ( 7 6  S t a t .  8 2 1 )  ]

[ F .R .  D o c . 6 3 - 9 9 2 2 ;  F i l e d , S e p t . 16 , 1963;

8 : 4 8  a m . ]

[ T .  D .  6 6 7 7 ]

P A R T  1 — - I N C O M E  T A X ; T A X A B LE 

Y E A R S  B E G I N N I N G  A F T ER  D EC EM ­

B ER  3 1 ,  1 9 5 3

S U B C H A P T E R  F— P R O C E D U R E A N D  

A D M I N I S T R A T I O N

P A R T  3 0 1 — P R O C ED U R E A N D  

A D M I N I S T R A T I O N

I n f o r m a t i o n  T o  B e  F u r n i sh e d  W it h  Re ­

g a r d  t o  " C e r t a in  Em p l o y e e  Re t ire ­

m e n t  P l a n s,  C r i m i n a l  P e n a l t i e s for 

t h e  S u b m i ssi o n  o f  F r a u d u l e n t  In f o r ­

m a t i o n ,  a n d  O t h e r  T e c h n i c a l  

C h a n g e s

O n  A pril 23, 1963, n o tice  o f  p r o p o s e d  

ru le m a kin g w ith  respect to  th e a m e n d ­

m en t o f  th e  In com e  T a x  R e g u l a t i o n s  

(26 C F R  P a rt 1) and  th e R e g u l a t i o n s  o n  

P roced u re  a nd  A dm in istration  (26 CFR 
P a rt 3 0 1 ), p rescr ib in g  regulations u n d e r  

section  6047 o f  th e  In tern a l R e v e n u e  

, C ode  o f  1954 a n d  am en din g the r e g u la ­

tion s  u n der section s 6041, 6042, 6044, 
6049, and  7207, w as published in th e  

F e d e r a l  R e g i s t e r  (28 F .R . 3981). A f t e r  

con sideration  o f  a ll su ch  relevant m a t ­

ter as was presen ted  b y  interested p e r ­

son s regardin g th e rules proposed, tn e  

am en dm en t o f  th e  regulations is h e r e b y  

adopted  as proposed .
( S e c . 7 8 0 5  o f  t h e  I n t e r n a l  R e v e n u e  C ode of 

1 9 5 4  ( 68A  S t a t .  9 1 7 ;  2 6  U .S .C .  7 8 0 5 ) )

[ s e a l ]  M o r t i m e r  M . C a p l i n , 

Commissioner of Internal Revenue.

A p p roved : S ep tem ber 10,1963.

S t a n l e y  S. S u r r e y ,

Assistant Secretary of the 
Treasury.

T h e  In com e  T a x  R egulations (2£  CFR 
irt 1) and  th e  R egu la tion s o n P r o c  
ire a nd  A dm in istration  (26 
il)  a re h ereb y  am ended to  con fon n  
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