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impact of these rule amendments on
exchange surveillanee programs.
Exchange staff are in agreement that the
new levels will provide adequate
coverage for market surveillance.

II. Related Matters
A. Notice and Comment

The Administrative Procedure Act, 5
U.S.C. 553(b), requires, in most
instances, that a notice of proposed
rulemaking be published in the Federal
Register, and that opportunity for
comment be provided when an agency
promulgates new regulations. Section
553(b) sets forth an exception, hawever,
when the agency, for good cause, finds
(and incorporates the findings and a
brief statement of its reasons) that notice
and public procedure thereon are
impracticable, unnecessary, or contrary
to the public interest.

The Commission finds that notice and
public comments on the rule changes
announced herein are unnecessary,
because the amendments are routine
determinations made by the
Commission with respect to futures
contracts that experience a growth in
activity. These routine determinations
are made to adjust reporting levels,
when increasing activity in the market
leads to the receipt by the Commission
of a larger number of reperts than is
necessary for efficient surveillance of
the market. In this regard, it should be
further noted that these amendments do
not establish any new obligations under
the Act. On the contrary, these changes
simplify compliance with the Act by
reducing persons’ reporting obligations
under the rules in question.

B. The Regulatory Flexibility Act (RFA)

The RFA requires that agencies, in
proposing rules, consider the impact of
those rules on small businesses. These
amendments affect large traders and
FCMs, and other similar entities, such.
as foreign brokers and foreign traders.
The Commission has defined “small
entities”" as used by the Commission in
evaluating the impact of its rule in
accordance with the RFA. 47 FR 18618—
18621 [April 30, 1982].

In that statement, the Commission
concluded that large traders and FCMs
are not considered to be small entities
for purposes of the RFA. In this regard,
the amendments to reperting
requirements fall mainly upon FCMs.
Similarly, foreign brokers and foreign
traders report enly if carrying or holding
reportable (i.e., large) positions, In
addition, these amendments relieve a
regulatory burden. Accordingly, the
amendments have no significant impact
on a substantial number of small

entities. For the above reasons, and
pursuant to § 3(a) of the RFA (5 U.S.C.
605(b}), the Chairman, on behalf of the
Commission, certifies that these
regulations will not have a significant
economic impact on a substantial
number of small entities.

C. Paperwork Reduction Act (PRA)

The PRA, 44 U.S.C. 3501 et seq.,
imposes certain requiremenis on
Federal agencies (including the
Commission) in connection with their
conducting or sponsoring any collection
of information as defined by the PRA. In
compliance with the PRA, the
Commission previously submitted this
rule and its associated information
collection requirements to the Office of
Management and Budget (OMB}. OMB
approved the collection of information
associated with this rule in June 1993,
and assigned OMB control number
3038-0009 to the rule. The burden
associated with this entire collection,
including this amended rule, is as
follows:

Average Burden Hours Per Re- 0.19
sponse.

Number of Respondents .......cc..c ..

Frequency of Response ...

4,584
Daily

Persons wishing to comment on the
information which would be required
by these rules should contact Gary
Waxman, Office of Management and
Budget, Room 3228, NEOB, Washington,
DC, 20503, (202) 395—-7304. Copies of
the information collection submission to
OMB are available from Joe F. Mink,
CFTC Clearance Officer, 2033 K Street,
NW, Washington, DC 20581, (202) 254—
9735. -

List of Subjeets in 17 CFR Part 15

Brokers, Reporting and recordkeeping
requirements.

In consideration of the foregoing, and
pursuant to the authority contained in
the Act and, in particular, sections 4g,
4i, 5 and 8a of the Act, 7 U.5.C. 6g, 61,
7 and 12a (1990), the Commission
hereby amends Chapter I of Title 17 of
the Code of Federal Regulations as
follows:

PART 15—REPORTS—GENERAL
PROVISIONS

1. The authority citation for Part 15
continues to read as follows:

Authority: 7 U.S.C. 2, 4, 5, 6a, 6¢ (a)-(d),
6f, 6g, 6i, 6k, 6m, 60,7, 9, 12a, 19 and 21;
5 U.S.C. 552 and 552(b).

2. Section 15.03 is revised to read as
follows:

§15.03 Quantities Fixed for Reporting.

The quantities for the purpose of
reports filed under parts 17 and 18 of
this chapter are as follows:

Commodity Quantity
Wheat (bushels) ..oo.cooecrcmeneeee | 500,000
Corn (bushelS) oo i 750,000
Saoybeans (bushels) resniemsenecess | 500,000
Oats (bushels) ..o | 300,000
Cotton (Dales) ....cooereeereieecerermanne 5,000
Frozen Concentrated Orange

Juice (Contracts) .....cccecoueeremenas =) 50
Soybean oil {contracts) ... 175
Soybean meal (contracts) ........... 175
Live cattle (contracts) ............. 100
Feeder cattle (contracts) .............. 50
Hogs (contracts) ....-.cc.ceueemeeee = 50
Sugar No. 11 (contracts) .............. 300
Sugar No. 14 (contracts) ............. 100
Cocoa (CONMracts) ..c..oveesccemrecmnncnes 100
Coffee (comtracts) w......ccccecccecice.n 50
Copper (CoMraclts) ..ceu.eeeeeerenennns 100
Gold (Contracts) ........ccoeecmmmennanins 200
Silver butlion (contracts) 150
Pratinum. (Contracts) .........ccoeeonee ! 50
No. 2 heating oil (contracts) ....... o 250
Crude Oil, sweet (contracts) ......... 300
Unleaded gasoline (contracts) ...... 150
Natural gas (contracts) ............... 100
Long-term U.S. Treasury bonds

(o e S S o 500
GNMA (contracts) ............ 100
Three-month {13 week) U.S.

Treasury bills (contracts) ......... 150
Long-term U.S. Treasury notes

o h ) O Ao W e W T 500
Medium-term U.S. Treasury notes

(contracts) 300
Short-term  U.S. Treasury notes

T(CORMACISY -..iiiiiiiiedieiadin s eians 200
Three-month Eurodolfar time de-

posit rates (contracts) ............... 850
Thirty-Day Interest Rates (con-

i) W e & L e N 100
One-Month. Labor Rates (con-

tracts) 100
Foreign currencies (contracts) ...... 200
U.S. Dollar Index (contracts) ........ 50
Standard and Poor's 500 stock

price index (contracts) .............. 300
New York Stock Exchange com-

posite index (contracts) ... 50
Amex major market index-maxi

(contracts) 100
Nikkei stock index (contracts) ...... 50
Municipal bonds (contracts) ....... = 100
Value line average index (con-

tracts) .. 50
All other commodities (contracts) . 25

Issued in Washington, DC, this 15th day of
December 1994, by the Commission.

Jean A. Webb,

Secretary of the Commission.

|FR Doc. 9431258 Filed 12-22-94; 8:45 am)
BILLING CODE 6351-01-M
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DEPARTMENT OF THE TREASURY
Internal Revenue Service

26 CFR Part 1
[TD 8576]
RIN 1545-AR64 .

Definition of Sewage Facilities for Tax-
exempt Bond Purposes

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Final Regulations.

SUMMARY: This document contains final
regulations on the definition of sewage
facilities. These regulations reflect
changes to the law made by the Tax
Reform Act of 1986 and affect taxpayers
who seek tax-exempt bond financing for
sewage facilities.
DATES: These regulations are effective
on December 23, 1994.

For dates of applicability of these
regulations, see § 1.142(a)(5)-1(e).
FOR FURTHER INFORMATION CONTACT:
Joanne E. Johnson at (202) 622-3110
(not a toll-free number).

SUPPLEMENTARY INFORMATION:
Background

This document amends 26 CFR part 1
to provide rules under section 142(a)(5)
of the Internal Revenue Code of 1986
{Code) allowing tax-exempt, private
activity bond financing for sewage
facilities.

On May 3, 1994, the IRS published in
the Federal Register a notice of
proposed rulemaking (59 FR 22773 [PS-
34-93]) defining sewage facilities under
section 142(a)(5). A number of written
comments were received concerning the
proposed regulations, and a public
hearing was held on July 26, 1994. After
consideration of all the written and oral
comments, the proposed regulations are
adopted as revised by this Treasury
decision.

Explanation of Provisions
In General

The final regulations define a sewage
facility for purposes of section 142(8)%5)
of the Code. Many commentators,
including the United States
Environmental Protection Agency,
recommended expanding the definition
of a sewage facility to include property
for advanced or tertiary treatment.
Commentators suggested that additional
treatment of these types is often
necessary due to the condition of the
receiving water, rather than the
characteristics of the influent
wastewater. In response to this

comment, the final regulations provide
that qualifying sewage facilities include
certain property used for advanced or
tertiary treatment.

Several commentators suggested
modifying or eliminating the
biochemical oxygen demand (BOD)
limit contained in the proposed
regulations because they believe that
property that performs a sewage
treatment function should qualify
regardless of the BOD level of the
wastewater, Other commentators
maintained that the BOD limit
undermines current water conservation
policy and may be subject to
manipulation. Clarification was also
requested regarding the particular point
in the sewage treatment process that the
BOD limit must be measured.

The BOD limit has been retained in
the final regulations because it
reasonably approximates the upper limit
of the average daily raw wasteload
concentration for most publicly owned
treatment works and generally
distinguishes between water pollution
control and sewage treatment. However,
the BOD limit has been modified in
response to the comments received. The
BOD limit does not apply if the failure
to satisfy the limit results from the
implementation of federal, state, or local
water conservation measures. The final
regulations also clarify that
determination of the BOD limit is
measured at the time the influent enters
the sewage facility. Finally, an anti-
abuse rule has been added to prevent
distortions of BOD levels designed to
circumvent the BOD limit.

While some commentators requested
that tax-exempt, private activity bond
financing be permitted for pretreatment
property, the final regulations retain the
rule contained in the proposed
regulations that excluded pretreatment
property from the definition of a sewage
facility. The IRS and Treasury have
concluded that pretreatment property is
more in the nature of water pollution
control property, which is ineligible for
tax-exempt, private activity bond
financing.

In response to comments, the final
regulations clarify that sewage
disinfection property is functionally
related and subordinate to property
qualifying for tax-exempt, private
activity bond financing as a sewage
facility. Furthermore, some
commentators advised that it was not
clear under the proposed regulations
whether septage treatment property
qualified as a sewage facility. The final
regulations clarify that, since sewage
sludge, as defined under 40 CFR 122.2,
includes septage, septage treatment
property qualifies as a sewage facility.

In addition, under the final regulations
septage treatment property is not subject
to the BOD limit.

Finally, in light of potential future
technological advances in wastewater
treatment, the final regulations provide
that the Commissioner may determine
that facilities using technologically
advanced or innovative processes
qualify as sewage facilities if these
facilities perform functions that are
consistent with the definition of sewage
facilities contained in the final
regulations,

Effective Date

The final regulations apply to issues
of bonds issued after February 21, 1995.
A transitional rule is provided for
certain refundings.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory
assessment is not required. It also has
been determined that section 553(b) of
the Administrative Procedure Act (5
U.S.C. chapter 5) and the Regulatory
Flexibility Act (5 U.S.C. chapter 6) do
not apply to these regulations, and,
therefore, a Regulatory Flexibility
Analysis is not required. Pursuant to
section 7805(f) of the Internal Revenue
Code, the notice of proposed rulemaking
preceding these regulations was
submitted to the Chief Counsel for
Advocacy of the Small Business
Administration for comment on its
impact on small business.

Drafting Information

The principal author of these
regulations is Joanne E. Johnson, Office
of Assistant Chief Counsel
(Passthroughs and Special Industries).
However, other personnel from the IRS
and Treasury Department participated
in their development.

Adoption of Amendments to the
Regulations

Accordingly; 26 CFR part 1 is
amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation
for part 1 continues to read in part as
follows:

Authority: 26 U.S.C. 7805 * * *

Par. 2, Section 1.142(a)(5)-1 is added
to read as follows:

§1.142(a)(5)-1 Exempt facility bonds:
Sewage facilities.

(a) In general. Under section 103(a), a
private activity bond is a tax-exempt
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bend only if it is a qualified bond. A
qualified bond includes an exempt
facility bond, defined as any bond
issued as part of an issue 95 percent or
more of the net proceeds of which are
used to provide a facility specified in
section 142. One type of facility
specified in section 142(a) is a sewage
facility. This section defines the term
sewage facility for purposes of section
142(a).

(b) Definitions—{1) Sewage facility
defined. A sewage facility is propert

(i) Except as provided in paragrap
(b)(2) and (d) of this section, used for
the secondary treatment of wastewater;
hewever, for property treating
wastewater reasonably expected to have
an average daily raw wasteload
concentration of biochemical oxygen
demand (BOD) that exceeds 350
milligrams per liter as oxygen
(measured at the time the influent enters
the facility) (the BOD limit), this
paragraph (b}(1)(i) applies only to the
extent the treatment is for wastewater
having an average daily raw wasteload
coneentration of BOD that does not
exceed the BOD limit;

(i1) Used for the preliminary and/or
primary treatment of wastewater but
only to the extent used in connection
with secondary treatment (without
regard to the BOD limit described in
para h (b)(1)(i) of this section);

(ii1) Used for the advanced or tertiary
treatment of wastewater but only to the
extent used in connection with and after
secondary treatment;

(iv) Used for the collection, storage,
use, processing, or final disposal of—

(A) Wastewater, which property is
necessary for such preliminary, primary,
secondary, advanced, or tertiary
treatment; or

(B) Sewage sludge removed during
such preliminary, primary, secondary,
advanced, or tertiary treatment (without
regard to the BOD limit described in
paragraph (b)(1)(i) of this section);

(v) Used for the treatment, collection,
storage, use, processing, or final
disposal of septage (without regard to
the BOD limit described in paragraph
(b)(1)(i) of this section); and

(vi) Functionally related and
subordinate to property described in
this paragraph (b)(1), such as sewage
disinfection property.

(2) Specia}) m}:as and exceptions—(i)
Exception to BOD limit. A facility
treating wastewater with an average
daily raw wasteload concentration of
BOD exceeding the BOD limit will not
fail to qualify as a sewage facility
described in paragraph (b)(1) of this
section to the extent that the failure to
satisfy the BOD limit results from the
implementation of a federal, state, or

local water conservation program (for
example, a program designed to
promote water use efficiency that results
in BOD concentrations beyond the BOD
limit).

(ii) Anti-abuse rule for BOD limit. A
facility does not satisfy the BOD limit if
there is any intentional manipulation of
the BOD level to circumvent the BOD:
limit (for example, increasing the
volume of water in the wastewater
before the influent enters the facility
with the intention of reducing the BOD
level).

(iii) Authority of Commissioner. In
appropriate cases upon application to
the Commissioner, the Commissioner
may determine that facilities employing
technologically advanced or innovative
treatment processes qualify as sewage
facilities if it is demonstrated that these
facilities perform functions that are
consistent with the definition of sewage
facilities described in paragraph (b}(1) of
this section.

(3) Other applicable definitions—{i)
Advanced or tertiary treatment means
the treatment of wastewater after
secondary treatment. Advanced or
tertiary treatment ranges from biological
treatment extensions to physical-
chemical separation techniques such as «
denitrification, ammonia stripping,
carbon adsorption, and chemical
precipitatiomn.

(ii) Nenconventional pollutants are
any pollutants that are not listed in 40
CFR 401.15, 401.16, or appendix A to
part 423,

(iii) Preliminary treatment means
treatment that removes large extraneous
matter from incoming wastewater and
renders the incoming wastewater more
amenable to subsequent treatment and
handling.

(iv) Pretreatment means a process that
preconditions wastewater to neutralize
or remove toxie, priority, or
nonconventional pollutants that could
adversely affect sewers or inhibit a
preliminary, primary, secondary,
advanced, or tertiary treatment
operation.

(v) Primary treatment means:
treatment that removes material that
floats or will settle, usually by screens
or settling tanks.

(vi) Priority pollutants are those
pollutants listed in appendix A to 40
CFR part 423.

(vii) Secondary treatment means the
stage in sewage treatment in which a
bacterial process (or an equivalent
process) consumes the organic parts of
wastes, usually by trickling filters or an
activated sludge :

(viii} Sewage sludge is defined in 40
CFR 122.2 and includes septage.

(ix) Toxic pollutants are those
pollutants listed in 40 CFR 401.15.

(c) Other property not included in the
definition of a sewage facility. Property
other than property described in
paragraph (b)(1) of this section is not a
sewage facility. Thus, for example,
property is not a sewage facility, or
fanctionally related and subordinate
property, if the property is used for
pretreatment of wastewater (whether or
not this treatment is necessary to
perform preliminary, primary,
secondary, advanced, or tertiary
treatment), or the related collection,
storage, use, processing, or final
disposal of the wastewater. In addition,
property used to treat, process, or use
wastewater subsequent to the time the
wastewater can be discharged into
navigable waters, as defined in 33
U.S.C. 1362, is not a sewage facility.

(d) Allocation of costs. In the case of
property that has both a use described
in paragraph (b)(1) of this section (a
sewage treatment function} and a use
other than sewage treatment, only the
portion of the cost of the property
allocable to the sewage treatment
function is taken into account as an
expenditure to provide sewage facilities
The portion of the cost of property
allocable to the sewage treatment
function is determined by allocating the
cost of that property between the
property’s sewage treatment function
and any other uses by any method
which, based on all the facts and
circumstances, reasonably reflects a
separation of costs for each use of the
property.

(e) Effective date—(1) In general. This
section applies to issues of bonds issued
after February 21, 1995.

(2) Refundings. In the case of a
refunding bond issued to refund a bond
to which this section does not apply, the
issuer need not apply this section to that
refunding bond. This paragraph (e)(2)
applies only if the weighted average
maturity of the refunding bonds, as
described in section 147(b}, is not
greater than the remaining weighted
average maturity of the refunded bonds.
Margaret Milner Richardson,

Commissioner of Internal Revenue.

Approved: December 2, 1994,

Leslie Samuels,

Assistant Secretary of the Treasury.

[FR Doc. 94-31424 Filed 12-22-94; 8:45 am|
BILLING CODE 4830-01-U
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26 CFR Part1
[TD 8581]
RIN 1545-AQ87

Certain Cash or Deferred
Arrangements and Employee and
Matching Contributions Under
Employee Plans

AGENCY: Internal Revenue Service (IRS),
Treasury.
ACTION: Final regulations.

SUMMARY: This document amends final
regulations governing certain cash or
deferred arrangements and employee
and matching contributions under
employee plans. The amendments add
cross-references to final regulations
relating to nondiscrimination, minimum
coverage, and related requirements,
since the publication of the final
regulations relating to cash or deferred
arrangements and employee and
matching contributions. The
amendments also make various
technical corrections to and
clarifications of the final regulations
governing cash or deferred arrangements
and employee and matching
contributions under employee plans, the
final regulations relating to plan
amendments reducing accrued benefits,
and the final regulations relating to
maximum contributions and benefits.
EFFECTIVE DATE: These regulations are
effective August 15, 1991.

FOR FURTHER INFORMATION CONTACT:
Catherine Livingston Fernandez at 202-
622—46086 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Backgrouad

Final regulations under sections
401(a)(30), 401(k), 401fm), 402(a}(8),
402(g), 411(d)(6), 415(c), 416, and 4979
of the Internal Revenue Code (Code)
were published in the Federal Register
on August 15, 1991 (56 FR 40507).
Amendments to the final regulations
were published in the Federal Register
on December 4, 1991 (56 FR 63420).
Minor corrections to the final
regulations were published in the
Federal Register on March 25, 1992 (57
FR 10288), on December 17, 1992 (57 FR
59915), and on March 186, 1992 (58 FR
14150). The final regulations published
on August 15, 1991, as amended and
corrected on or before March 18, 1993,
are referred to herein as “the 1991 Final
Regulations.”

Proposed amendments to the 1891
Final Regulations were published in the
Federal Register on August 10, 1992 [57
FR 355386), and on January 4, 1993 (58
FR 43). A minor correction to the

amendment proposed on January 4,
1993, was published in the Federal
Register on March 22, 1993 (58 FR
15312). The amendments made by this
document include these previously
proposed amendments.

Explanation of Provisions

1. Coordination With Regulations Under
Sections 401(a)(4), 401(a)(17), 410(b),
and 414(s)

Final regulations under section
401(a)(4) were published in the Federal
Register on September 3, 1993 (58 FR
46773). Final regulations under section
401(a)(17) were published in the Federal
Register on June 27, 1994 (59 FR 32903).
Final regulations under section 410(b)
were published in the Federal Register
on September 19, 1991 (56 FR 47638).
Amendments to the regulations under
section 410(b) were published in the
Federal Register on December 4, 1991
(56 FR 63420), September 3, 1993 (58
FR 46835), and June 27, 1994 {59 FR
32911). Final regulations under section
414(s) were published in the Federal
Register on September 19, 1991 (56 FR
47659), Amendments to the regulations
under section 414(s) were published in
the Federal Register on September 7,
1993 (58 FR 47061).

A number of provisions of the final
regulations under sections 401(a){4) and
(17), 410(b), and 414(s) affect plans
subject to the regulations governing cash
or deferred arrangements and employee
and matching contributions. The
preamble to the 1991 Final Regulations
states that “when final regulations are
issued under section 410(b), these
[section 410(k) and {m)] regulations will
be revised to cross-refer to definitions of
common applicability under sections
410(b), 401(k), and 401(m).” (586 FR
40507, 40511 (August 15, 1991)).
Therefore, this document amends final
regulations under sections 401(k) and
(m), 402(g), and 4979 by inserting cross-
references to the relevant provisions of
the regulations under sections 401(a)(4)
and (17), 410(b), and 414(s).

2. Scope of These Amendments

Questions and comments received
with respect to the 1991 Final
Regulations have suggested that some
technical corrections or clarifications
would be helpful. Accordingly, in
addition to inserting cross-references as
described above, the amendments made
by this document (referred to herein as
the 1994 Amendments) make a number
of technical corrections and
clarifications. More significant changes
are beyond the scope of this package,
but may be considered at a later date.
Treasury and the IRS continue to

welcome comments concerning the
regulations.

3. Use of Term “Section 401(k) Plan” to
Reflect Special Nondiscrimination
Testing Requirements for QNECs Under
Sections 401{a){4) and 410[b)

Among the terms of common
applicability under sections 410(b),
401(k), and 401{m) is the term “‘section
401(k) plan," which is defined in the
regulations under sections 401{a)(4) and
410(b). Those regulations define a
“section 401(k) plan” as consisting only
of the elective contributions under a
qualified cash or deferred arrangement
(CODA). See § 1.410(b}-9. Qualified
nonelective contributions (QNECs) that
are used to pass the actual deferral
percentage (ADP) test are not treated as
part of a section 401(k) plan under those
regulations and must be tested
separately for nondiscrimination under
sections 401(a){4) and 410(b). See
§§ 1.401(a)(4)-1(b)(2)(ii)(B) and
1.410(b)-7{(c)(1). Thus, while QNECs
may be used to pass the ADP test (and
in fact are included in the definition of
a CODA under the section 401(k)
regulations at § 1.401{k)-1(b){4)), they
are nonetheless part of a plan separate
from the section 401(k) plan for
purposes of section 401(a)(4) and 410(b)
testing.

These 1994 Amendments incorporate
the term “section 401(k) plan” (defined
as described above) into several
provisions of the 1991 Final
Regulations. This is to reflect the
requirement {which is unchanged by the
1994 Amendments) for separate testing
of QNECs under sections 401{a)(4) and
410(b). Except in the few places in these
regulations where the term “‘section
401(k) plan” has been used, the
regulations continue to use the existing
term “‘cash or deferred arrangement” or
“CODA"" with its current meaning.
Thus, incorporation of the term *'section
401(k) plan” in selected provisions of
the 1994 Amendments does not affect
the testing requirements for qualifiea
CODAs, including the two special
nondiscrimination testing rules for
QNECs in § 1.401{(k)-1(b){5) (i) and (ii).

Under the first of these tests, the
QNECs used in the ADP test are
aggregated with other nonelective
contributions as they would be if they
had not been used in the ADP test. In
accordance with the final regulations
under section 410(b), permitted
disparity under section 401{l) may be
used to demonstrate that these plan
contributions satisfy section 401(a)(4).
Under the second test, only those
QNECs that are not used in the ADP and
actual contribution percentage (ACF)
tests are taken into account, together
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with other nonelective contributions, in
determining whether section 401(a)(4) is
satisfied. Here too permitted disparity
may be used.

A similar term, “section 401(m)
plan,” has been added by the 1994
Amendments to reflect that QNECs used
to pass the ACP test are part of a
separate plan for purposes of the
nondiscrimination testing required
under sections 401(a)(4) and 410(b).
Incorporation of the term “section
401(m) plan” does not affect the testing
requirements governing employee and
matching contributions, including the
two special nondiscrimination testing
rules in § 1.401(m)-1(b)(5) (i) and (ii) for
QNECs used in the ACP test. These
testing rules are similar to the special
testing rules which apply to QNECs that
are used in the ADP test. Thus under the
first test, the QNECs used in the ACP
test must be tested under section
401(a)(4) by aggregating them with other
nonelective contributions. Under the
second test, only those QNECs that are
not used in the ACP and ADP tests are
taken into account, together with other
nonelective contributions, for section
401(a)(4) testing purposes. Permitted
disparity may also be used under both
tests.

As an additional matter, the 1994
Amendments specifically state the rule
implicit in the 1991 Final Regulations
that the same QNECs may not be used
to satisfy both the ADP and the ACP
tests. See § 1.401(m)-1(b)(4)(ii)(B).

4. Plans Benefiting Otherwise
Excludable Employees

Final regulations under section 410(b)
permit separate testing of the portion of
a plan benefiting employees who have
not satisfied the greatest minimum age
and service requirements permitted
under section 410(a). See §1.410(b)-
6(b)(3). The 1994 Amendments make
clear that a plan may separately test
these employees under section 401 (k)
or (m) without violating the 1991 Final
Regulations’ prohibition on
restructuring, because this separate
testing does not constitute restructuring
within the meaning of the section
401(a)(4) regulations. Thus, an employer
may treat a plan that benefits employees
including otherwise excludable -
employees as two separate plans (one
for the otherwise excludable employees
and one for all other eligible employees)
for purposes of sections 401 (k) and (m)
and 410(b). See §§ 1.401(k)-1(b)(3)(ii)
and 1.401{m)-1(b)(3)(ii).

5. Retroactive Correction of Certain
Defects

The 1994 Amendments add references
to § 1.401(a)(4)- 11(g)(3)(vii), which

allows retroactive correction of certain
prohibited discrimination in section 401
(k) and (m) plans. Section 1.401(a)(4)-
11(g)(3)(vii)(A) permits the sponsor of a
section 401(k) or 401(m) plan to amend
the plan retroactively to satisfy the
section 410(b) minimum coverage
requirements by allocating QNECs to
nonhighly compensated employees who
were not eligible under the plan.
Section 1.401(a)(4)-11(g)(3)(vii)(B)
permits a plan to allocate QNECs to
nonhighly compensated employees
pursuant to a retroactive amendment in
order to satisfy the nondiscriminatory
current availability requirement of
§1.401(a)(4)—4(b) with respect to the
right to a rate of matching contributions.
Since the amount of the added QNECs
is based on the ADP or ACP of the group
of nonhighly compensated employees
who were eligible before the correction,
the addition of these QNECs does not
change the calculation of the ADP or
ACP or the plan’s compliance with the
ADP or ACP requirements.

Consistent with the limitations
contained in the retroactive correction
provisions of § 1.401(a)(4)-11(g), the
1994 Amendments affirm that this
section 401(a)(4) retroactive correction
method cannot be used to correct excess
contributions (amounts that exceed the
limits under section 401(k)) or excess
aggregate contributions (amounts that
exceed the limits under section 401(m)).
These contributions may be corrected
only in accordance with § 1.401(k)-
1(f)(1)(iii) or 1.401(m)-1(e)(1)(iii),
respectively. Similarly, excess deferrals
(amounts that exceed the limits under
section 402(g)) may be corrected only in
accordance with § 1.402(g)-1(e).

6. Distributions Upon Plan Termination

Sections 401(k)(2)(B)(i)(1I) and
401(k){10)(A)(i) permit distributions
from a qualified CODA after termination
of the plan without the establishment or
maintenance of a successor plan by the
employer. Section 1.401(k)-1(d)(3)
provides that if fewer than two percent
of the employees who were eligible
under the terminated defined
contribution plan that included the
CODA are eligible under another plan of
the employer during a specified 24-
month period, the other plan is not a
successor plan. The 1994 Amendments
clarify that the number of employees
who were eligible under the terminated
plan and the identity of the employer
are determined as of the date of plan
termination. See Rev. Rul. 89-87, 1989-
2 C.B. 81, regarding the date of plan
termination. Thus, for example, if a plan
is terminated as of December 31, 1994,
and the plan assets are timely
distributed thereafter, then the number

of employees who were eligible under
the plan is determined as of December
31, 1994. The clarifications of the
language relating to these successor plan
rules, including the two percent test, are
not intended to change the rules
governing that test in any way.

7. Other Benefits Not Contingent Upon
Elective Contributions

Section 401(k)(4)(A) and § 1.401(k)-
1(e)(6) of the 1991 Final Regulations
provide that a CODA is a qualified
CODA only if no other benefit (other
than a matching contribution under
section 401(m)) is conditioned (directly
or indirectly) upon the employee’s
electing to make or not to make elective
contributions. The 1994 Amendments
add two examples to §1.401(k)-1(e)(6)
to respond to frequent questions
concerning the application of the
contingent benefit rule to two specific
arrangements involving relationships
between a nonqualified deferred
compensation plan and a qualified
CODA. These examples illustrate the
existing rules, and are not intended to
change those rules in any way.

8. Coordination of Excess Deferrals With
Excess Contributions

The 1994 Amendments amend
Example 2 in §1.402(g)-1(e)(11) to
reflect more accurately the rules that
coordinate the correction of excess
deferrals and excess contributions.
Under these rules, excess deferrals that
have been distributed to a highly
compensated employee serve the
purpose of reducing the amount to be
distributed as an excess deferral and
excess contribution, See §§ 1.401(k)—
1(f)(5); 1.402(g)-1(e)(1)(ii). Conversely,
excess contributions that have been
distributed to a highly compensated
employee reduce both the excess
contribution and the amount to be
distributed as an excess deferral. See
§§ 1.401(k}-1(0)(5); 1.402(g)-1(e)(6). The
statement in Example 2 that further
correction was required to pass the ADP
test under the facts of the example was
inaccurate and has been deleted.

9. Distribution of Matching
Contributions Related to Excess
Deferrals, Excess Contributions, and
Excess Aggregate Contributions

Questions have been raised about the
extent to which a matching contribution
may be distributed if it relates to an
amount that is distributed as an excess
contribution, excess deferral, or excess
aggregate contribution. Distribution of
excess deferrals, excess contributions, or
excess aggregate contributions may
cause matching contributions related to
the distributed amounts to be
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discriminatory by producing an
effective rate of match that
discriminates in favor of highly
compensated employees. See
§1.401(a)(4)—4(e)(3)(G).

There are two circumstances under
which a matching contribution may be
distributed. First, it may be distributed
if it is an excess aggregate contribution.
In this case, the matching contribution
will not be taken into account under
section 401(a){4). Thus, it will not be
considered in determining whether
there is a discriminatory rate of match.
Second, the matching contribution may
be distributed on some other
permissible basis under the general plan
qualification rules applicable to the type
of plan under which the matching
contribution was made, e.g., attainment
of age 59% under a profit-sharing or
stock bonus plan. However, in that case,
the amount contributed wouid still be
taken into account under section
401(a)(4), and therefore the distribution,
even if timely made, would not correct
any failure to satisfy a
nondiscrimination requirement,
including a discriminatory rate of
match. Section 1.401{m)-1(e}(4) has
been amended to make this explicit. The
1994 Amendments also explicitly state
that a matching contribution may not be
distributed simply because it relates to
an excess deferral, an excess
contribution, or an excess aggregate
contribution that is distributed. See
§ 1.401(m)-1{e)(3)(vii).

Where a matching contribution relates
to an excess deferral, an excess
contribution, or an excess aggregate
contribution that is distributed, a
discriminatory rate of match may result,
unless the matching contribution is
distributed as an excess aggregate
contribution. If the matching
contribution cannot be distributed as an
excess aggregate contribution, so that
the discriminatory rate of match cannot
be corrected by distribution, a plan may
provide that the matching contributions
are forfeited, as permitted by sections
411{a)(3}(G),and 401{k)}(B)(E). See
§§1.401(k)-1(H(5)(ii); 1.401(m)-1(e)(4);
1.411(a)-4(b}(7). Alternatively, the
discriminatory rate of match can be
corrected by additional allocations to
the accounts of nonhighly compensated
employees, under § 1.401{a)(4})-
11(g)(3)(vii)(B).

10. Multiple Use Test

The 1991 Final Regulations, as
amended by the 1994 Amendments,
continue to provide that if any highly
compensated employee is eligible to
participate in both a section 401(k) plan
and a section 401(m) plan of an
employer, the plans must satisfy the

limitation on multiple use of the
alternative methods of compliance with
the ADP and ACP tests (the 200%/two-
percentage-point method, as opposed to
the 125% method) that are contained in
sections 401(k)(3)(A)(ii){ID) and
401{m)(2)(A){ii), respectively. Language
has been added to § 1.401(m)-1(a)(1) to
clarify that if the plans fail to satisfy the
multiple use limitation in operation,
and the failure is not corrected as
permitted by § 1.401{m}-2(c}, the
section 401(m) plan fails to satisfy
section 401 {a)(4) and (m).

An additional clarification in the
multiple use rules has been added to
§ 1.401{m)-2(c)(1). The 1991 Final
Regulations provide that multiple use
may be corrected by reducing either the
ADP or the ACP of the highly
compensated employees. The 1994
Amendments clarify that multiple use
may also be corrected by reducing a
combination of the ADP and the ACP of
the highly compensated employees.

11. Safe Harbor Hardship Withdrawal
Provisions

In response to suggestions, the 1994
Amendments expand the safe harbor
hardship withdrawal provisions to
provide that, in addition to tuition and
related educational fees, amounts
distributed for the payment of room and
board expenses for the next 12 months
of post-secondary education will be
deemed to be on account of an
immediate and heavy financial need.
See § 1.401(k)-1(d)(2)(iv)(A)(3).

12. Hardship Distributions Under Profit-
Sharing or Stock Bonus Plans

The 1991 Final Regulations added
§ 1.411{d)—4, Q&A-2(b)(2)(x) to make an
exception to the protections of section
411(d)(6) and ailow a qualified CODA
that permits hardship distributions to be
amended to specify or modify its
standards for making such distributions,
or to eliminate hardship distributions.
In response to suggestions, the 1994
Amendments now amend this section to
allow the same flexibility to any profit-
sharing or stock bonus plan that permits
hardship distributions. Under this
amendment, a profit-sharing or stock
bonus plan has this flexibility whether
or not the plan limits hardship
distributions (either before or after the
plan amendment) to the types of
hardship distributions that are
permitted to be made from a qualified
CODA. Hardship distributions under a
portion of the plan that is a qualified
CODA must be restricted in accordance
with section 401(k) and the regulations.

13. Excise Tax Transition Relief for
Collectively Bargained and
Governmental Plans

In accordance with the applicable
provisions of the Code, the 1991 Final
Regulations provide that elective
contributions under a CODA that is part
of a collectively bargained plan and that
fails the ADP test are includible in
employees’ gross incomes because the
CODA is not qualified. The 1991 Final
Regulations provided transition relief by
not making this income inclusion
effective for plan years beginning before
January 1, 1993.

The question has arisen whether this
transition relief from income inclusion
for collectively bargained plans would
be expanded to cover the section 4979
excise tax on excess contributions. The
1994 Amendments respond by
amending § 54.4979-1(d)(3) to provide
that the excise tax does not apply to a
collectively bargained plan for plan
years beginning before January 1, 1993.
Thus, for these plan years, a collectively
bargained plan need not perform the
ADP test for any purpose. Furthermore,
the 1994 Amendments explicitly
provide that the excise tax does not
apply to employee and matching
contributions under a collectively
bargained plan.

For governmental plans, the
nondiscrimination rules, including the
nondiscrimination requirements under
sections 401{k) and 401(m), generally do
not apply for plan years beginning
before January 1, 1996. The proposed
amendments to the 1991 Final
Regulations reflected this extended
effective date. The 1994 Amendments
adopt the proposed amendments and
also apply the same extended effective
date to the section 4979 excise tax.

14. One-Time Irrevocable Elections

The 1991 Final Regulations provide
that an employer may allow each of its
employees to make a one-time
irrevocable election, upon
commencement of employment or
initial eligibility under any plan of the
employer, to have a specified amount or
percentage of compensation (including
no amount) contributed by the employer
throughout the employee's employment,
This type of election is not treated as a
cash or deferred election. See
§ 1.401(k}-1(a)(3)(iv).

The question has occasionally been
raised as to whether such an election
could conceivably be made by an
employee upon first becoming eligible
under a plan even though the employee
had previously become eligible under
any other ongoing or terminated plan of
the employer. The 1994 Amendments
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- make clear that the answer to this
question is in the negative. They
confirm that the one-time irrevocable
election provision was intended to
preclude an election from constituting a
non-cash-or-deferred election (and thus
avoiding the rules governing qualified
CODAs) in any case where the electing
employee had previously become
eligible under another plan of the
employer, including a terminated plan,
even if the employee is making an
election with respect to a plan under
which the employee is just then
becoming eligible. Thus, an employee
can make an election under § 1.401(k)-
1(a)(3)(iv) only once during employment
with a particular employer (even if, over
time, the employee becomes eligible
under more than one plan of the
employer). This election can be made
either (1) upon commencement of
employment with the employer, or (2)
upon becoming eligible under the plan
of the employer under which the
employee becomes eligible first.

The 1991 Final Regulations reiterated
a special, additional, one-time election
transition rule for plans maintained by
partnerships. See § 1.401(k)-
1{a)(6)(ii)(C). This transition relief
originally had been provided for under
Notice 88-127, 19882 C.B. 538. See
also Rev. Proc. 91-47, 1991-2 C.B. 757.
As an alternative to compliance by a
plan with the qualified CODA rules, the
transition rule was intended to give
existing partnership plans a limited
period of time (until the later of the first
day of the first plan year beginning after
December 31, 1988, or March 31, 1989)
for employees and partners to make one-
time irrevocable elections, even after
their commencement of employment or
their initial eligibility under the plan or
any other plan of the employer.
However, occasional questions have
been raised since 1989 as to whether
this could nonetheless be interpreted as
a continuing transition rule for
partnerships that might permit such
one-time irrevocable elections to be
made in the future. The 1994
Amendments explicitly confirm that
such elections under the special
partnership transition rule may not be
made in the future. A partnership may,
of course, continue to allow partners
and employees to make one-time
irrevocable elections under the general
rule of § 1.401(k)-1(a)(3)(iv) in the same
limited circumstances as any other
employer.

15. Limit on Annual Additions

a. Corrective Distribution of Elective
Deferrals

The 1991 Final Regulations amended
§1.415-6(b)(6) to allow plans to
distribute elective deferrals to correct
excess annual additions resulting from a
reasonable error in determining the
amount of elective deferrals that a
participant may make under the limits
of section 415. A question has arisen as
to whether gains (investment gains and
other income) attributable to the
distributed elective deferrals are treated
for section 415 purposes in a manner
similar to gains attributable to employee
contributions that are returned pursuant
to § 1.415-6(b)(6) (which have been
explicitly addressed in that regulation
since before 1991). The 1994
Amendments make clear that similar
treatment is intended, by providing that
if gains attributable to the distributed
elective deferrals are not also
distributed to the employee, the gains
will be considered as employer
contributions for the limitation year in
which the distributed elective deferrals
were made. This provision of the 1994
Amendments is effective for limitation
years beginning after December 31,
1995.

b. Plan Amendments Reducing Accrued
Benefits to Comply With Tax Reform
Act of 1986

The Tax Reform Act of 1986 (TRA '86)
generally reduced the amount of
benefits that could be provided by a
defined benefit plan under the section
415 benefit limitations. The changes
generally were effective for limitation
years beginning after December 31,
1986. However, section 1106(i)(3) of
TRA '86 protected the “current accrued
benefit” of an individual who was a
participant in a defined benefit plan
meeting certain requirements. The
“current accrued benefit” was defined
as the benefit that accrued before the
effective date, not including any
benefits under new plans or any benefits
resulting from changes in existing plans
after May 5, 1986. These additional
accruals generally caused plan
disqualification when the new limits
applied. Notice 87-21, 1987-1 C.B. 458,
Q&A-13, illustrated this effect and
stated that future regulations would
provide section 411(d)(6) relief allowing
defined benefit plans to reduce accrued
benefits that otherwise would violate
the applicable limit. This relief would
create an exception to the general
section 411(d)(6) prohibition against

lan amendments reducing accrued
nefits.

Q&A-17 of Notice 87-21 illustrated
that these additional accruals could also
result in a violation of the combined
limit on contributions and benefits
‘under section 415(e). The combined
limit applies to participants covered by
both a defined benefit plan and a
defined contribution plan. Such a
violation could occur even if the
defined benefit plan was terminated
before the effective date of the section
415 changes, and even if no
contributions were made to the defined
contribution plan after the effective
date.

The 1991 Final Regulations added
§1.411(d)—4, Q&A-2(b)(2)(xi) to permit
a defined benefit plan to reduce benefits
that otherwise would violate the lower
section 415(b) limit under TRA '86.
These 1994 Amendments now expand
this relief by allowing a reduction in
benefits under either a defined benefit
plan or a defined contribution plan to
satisfy the combined limit under section
415(e), which also was reduced as a
result of the changes made by TRA '86.
This amendment to § 1.411(d)—4, Q&A—
2(b)(2)(xi), will also allow a defined
contribution plan to reduce a
participant’s account balance where the
defined benefit plan has been
terminated and thus can no longer be
amended to reduce the participant's
benefits. See also § 1.415-6(b)(6),
providing methods for correcting excess
annual additions to defined
contribution plans in certain
circumstances.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory
assessment is not required. It also has
been determined that section 553(b) of A
the Administrative Procedure Act (5
U.S.C. chapter 5) and the Regulatory
Flexibility Act (5 U.S.C. chapter 6) do
not apply to these regulations, and, I
therefore, a Regulatory Flexibility
Analysis is not required. Pursuant to
section 7805(f)(3) of the Internal j
Revenue Code, these regulations were ]
submitted to the Chief Counsel for '
Advocacy of the Small Business
Administration for comment on their |
impact on small business.

Drafting Information

The principal author of these
regulations is Catherine Livingston
Fernandez, Office of the Associate Chief !
Counsel (Employee Benefits and Exempt
Organizations), IRS. However, personnel
from other offices of the IRS and
Treasury Department participated in
their development,

~
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List of Subjects in 26 CFR Part 1

Income taxes, Reporting and
recordkeeping requirements.

Amendments to the Regulations

Accordingly, 26 CFR part 1 is
amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation
for part 1 continues to read, in part, as
follows:

Authority: 26 U.S.C. 7805 * * *

Par. 2. Section 1.401(k)-0 is amended
as follows: .

1. The entries for § 1.401(k)-1,
paragraph (b)(3) and (b)(3)(i) and (ii) are
revised. "

2. The entries for § 1.401(k)-1,
paragraph (b)(3)(ii)(A) and (B), and
(b)(3)(iii) and (iv) are removed.

3. The entry for § 1.401(k)}-1
paragraph (b)(4)(ii) is revised.

4. An entry for § 1.401(k)-1,
paragraph (e)(6)(vi) is added.

5. The entries for § 1.401(k)-1,
paragraph (g)(11)(i) and (ii) are revised.

6. Entries for § 1.401(k)-1, paragraphs
(g)(11)(ii)(A) through (C) are added.

7. The entries for § 1.401(k)-1,
paragraphs (g)(11)(iii), (g)(11)(iii)(A)
through (D), (g)(11)(iii)(D)(1) and (2),
and (g)(11)(iv) are removed.

8. Entries for § 1.401(k)-1, paragraph
(g)(15) and (16) are added.

9. The entry for § 1.401(k)-1,
paragraph (h)(4)(ii) is revised. *

The added and revised entries read as
follows:

§1.401(k)-0 Certain cash or deferred
arrangements, table of contents.

* L » ~ *

§1.401(k)}-1* * *
. * R * »

(b) L

(3) Aggregation.

(i) Aggregation of arrangements and plans.

(ii) Restructuring and Permissive
Aggregation.

(4) L I

(ii) Elective contributions and qualified
nonelective contributions used to satisfy
actual contribution percentage test.

* * * - *
[e) ol
(6)* * »
(vi) Examples.
(g] LA
v “]) R

(i) Application of section 410(b) rules.

(ii) Modifications to section 410(b) rules.

(A) In general.

(B) Plans benefiting collective bargaining
unit employees.

(C) Multiemployer plans.

Ll - * * *

(15) Section 401(k) plan.

(16) Section 401(m) plan.

(h) LI R

(4) X R

(ii) Plan years beginning before January 1,
1996,

* ® ® * *

Par. 3. Section 1.401(k)-1 is amended
as follows:

1. Paragraph (a) is amended as
follows:

i. Paragraph (a)(3)(iv) is amended by
adding a sentence immediately before
the last sentence.

ii. Paragraph (a)(3)(v) is revised.

iii. Paragraph (a)(3)(vi), Example 3, is
added.

iv. Paragraphs (a)(4)(ii) and (iv),
(a)(5)(iv), (a)(6)(ii)(C), and (a)(7)(i) are
revised. -

2. Paragraph (b) is amended as
follows:

i. Paragraphs (b)(1)(i), (i), and (b)(3)
are revised,

ii. Paragraph (b)(4)(ii) heading is
revised and a sentence is added at the
end of the paragraph.

iii. Paragraphs (E)(l%)(iv), (b)(5)(i) and
(ii) are amended by adding a sentence
at the end of each paragraph.

iv. Paragraph (b)(5)(vi) is revised.

v. Paragraph (b)(6) is amended by:

a. Revising Example 2, paragrapg (i).

b. Revising Example 3, paragraph (i).

c¢. Revising Example 4, paragraph (i).

3. Paragraph (d) is amended as
follows:

i. Paragraphs (d)(2)(iv)(A)(3), (d)(3),
and (d)(4)(i) are revised.

ii. The last sentence of paragraph
(d)(5) is revised.

iii. A sentence is added at the end of
paragraph (d)(6)(iv).

4. Paragraph (e) is amended as
follows:

i. A sentence is added at the end of
paragraph (e)(6)(ii).

ii. Paragraph (e)(6)(vi) is added.

iii. Paragraph (e)(7) is revised.

5. Paragraph (f) is amended as
follows:

_ 1. Paragraphs (f)(2)(iii), (£)(2). ()(3)(i),
and (f)(3)(ii1)(C) are revised.

ii. In paragraph (f)(3)(v). paragraph (i)
of the Example is revised.

iii. Paragraph (f)(4)(ii)(B) is revised.

iv. Paragraph (f)(7), paragraph (i) of
Example 1, and Examples 2 and 3 are
revised.

6. Paragraph (g) is amended as
follows:

i. Paragraphs (g)(1)(ii)(B)(2) and (C)(2),
and (g)(2)(i) are revised.

ii. A sentence is added at the end of
paragraph (g)(4)(ii).

iii. Paragraphs (g)(5), (6) and (11) are
revised.

iv. Paragraphs (g)(15) and (16) are
added.

7. Paragraphs (h)(3)(iii) (A) and (B)(2),
and (h)(4)(ii) are revised.

The added and revised provisions
read as follows:

§1.401(k)-1 Certain cash or deferred
arrangements.

(8) * * *

(3) \ hggt . WA

(iv) * * * Inno event is an election
made after December 23, 1994 treated as
one-time irrevocable election under this
paragraph if the election is made by an
employee who previously became
eligible under another plan (whether or
not terminated) of the employer. * * *

(v) Tax treatment of employees. An
amount generally is includible in an
employee’s gross income for the taxable
year in which the employee actually or
constructively receives the amount. But
for section 402(e)(3) and section 401(k),
an employee is treated as having
received an amount that is contributed
to a plan pursuant to the employee’s
cash or deferred election. This is the
case even if the election to defer is made
before the year in which the amount is
earned, or before the amount is
currently available. See § 1.402(a)-1(d).

(vi) * ® n
- » - - -

Example 3. (i) Employer A establishes a
qualified money purchase pension plan in
1986. This is the first qualified plan
established by Employer A. All salaried
employees are eligible to participate under
the plan. Hourly-paid employees are not
eligible to participate under the plan. In
1996, Employer A establishes a profit-sharing
plan under which all employees (both
salaried and hourly) are eligible. Employer A
permits all employees on the effective date of
the profit-sharing plan to make a one-time
irrevocable election to have Employer A
contribute five percent of compensation on
their behalf to the plan and to any other plan
of Employer A {including plans not yet
established) for the duration of the
employee's employment with Employer A,
and have their salaries reduced by five
percent.

(ii) The election provided under the profit-
sharing plan is not a one-time irrevocable
election within the meaning of § 1.401(k)-
1(a)(3)(iv) with respect to the salaried
employees of Employer A who, at any time
before becoming eligible to participate under
the profit-sharing plan, became eligible to
participate under the money purchase
pension plan. The election under the profit-
sharing plan is a one-time irrevocable
election within the meaning of § 1.401(k)-
1(a)(3)(iv) with respect to the hourly
employees, because they were not previously
eligible to participate under another plan of
the employer.

(4) P

(ii) Treatment of elective
contributions as employer contributions.
Except as provided in paragraph (f) of
this section, elective contributions
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under a qualified cash or deferred
arrangement are treated as employer
contributions. Thus, for example,
elective contributions are treated as
employer contributions for purposes of
sections 401(a) and 401(k), 402, 404,
409, 411, 412, 415, 416, and 417.

* * * * *

(iv) Application of nondiscrimination
requirements to plan that includes a
qualified cash or deferred arrangement.
A plan that includes a qualified cash or
deferred arrangement must satisfy the
requirements of sections 401(a)(4) and
410(b). Thus, for example, the plan must
satisfy section 401(a)(4) with respect to
the amount of contributions or benefits
and the availahility of benefits, rights
and features under the plan. See
§1.401(a)(4)-1(b)(3). The right to make
each level of elective contributions
under a cash or deferred arrangement is
a benefit, right or feature subject to this
requirement, and each of these rights
must therefore generally be available to
a group of employees that satisfies
section 410(b). See § 1.401{a)(4)-
4(e)(3)(1) and (iii)(D). Thus, for example,
if all employees are eligible to make a
stated level of elective contributions
under a cash or deferred arrangement,
but that level of contributions can only
be made from compensation in excess of
a stated amount, such as the Social
Security taxable wage base, the
arrangement will generally favor highly
compensated employees with respect to
the availability of elective contributions
and thus will generally not satisfy the
requirements of section 401(a)(4). For
plan years beginning after December 31,
1984, the amount of elective
contributions under a qualified cash or
deferred arrangement satisfies the
requirements of section 401(a)(4) only if
the amount of elective contributions
satisfies the special nondiscrimination
test of section 401(k)(3) and paragraph
(b)(2) of this section. See § 1.401(a)(4)-
1(b)(2)(ii)(B). See also § 1.401(a)(4)-
11(g)(3)(vii)(A), relating to corrective
amendments that may be made to satisfy
the minimum coverage requirements of
section 410(b).

(5) * * *

(iv) Qualification of plan that
includes a nonqualified cash or deferred
arrangement. A profit-sharing, stock
bonus, pre-ERISA money purchase
pension, or rural cooperative plan does
not fail to satisfy the requirements of
section 401(a) merely because the plan
includes a nonqualified cash or deferred
arrangement. In determining whether
the plan satisfies the requirements of
section 401(a)(4), the special
nondiscrimination tests of sections
401(k)(3) and 401(m)(2)} may not be

used. See §§ 1.401(a)(4)-1(b)(2)(i1)(B)
and 1.410(b)-9 (definition of section
401(k) plan).

(6) * x x

(ii) *x A *

(C) Transition rule for partnership
cash or deferred elections. A one-time
irrevocable election to participate or not
to participate in a plan in which
partners may participate is not a cash or
deferred election if the election was
made on or before the later of the first
day of the first plan year beginning after
December 31, 1988, or March 31, 1989.
This election may be made after the
commencement of employment or after
the employee’s first becoming eligible
under any plan of the employer. In no
event, however, may the election be
made after December 23, 1994. The
election may be made even if the one-
time irrevocable election in § 1.401(k)-
1(a)(3)(iv) was previously made.

* * * * *

(7) * * * (i) In general. The amount
of employer contributions under a
nonqualified cash or deferred
arrangement is treated as satisfying
section 401(a)(4) if the arrangement is
part of a collectively bargained plan
(including a plan adopted by a state or
local government before May 6, 1986)
that automatically satisfies the
requirements of section 410(b). See
§§1.401(a)(4)-1(c)(5) and 1.410(b)-
2(b)(7). Except as specifically provided
otherwise, elective contributions under
the arrangement are treated as employer
contributions. See § 1.401(k)-1(a)(5)(ii).
However, elective contributions under
the nonqualified cash or deferred
arrangement are treated as employee
contributions for purposes of section
402(a) for plan years beginning after
December 31, 1992, and are therefore
not excludable from gross income under
section 402(e)(3). See § 1.402(a)-
1(d)(3)(iv).

* * - » *

(b) Ty

(1) * % »

(i) The group of eligible employees
under the section 401(k) plan and the
group of employees benefiting under the
plan to which the nonelective employer
contributions are made separately
satisfy the requirements of section
410(b) (including the average benefit
percentage test, if applicable). For
special rules governing the application
of section 410(b) to a cash or deferred

ement, see §§ 1.410(b)-7(c)(1) and
1.410(b)-8(a)(1). See also § 1.401(a)(4)-
11(g)(3)(vii)(A), relating to corrective
amendments that may be made to satisfy
the minimum coverage requirements of
section 410(b).

(ii) The cash or deferred arrangement
satisfies the actual deferral percentage

test described in paragraph (b)(2) of this
section. This is the exclusive
nondiscrimination test applicable to the
amount of elective contributions under
a qualified cash or deferred
arrangement. See § 1.401(a)(4)—
1(b)(2)(ii)(B).

* * * * *

(3) Aggregation—(i) Aggregation of
arrangements and plans. Except as
otherwise specifically provided in this
paragraph (b)(3), all cash or deferred
arrangements included in a plan are
treated as a single cash or deferred
arrangement. Thus, for example, if two
groups of employees are eligible for
separate cash or deferred arrangements
under the same plan, the two cash or
deferred arrangements are treated as a
single cash or deferred arrangement,
even if they have significantly different
features, such as significantly different
limits on elective contributions. See
§1.401(k}-1(g)(11) for the definition of
plan used for purposes of this section.
That definition contains the exclusive
rules for aggregation and disaggregation
of plans for purposes of this section. See
also paragraph (g)(1)(ii) of this section
for rules requiring the aggregation of
elective contributions under two or
more plans in computing the actual
deferral ratios of certain employees.

(ii) Restructuring and Permissive
Aggregation. Effective for plan years
beginning after December 31, 1991,
restructuring under § 1.401(a)(4)-9(c)

‘may not be used to demonstrate

compliance with the requirements of
section 401(k). See § 1.401(a)(4)-
9(c)(3)(ii). For plan years beginning
before January 1, 1992, see § 1.401(k)-
1(h)(3)(iii). An employer may, however,
treat a plan benefiting otherwise
excludable employees as two separate
plans for purposes of sections 401(k)
and 410(b) in accordance with
§§ 1.410(b)-6(b)(3) and 1.410(b)-7(c)(3).

(4) * & N

(ii) Elective contributions and
qualified nonelective contributions used
to satisfy actual contribution percentage
test. * * * A qualified nonelective
contribution that is treated as a
matching contribution is subject to the
actual contribution percentage test of
section 401(m)(2) and is not taken into
account as an elective contribution
under paragraph (b)(2) or (5) of this
section.

* * * > *

(iv) * * * See §§1.401(a)(4)—
1(b)(2)(ii)(B); 1.410(b)-7(c)(1).

(5) * = *

(i) * * * See §1.401(a)(4)-1(b)(2).

(ii) * * * See § 1.401(a)(4)-1(b)(2).

* > - *
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(vi) For plan years beginning after
December 31, 1988, or such later date
provided in paragraph (h) of this
section, the section 401(k) plan and the
plan or plans to which the qualified
nonelective contributions and qualified
matching contributions are made, could
be aggregated under § 1.410(b)-7(d) after
application of the mandatory
disaggregation rules of § 1.410(b)-7(c),
as modified in § 1.401(k)-1(g)(11). If the
plan year of the section 401(k) plan is
changed to satisfy the requirement

under § 1.410(b)-7(d)(5) that aggregated
plans have the same plan year, the
qualified nonelective contributions and
qualified matching contributions may be
taken into account in the resulting short
plan year only if the contributions
satisfy the requirements of paragraph
(b)(4)(i) of this section with respect to
the short year as if the contributions
were elective contributions and the
aggregated plans could otherwise be
aggregated for purposes of section
410(b).

6)* * *

. * L * ~

Example 2 (i) The facts are the same as in
Example 1, except that elective contributions
are made pursuant to a salary reduction
agreement and no bonuses are paid.
Employer X includes elective contributions
in compensation as permitted under
§ 1.414(s)-1(c)(4)(1). See § 1.401(k)-1(g)(2)(i).
In addition, A defers $2,025. Thus, the
compensation and elective contributions for
A, B, and C are:

Elective Actual de-
Employee Corr'\i;;nsa- contribu- | ferral ratio
tions, (percent)

$30,000 $2,025 6.75

15,000 750 5.00

10,000 450 4.50

Example 3 (i) Employees D through L are
eligible employees in Employer A's profit-
sharing plan that contains a cash or deferred

arrangement. Employer A includes elective
contributions in compensation as permitted
under § 1.414(s)-1(c})(4)(3). Each eligible
employee may elect to defer up to six percent

of compensation under the cash or deferred

arrangement. Employees D and E are highly
compensated. The compensation, elective
contributions, and actual deferral ratios of
these employees for the 1989 plan year are
shown below:

Elective Actual de-

Employee Con:g?‘nsa- contribu- | ferral ratio

tions (percent)
$100,000 $6,000 6
80,000 4,000 5
60,000 3,600 6
40,000 1,600 4
30,000 1,200 4
20,000 600 3
20,000 600 3
10,000 300 3
5,000 150 3

Example 4. (i) Employer D maintains a
profit-sharing plan that contains a cash or
deferred arrangement. Employer D includes
elective contributions in compensation as
permitted under §1.414(s)-1(c)(4)(i). The
folllowing amounts are contributed under the
plan;

* -~ ~ * *

(d)t LI

(3) Payment of tuition, related
educational fees, and room and board
expenses, for the next 12 months of
post-secondary education for the
employee, or the employee’s spouse,
children, or dependents (as defined in
section 152); or

(3) Rules applicable to distributions
upon plan termination: A distribution
may not be made under paragraph
(d)(1)(iii) of this section if the employer
establishes or maintains a successor
plan. For purposes of this rule, the
definition of the term “‘employer”

contained in paragraph (g)(6) of this
section is applied as of the date of plan
termination, and a successor plan is any
other defined contribution plan
maintained by the same employer.
However, if at all times during the 24-
month period beginning 12 months
before the termination, fewer than two
percent of the employees who were
eligible under the defined contribution
plan that includes the cash or deferred
arrangement as of the date of plan
termination are eligible under the other
defined contribution plan, the other
plan is not a successor plan. The term
“defined contribution plan” means a
plan that is a defined contribution plan
as defined in section 414(i), but does not
include an employee stock ownership
plan as defined in section 4975(e) or
409(a) or a simplified employee pension
as defined in section 408(k). A plan is

a successor plan only if it exists at any
time during the period beginning on the
date of plan termination and ending 12
months after distribution of all assets
from the terminated plan.

(4) * * * (i) Seller must maintain the
plan. A distribution may be made under
section 401(k)(10) and paragraph (d)(1)
(iv) or (v) of this section only from a
plan that the seller continues to
maintain after the disposition. This
requirement is satisfied if and only if
the purchaser does not maintain the
plan after the disposition. A purchaser

maintains the plan of the seller if it

adopts the plan or otherwise becomes
an employer whose employees accrue
benefits under the plan. A purchaser
also maintains the plan if the plan is
merged or consolidated with, or any
assets or liabilities are transferred from
the plan to a plan maintained by the
purchaser in a transaction subject to
section 414(/)(1). A purchaser is not
treated as maintaining the plan merely
because a plan that it maintains accepts
elective transfers described in
§1.411(d)—4, Q&A-3(b)(1), or rollover
contributions of amounts distributed by
the plan (including distributions that
the recipient elects, under section
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401(a)(31), to have paid in a direct
rollover to the plan of the purchaser).

* * * * *

(5) * * * The term lump sum
distribution has the meaning provided
in section 402(d)(4), without regard to
subparagraphs (A) (i) through (iv), (B),
and (F.) of t.hat section.

(iv) * * * The limitations of
paragraph (d) of this section also do not
apply to amounts distributed from
another plan that the recipient elects
under section 401(a)(31) to have paid in
a direct rollover to the plan.

(e) * k% |

6 * * *

(ii) * * * Benefits under any other
plan or arrangement (whether or not
qualified) are not contingent upon an
employee’s electing to make or not to
make elective contributions under a
cash or deferred arrangement merely
because the elective contributions are or
are not taken into account as
compensation under the other plan or
arrangement for purposes of
determining benefits.

* * * * *

(vi) Examples. The provisions of this
paragraph (e)(6) are illustrated by the
following examples.

Example 1. Employer T maintains a cash
or deferred arrangement for all of its
employees. Employer T also maintains a
nonqualified deferred compensation plan for
two highly paid executives, Employees R and
C. Under the terms of the nonqualified
deferred compensation plan, R and C are
eligible to participate only if they do not
make elective contributions under the cash or
deferred arrangement. Participation in the
nonqualified plan is a contingent benefit for
purposes of this paragraph (e)(6), because R’s
and C’s participation is conditioned on their
electing not to make elective contributions
under the cash or deferred arrangement.

Example 2. Employer T maintains a cash
or deferred arrangement for all its employees.
Employer T also maintains a nonqualified
deferred compensation plan for two highly
paid executives, Employees R and C. Under
the terms of the arrangements, Employees R
and C may defer a maximum of 10 percent
of their compensation, and may allocate their
deferral between the cash or deferred
arrangement and the nonqualified deferred
compensation plan in any way they choose
(subject to the overall 10 percent maximum).
Because the maximum deferral available
under the nonqualified deferred
compensation plan depends on the elective
deferrals made under the cash or deferred
arrangement, the right to participate in the
nonqualified plan is a contingent benefit for
purposes of paragraph (e})(6).

(7) Coordination with other plans. For
plan years beginning after December 31,
1988, or such later date provided in
paragraph (h) of this section, a cash or

deferred arrangement satisfies this
paragraph (e) only if no elective
contributions (or qualified matching
contributions treated as elective
contributions under paragraph (b)(5) of
this section) under the arrangement are
taken into account for purposes of
determining whether any other
contributions under any plan (including
the plan to which the elective
contributions are made) satisfy the
requirements of section 401(a). Indeed,
the portion of a plan that consists of
elective contributions is treated as a
separate plan for purposes of sections
401(a)(4) and 410(b). See § 1.410(b)-
7(c)(1). Similarly, elective contributions
under a cash or deferred arrangement
generally may not be taken into account
in determining whether a plan satisfies
the minimum contribution or benefit
requirements of section 416. See

§ 1.416-1, M-20. However, qualified
nonelective contributions that are
treated as elective contributions for
purposes of section 401(k)(3) under
paragraph (b)(5) of this section may be
used to enable a plan to satisfy the
minimum contribution or benefit
requirements under section 416. See
§1.416-1, M-18. This paragraph (e)
does not apply for purposes of
determining whether a plan satisfies the
average benefit percentage requirement
of section 410(b)(2)(A)(ii). See also
§1.401(m)-1(b)(5) for circumstances
under which elective contributions may
be used to determine whether a plan
satisfies the requirements of section

401(m).
H* > *
(1). *

(iii) Impermissible correction
methods. Excess contributions for a plan
year may not remain unallocated orge
allocated to a suspense account for
allocation to one or more employees in
any future year. In addition, excess
contributions may not be corrected
using the retroactive correction rules of
§1.401(a)(4)-11(g). See § 1.401(a)(4)-
11(g) (3)(vii) and (5). See paragraph
(f)(6) of this section for the effects of a
failure to correct excess contributions.

(2) Amount of excess contributions.
The amount of excess contributions for
a highly compensated employee for a
plan year is the amount (if any) by
which the employee’s elective
contributions must be reduced for the
employee's actual deferral ratio to equal
the highest permitted actual deferral
ratio under the plan. To calculate the
highes. permitted actual deferral ratio
under a plan, the actual deferral ratio of
the highly compensated employee with

the highest actual deferral ratio is
reduced by the amount required to
cause the employee’s actual deferral
ratio to equal the ratio of the highly
compensated employee with the next
highest actual deferral ratio. If a lesser
reduction would enable the arrangement
to satisfy the actual deferral percentage
test, only this lesser reduction may be
made. This process must be repeated
until the cash or deferred arrangement
satisfies the actual deferral percentage
test. The highest actual deferral ratio
remaining under the plan after leveling
is the highest permitted actual deferral
ratio. Thus, for each highly
compensated employee, the'amount of
excess contributions for a plan year is
equal to the employee’s elective
contributions, plus qualified
nonelective contributions and qualified
matching contributions taken into
account in determining the employee's
actual deferral ratio under paragraph
(g)(1) of this section, minus the amount
determined by multiplying the
employee’s actual deferral ratio
(determined after application of this
paragraph (f)(2)) by the compensation
used in determining the ratio. In no case
may the amount of excess contributions
to be recharacterized or distributed for
a plan year with respect to any highly
compensated employee exceed the
amount of elective contributions made
on behalf of the highly compensated
employee for the plan year.

. (3) *x * %

(ii) Treatment of recharacterized
excess contributions.

(A) Excess contributions
recharacterized under this paragraph
(f)(3) are includable in the employee'’s
gross income on the earliest dates any
elective contribution made on behalf of
the employee during the plan year
would have been received by the
employee had the employee originally
elected to receive the amounts in cash,
or on such later date permitted in
paragraph (f)(3)(iv) of this section. The
recharacterized excess contributions
must be treated as employee
contributions for purposes of section 72,
section 401(a)(4) and 401(m), and
paragraphs (b) and (d) of this section.
This requirement is not treated as
satisfied unless:

(1) The payor or plan administrator
reports the recharacterized excess
contributions as employee contributions
to the Internal Revenue Service and the
employee by—

(i) Timely providing such forms as the
Commissioner may designate to the
employer and to employees whose
excess contributions are recharacterized
under this paragraph ({)(3); and

PR———
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(#i) Timely taking such other action as
~the Commissioner may ire; and

(2) The plan administrator accounts
for the amounts as contributions by the
employee for purposes of sections 72
and 6047.

(B) Recharacterized excess
contributions continue to be treated as
employer contributions that are elective
contributions for all other purposes
under the Internal Revenue Code,
including sections 401(a) (other than
401(a)(4) and 401(m)), 404, 409, 411,
412, 415, 416, and 417, Thus, for
example, recharacterized excess
contributions remain subject to the
requirements of paragraph (c) of this
section; must be deducted under section
404; and are treated as employer
contributions described in section
415(c)(2)(A) and §1.415-6(b). In
addition, these amounts are not treated
as compensation for purposes of
sections 404 and 415, and may be
treated as compensation for purposes of
sections 401(a)(4), 401(a)(5), 401(k),
401(]) and 414(s) only to the extent that
elective contributions may be treated,
and are treated under the plan, as
compensation. See § 1.414(s)-1(c)(4)(i).
Recharacterized excess contributions
that relate to plan years ending on or
before October 24, 1988, may be treated
as either employer contributions or
employee contributions for purposes of

paragraph (d) of this section. The
amount of excess contributions
included in an employee’s gross income
is reduced as provided under paragraph
(0)(5)(i)(B) of this section.

(iii) x *x o*

(C) Plans under which excess
contributions may be recharacterized.
For plan years beginning after December
31, 1991, elective contributions may be
recharacterized under this paragraph
(f)(3) only under the plan under which
they are made or under a plan with
which that plan could be aggregated
under § 1.410{b)-7(d) after application
of the mandatory disaggregation rules of
§410(b)-7(c), as modified in §1.401(k)-
1(g)(11). For plan years beginning before
that date and after December 31, 1988,
or such later date provided under
paragraph (h) of this section, elective
contributions may be recharacterized
under this paragraph (f)(3) only under
the plan under which they are made or
under a plan with the same plan year as
that plan.

(v)ttt

Example. (i) Employer X maintains Plan Y,
a calendar year profit-sharing plan that
includes a qualified cash or deferred
arrangement. Under Plan Y, each eligible
employee may elect to defer up to 10 percent
of compensation under a salary reduction
agreement. An eligible employee may also

make employee contributions of up to 10
percent of compensation. X pays the amounts
deferred to the trust on the last day of each
month. Employer X includes elective
contributions in compensation as permitted
under § 1.414(s)}-1(c)(4)(i). See § 1.401(k)-
1(g)(2)(i). Salaries are paid on the same date.
* * * * *

(4) N -

(ii) MR §

(B) Method of allocating income. A
plan may use any reasonable method for
computing the income allocable to
excess contributions, provided that the
method does not violate section
401(a)(4), is used consistently for all
participants and for all corrective
distributions under the plan for the plan
year, and is used by the plan for
allocating income to participants’
accounts. See §1.401(a)(4)-1(c)(8).

* * * . * *®
(7) * &

Example 1 (i) The Y corporation maintains
a cash or deferred arrangement. The plan
year is the calendar year For plan year 1989,
all 10 of Y’s employees are eligible to
participate in the cash or deferred
arrangement. The Y corporation includes
elective contributions in compensation as
permitted under § 1.414(s)}-1(c){4)(i). See
§1.401(k)}-1(g)(2)(i). The employees’
compensation, elective contributions, and
actual deferral ratios are shown in the
following table:

: Actual defer-
Elective :
Employee %‘?i%%"sa contribu- | A%"R')a(t&_
tions cent
e i e $160,000 $6,400 4.0
B. 140,000 7,000 50
[ 047 PN 70,000 7,000 10.0
D .. 65,000 6,500 10.0
E 42,000 2,100 50
|2 el N 35,000 3,500 10.0
(AL X 80 I 28,000 2,800 10.0
H. 21,000 700 3.33
| 21,000 0 0
J 21,000 0 0
-
" - » * -

Example 2. A, B, and C are highly
compensated employees of Employer R.
Employer R maintains a cash or deferred
arrangement. Employer R includes elective
contributions in compensation as permitted
under § 1.414(s}-1(c)(4)(i). For the plan year
1990, A, B, and C each earns compensation
of $100,000 and contributes $7,000 to the
plan during the period January through June.
B retires in November of 1990 and makes a
withdrawal of B's entire account balance of
$200,000. In January of 1991, R computes the
ADP test for its employees and learns that the
highly compensated employees should have
contributed only five percent of
compensation. Since B made a contribution
of §7,000 for 1990, B’s contribution and
compensation are used in determining the

ADP despite the subsequent $200,000
withdrawal. A, B, and C must each receive

a corrective distribution of $2,000 in order to
meet the ADP test. Since B has already
withdrawn B’s total account balance under
the plan, only A and C must receive a
distribution of $2,000 each in order for the
plan to meet the ADP test of section
401(k)(3)(A)(ii). Pursuant to the 1990 Form
10989-R Instructions, the plan must issue two
Forms 1099-R to B, one reporting the portion
of the distribution that was necessary to
correct the excess contribution (including
income), and one reporting the balance of the
distribution. If B had withdrawn less than the
total account balance, B would have to
withdraw the lesser of $2,000 or the
remaining account balance.

Example 3. Individual A has a child, B.
Both participate in a cash or deferred
arrangement maintained by Employer X. A is
one of the 10 most highly compensated
employees and B is a nonhighly compensated
employee. Employer X includes elective
contributions in compensation as permitted
under § 1,414(s)-1(c)(4)(i). A has
compensation of $100,000 and defers $7,000
under the cash or deferred arrangement; B
has compensation of $40,000 and defers
$4,000 under the arrangement. The actual
deferral ratio of the family unit is 7.86
percent, calculated by aggregating the
contributions and compensation of A and B
($7.000 + $4,000)/($100,000 + $40,000). For
the plan, it is determined that under
§1.401(k)-1(f)(2), the actual deferral ratio of
the aggregate family unit must be reduced to
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7.20 percent. This reduction is applied in
proportion to A’s and B’s contributions. The
excess contributions are $920 ($11,000 total
contributions minus $10,080 (7.20% x
$140,000)). A's share of the excess
contributions is $585.45 ($7,000/811,000 x
$920); B’s share is $334.55 ($4,000/811,000 x
$920).

* *

» * % 5

*
*
*

ii

(B) * * * (1) Highly compensated
employees. For plan years beginning
after December 31, 1984, the actual
deferral ratio of a highly compensated
employee who is eligible to participate
in more than one cash or deferred
arrangement of the same employer is
generally calculated by treating all the
cash or deferred arrangements in which
the employee is eligible to participate as
one arrangement. However, plans that
are not permitted to be aggregated under
§1.410(b)-7(c), as modified in
paragraph (g)(11) of this section, are not
aggregated for this purpose. For
example, if a highly compensated
employee with compensation of $80,000
could make elective contributions under
two separate cash or deferred
arrangements, the actual deferral ratio
for the employee under each
arrangement would generally be
calculated by dividing the total elective
contributions by the employee under
both arrangements by $80,000. If one of
the cash or deferred arrangements were
part of an ESOP, however, while the
other was not, the actual deferral
percentage of the employee under each
arrangement would be calculated by
dividing the employee's elective
contributions under each arrangement.
by $80,000 because the ESOP portion is
mandatorily disaggregated from the non-
ESOP portion.

(C) * * * (1) Aggregation of elective
contributions and other amounts. For
plan years beginning after December 31,
1986, or any later date provided in *
paragraph (h) of this section, if a highly
compensated employee is subject to the
family aggregation rules of section
414(q)(6) because that employee is
either a five-percent owner or one of the
10 most highly compensated employees,
the combined actual deferral ratio for
the family group (which is treated as
one highly compensated employee)
must be determined by combining the
elective contributions, compensation,
and amounts treated as elective
contributions of all family members.

(2) * * * (i) Years beginning after
December 31, 1986. For plan years
beginning after December 31, 1986, or

such later date provided in paragraph
(h) of this section, the term
compensation means compensation as
defined in section 414(s) and
§1.414(s)-1. The period used to
determine an employee's compensation
for a plan year must be either the plan
year or the calendar year ending within
the plan year. Whichever period is
selected must be applied uniformly to
determine the compensation of every
eligible employee under the plan for
that plan year for purposes of this
section. An employer may, however,
limit the period taken into account
under either method to that portion of
the plan year or calendar year in which
the employee was an eligible employee,
provided that this limit is applied -
uniformly to all eligible employees
under the plan for the plan year for
purposes of this section. See also
section 401(a)(17) and § 1.401(a)(17)-
1(c)(1).
- * * * *

(4 * A &

(ii) * * * In no event is an election
made after December 23, 1994 treated as
a one-time irrevocable election under
this paragraph if the election is made by
an employee who previously became
eligible under another plan (whether or
not terminated) of the employer.

(5) Employee. The term employee
means an employee within the meaning
of § 1.410(b)-9. ‘

(6) Employer. The term employer
means the employer within the meaning
of § 1.410(b)-9.

* * * * -

(11) Plan—{(i) Application of section
410(b) rules. The term plan means a
plan within the meaning of
§ 1.410(b)-7 (a) and (b), after application
of the mandatory disaggregation rules of
§1.410(b)-7(c) and the permissive
aggregation rules of § 1.410(b)-7(d),
with the modifications provided in
paragraph (g)(11)(ii) of this section.
Thus, for example, two plans (within
the meaning of § 1.410(b)-7(b)) that are
treated as a single plan pursuant to the
permissive aggregation rules of
§1.410(b)-7(d) are treated as a single
plan for purposes of section 401(k). See
also § 1.401(k)-1(b)(3)(ii).

(ii) Modifications to section 410(b)
rules—(A) In general. For purposes of
this paragraph (g)(11), § 1.410(b)-7 (c)
and (d) are applied without regard to
§1.410(b)-7(c)(1), relating to section
401(k) and 401(m) plans.

(B) Plans benefiting collective
bargaining unit employees. A plan that
benefits employees who are included in
a unit of employees covered by a
collective bargaining agreement and
employees who are not included in such

a collective bargaining unit is treated as
comprising separate plans. This
paragraph (g)(11)(ii)(B) is generally
applied separately with respect to each
collective bargaining unit. At the option
of the employer, however, two or more
separate collective bargaining units can
be treated as a single collective
bargaining unit, provided that the
combinations of units are determined on
a basis that is reasonable and reasonably
consistent from year to year. Thus, for
example, if a plan benefits employees in
three categories—employees included in
collective bargaining unit A, employees
included in collective bargaining unit B,
and employees who are not included in
any collective bargaining unit—tiie plan
can be treated as comprising three
separate plans, each of which benefits
only one category of employees.
However, if collective bargaining units
A and B are treated as a single collective
bargaining unit, the plan will be treated
as comprising only two separate plans,
one benefiting all employees who are
included in a collective bargaining unit
and another benefiting all other
employees. Similarly, if a plan benefits
only employees who are included in
collective bargaining unit A and
employees who are included in
collective bargaining unit B, the plan
can be treated as comprising two
separate plans. However, if collective
bargaining units A and B are treated as
a single collective bargaining unit, the
plan will be treated as a single plan. An
employee i$ treated asincluded in a
unit of employees covered by a
collective bargaining agreement if and
only if the employee is a collectively
bargained employee within the meaning
of § 1.410(b)-6(d)(2).

(C) Multiemployer plans. Consistent
with section 413(b), the portion of the
plan that is maintained pursuant to a
collective bargaining agreement (within
the meaning of § 1.413-1(a)(2)) is treated
as a single plan maintained by a single
employer that employs all the
employees benefiting under the same
benefit computation formula and
covered pursuant to that collective
bargaining agreement. The rules of
paragraph (g)(11)(ii)(B) of this section
(including the optional aggregation of
collective bargaining units) apply to the
resulting deemed single plan in the
same manner as they would to a single
employer plan, except that the plan
administrator is substituted for the
employer where appropriate and
appropriate fiduciary obligations are
taken into account. The noncollectively
bargained portion of the plan is treated
as maintained by one or more
employers, depending on whether the

il
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noncollective bargaining unit employees
who benefit under the plan are
employed by one or more employers.

* * - * *

(15) Section 401(k) plan. The term
section 401(k) plan means a section
401(k) plan within the meaning of
§1.410(b)-9.

(16) Section 401(m) plan. The term
section 401(m) plan means a section
401(m) plan within the meaning of
§1.410(b)-9.

(h)***

(3) ok x

(iii) * * * (A) General rule. In
determining whether the requirements
of section 401(k) are satisfied for plan
years beginning before January 1, 1992,
a plan may be treated as consisting of
two or more component plans, each
consisting of all of the allocations and
other benefits, rights, and features
provided to a group of employees under
the plan. See § 1.401(a)(4)-9(c). An
employee may not be included in more
than one component plan of the same
plan for a plan year under this method.
If this method is used for a plan year,
the requirements of section 401(k) are
applied separately with respect to each
component plan for the plan year. Thus,
for example, the actual deferral ratio
and the amount of excess contributions,
if any, of each eligible employee under
each component plan must be
determined as if the component plan
were a separate plan. This method
applies solely for purposes of section
401(k). Thus, for example, the
requirements of section 410(b) must still
be satisfied by the entire plan.

(B) L

(2) Commonality requirement. The
group of employees used to identify a
component plan must share some
common attribute or attributes, other
than similar actual deferral ratios.
Permissible common attributes include,
for example, employment at the same
work site, in the same job category, for
the same division or subsidiary, or for
a unit acquired in a specific merger or
acquisition, employment for the same
number of years, compensation under
the same method, e.g., salaried or
hourly, coverage under the same
contribution formula, and attributes that
could be used as the basis of a
classification that would be treated as
reasonable under § 1.410(b)—4(b).
Employees whose only common
attribute is the same or similar actual
deferral ratios, or another attribute
having substantially the same effect as
the same or similar actual deferral
ratios, are not considered as sharing a
common attribute for this purpose. This
rule applies regardless of whether the

component plan or the plan of which it
is a part satisfies the ratio or percentage
tes(t ;)f section 410(b).

4 LR

(ii) Plan years beginning before
January 1, 1996. The following rules
apply to a governmental plan described
in section 414(d) that is not a
collectively bargained plan and includes
a nonqualified cash or deferred
arrangement. These rules apply for plan
years beginning before the later of
January 1, 1996, or 90 days after the
opening of the first legislative session
beginning on or after January 1, 1996, of
the governing body with authority to
amend the plan, if that body does not
meet continuously. For purposes of this
paragraph (b)(1), the term governing
body with authority to amend the plan
means the legislature, board,
commission, council, or other governing
body with authority to amend the plan.

Par. 4. Section 1.401(m)-0 is
amended as follows:

1. The entry for § 1.401(m)-1,
paragraph (b)(3)(ii) is removed.

2. The entry for §1.401(m)-1,
paragraph (b)(3)(iii) is revised and
redesignated (b)(3)(ii).

3. The entry for § 1.401(m)-1,
paragraph (b)(4)(ii)(B) is revised.

4. An entry for § 1.401(m)-1,
paragraph (e)(3)(vii) is added.

5. Entries for § 1.401(m)-1, paragraph
()(16) and (17) are added.

The added and revised entries read as
follows:

§1.401(m)-0 Employee and matching
contributions, table of contents.

* * -~ * *

§1.401(m)}-1 * * *

* - - - »

[b] - AN

(3) xxn

(ii) Restructuring and Permissive
Disaggregation.

(4) LI

(“) * x

(B) Matching contributions and qualified
nonelective contributions used to satisfy
actual deferral percentage test.
* * * * *

(B) =t

(3) * ko=

(vii) No corrective distribution of matching
contributions other than excess aggregate
contributions.
- - * * *

(ﬂ x

(16) Section 401(k) plan.

(17) Section 401(m) plan.
~ - * - *

Par. 5. Section 1.401(m)-1 is
amended as follows:

1. Paragraph (a) is revised.

2. Paragraph (b) is amended as
follows:

i. Paragraph (b)(1) is revised.

ii. Paragraphs (b)(3)(i) and (b)(3)(ii)
are revised.

iii. Paragraph (b)(3)(iii) is removed.

iv. A sentence is added at the end of
paragraph (b)(4)(ii)(A).

v. Paragraph (b)(4)(ii)(B) is revised.

vi. Paragraph (b)(5) (i) and (ii) are
amended by adding a sentence at the
end.

vii. Paragraph (b)(5)(v) is revised.

3. Paragraph (c)(1) is revised.

4, Paragraph (d) is amended as
follows:

i. Paragraph (i) of Example 3 is
revised.

ii. Paragraph (i) of Example 4 is
revised.

5. Paragraph (e) is amended as
follows:

i. Paragraph (e)(1)(iii) is revised.

ii. A sentence is added at the end of
paragraph (e)(3)(ii)(B).

iii. Paragraph (e)(3)(vii) is added.

iv. Paragraph (e)(4) is revised.

v. Paragraph (e)(6) is amended as
follows:

a. Examples 2 through 6 are revised.

b. Example 8 is added.

6. Paragraph (f) is amended as
follows:

i. Paragraphs (f)(1)(ii) (B) and (C)(1),
and (f)(2) are revised.

ii, A sentence is added at the end of
paragraph (f)(4)(ii).

iii. Paragraph (f)(12)(i)(B) is revised.

iv. Paragraphs (f) (16) and (17) are
added.

7. Paragraph (g)(4), (g)(5)(ii) (A) and
(B)(2) are revised.

The added and revised provisions
read as follows:

§1.401(m)-1 Employee and matching
contributions.

(a) General Rules—(1)
Nondiscriminatory amount of
contributions. A defined contribution
plan does not satisfy section 401(a)(4)
for a plan year unless the amount of
employee and matching contributions to
the plan for the plan year satisfies
section 401(a)(4). See § 1.401(a)(4)—
1(b)(2)(ii). Except as specifically
provided otherwise, for plan years
beginning after December 31, 1986 (or
such later date provided in paragraph
(g) of this section) the amount of
employee and matching contributions
under a plan satisfies the requirements
of section 401(a)(4) only if the employee
and matching contributions under the
plan satisfy the actual contribution
percentage test of section 401(m)(2) and
paragraph (b) of this section. See
§ 1.401(a)(4)-1(b)(2)(ii)(B). Also, except
as specifically provided otherwise, for
plan years beginning after December 31,
1988 (or such later date provided in
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§1.401(m)-2(d)), the amount of paragraph (a)(3) as satisfying the as an elective contribution is subject to
employee and matching contributions  requirements of this section. Thus, the  the actual deferral percentage test of
under a plan satisfies the requirements  provisions of section 4979 and section 401(k)(3) and is not taken into
of sections 401(m) and 401(a)(4) only if  §54.4979-1 of this chapter do not apply account under paragraph (b)(1) of this
any multiple use of the alternative to contributions described in the first section, See § 1.401(k)-1(b)(5)(iii) for the
methods of compliance with sections sentence of this paragraph (a)(3). rule relating to years before January 1,
401 (k) and (m) (contained in sections (b) Actual contribution percentage 1987. A qualified nonelective
401(k)(3)(A)(ii)(11) and 401(m)(2)(A)(ii),  test—(1) General rule. (i) For plan years  contribution that is treated as an
respectively) is corrected under beginning after December 31, 1986, or  elective contribution is subject to the
§1.401(m)- 2(c). See section 401(m)(9)  such later date provided in paragraph actual deferral percentage test of section
and §1.401(m)-2. For these purposes, {g) of this section, the actual 401(k)(3) and is not taken into account
the employee and matching contribution percentage test is satisfied  as a matching contribution under
contributions are combined with the § paragraph (b)(1) or (5) of this section.
elective and qualified nonelective (A) The actual contribution * - * * *
contriputions. i_f any, that are treated as  percentage for the group of eligible (G)y***
matching cgntrlbuuo.ns. and l!le 4 _ highly compensated employees is not (i) * * * See § 1.401fa)(4)-1(b)(2).
recharacterized elective contributions, if more than the actual contribution (ii) * * * See § 1.401(a)(4)=1(b)(2).
any, that are treated as employee percentage for the group of all other R P T S TR
2‘(’)’1‘::‘;‘};““0"3 for purposes of section eligible employees multiplied by 1.25; (v) For plan years beginning after

: I or ] : suc

(2) Other nondiscrimination rules. " (B) The excess of the actual D L oy

Nondiscumination Tequuremants i contribution percentage for the group of  section, the plan that takes qualified
addition to those described in paragraph - gligible highly compensated employees  nonelective contributions and elective
(a)(1) of this section apply to employee  gyer the actual contribution percentage  contributions into account in
and matching contributions under for the group of all other eligible determining whether employee and
sections 401(a)(4) and 410(b). For emplovees is not more than two 5% I .

1 d tion 401(a)(4) a pl ployeesisn matching contributions satisfy the
example, under section 2011a)l2) a plah  percentage points, and the actual : foect A

t disc te with tto th niags requirements of section 401(m)(2){A),
< ng-l- xsc.rflmma sl respe(zi O t€  contribution percentage for the group of  and the plans to which the qualified
zfnvalla i do bc}alneﬁlls. nsghts, w eligible highly compensated employees  ponelective contributions and elective
eatures uncer the plar, oee is not more than the actual contribution  ¢ontributions are made, could be

cach lovel af employoo contbutions, . Egrecatago for e group of el oiher | aggropaied undar 534100714 aler

; . eligible employees multiplied by two. applicati £tk dat
and the right to each level of matching A ; ; PRHCREQUNE R A ONY
contributions, are benefits, rights, or (if) A plan does not fail to satisfy the disaggregation rules of §1.410(b)-7(c),

features subject to this requirement, and raquiremants of fis persstpli (o)) as modified in §1.401(k)-1(g)(11). If the

- merely because all of the eligible ar ti m is
ea(,!xl lle)\]/elt st theret’".ore g(lenerall)t'hbet employees under the plan for a year are E}lﬂ,’,’,ggd t: ﬁ;}:&?yefﬁg l:e;?sl(‘en)]é)rl:;ﬂ :
eatisfies section ato(). Sea - oo M highly compensated employees: under §1.410(b)7(d)(5) that the
§1.401(a)(4)-4(e)(3) (i) and (iii) (F) W * ® ¥ & aggregated plans have the same plan
through (G). Thus, for example, a plan (3) * * * (i) General rule. See year, the elective contributions may be
does not satisfy section 401(a)(4) if it §1.401(m)~1(f)(14) for the definition of  taken into account in the resulting short
provides a higher rate of matching a plan used for purposes of this section  plan year only if these contributions
contributions for highly compensated and § 1.2401(m)-2, That definition satisfy the requirements of § 1.401(k)-
employees than for nonhighly contains the exclusive rules for 1(b)(4) with respect to the short year,
compensated employees. See paragraph aggregation and disaggregation of plans  and the qualified nonelective
(e)(a) of this section for rules relating to for purposes of this section and contributions may be taken into account
the application of section 401(a)(4) to §1.401(m)-2. in the resulting short plan year only if
the correction of excess aggregate (ii) Restructuring and Permissive these contributions satisfy the
contributions. See § 1.401(a)(4)- Disaggregation. Effective for plan years  requirements of §1.401(k)-1(b)(4)(i)(A)
11(g)(3)(vii) for special rules relating to beginning after December 31, 1991, with respect to the short year as if they
correction of violations of the minimum  restructuring under §1.401(a)(4)-9(c) were elective contributions.
coverage requirements or discriminatory may not be used to demonstrate () * * * (1) Coordination with other
rates of match in a section 401(m) plan. compliance with the requirements of plans. Except as expressly permitted
For special rules governing the section 401(m). See § 1.401(a)(4)- under section 401(k) or 401(m), for plan
application of section 410(b) to 9(c)(3)(ii). For plan years beginning years beginning after December 31,
employee and matching contributions, before January 1, 1992, see §1.401(m)~ 1988, or such later date provided in
see §§1.410(b)-7(c)(1) and 1.410(b)- 1(g)(5)(ii). An employer may, however,  paragraph (g) of this section, employee -
8(a)(1). treat a plan benefiting otherwise or matching contributions (or elective

(3) Rules applicable to collectively excludable employees as two separate contributions treated as matching
bargained plans. The requirements of plans for purposes of sections 401(m) contributions under paragraph (b)(5) of
this section are treated as satisfied by and 410(b) in accordance with this section) may not be taken into
employee and matching contributions §§1.410(b)-6(b)(3) and 1.410(b)-7(c)(3). account for purposes of determining
under a collectively bargained plan (or (@)*** whether any other contributions under
the portion of a plan) that automatically (ii) * * * (A) * * * See §§1.401(a)(4)-. any plan (including the plan to which
satisfies section 410(b). See 1(b)(2)(i1)(B); 1.410(b)-7(c)(2). the employee or matching contributions
§§1.401(a)(4)-1(c)(5) and 1.410(b)- (B) Matching contributions and are made) satisfy the requirements of
2(b)(7). There are no excess aggregate qualified nonelective contributions used section 401(a). Indeed, the portion of a
contributions under a plan (or a portion  to satisfy actual deferral percentage test. - plan that consists of employee and
of a plan) that is treated under this A matching contribution that is treated  matching contributions is treated asa
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separate plan for purposes of sections
401(a)(4) and 410(b). See § 1.410(b)-
7(c)(1). Similarly, although matching
contributions and qualified nonelective
contributions may be used to enable a
plan to satisfy the minimum
contribution or benefit requirements
under section 416, matching
contributions that are used in this way
are not treated as matching
contributions, and must therefore satisfy
the nondiscrimination requirements of
section 401(a)(4) without regard to
section 401(k) or 401(m). See § 1.416-1,
M-18 & M-19 and paragraph (9(12)(iii)
of this section, See also §1.401(k)-
1(b)(5) for circumstances under which
matching contributions may be used to
determine whether a plan satisfies the
requirements of section 401(k). This
paragraph does not apply for purposes
of determining whether a plan satisfies

‘the average benefit percentage test of

section 410(b)(2)(A)(ii).

* - * . »

(d) ® R

Example 3. (i) Employer N maintains a
plan that contains a cash or deferred
arrangement and permits employee
contributions. Employer N includes elective
contributions in compensation as permitted
under § 1.414(s)-1(c)(4)(i). See § 1.401(k)}-
1(g)(2)(i). For the 1988 plan year, the average
percentages of compensation contributed to
the plan by the highly compensated and
nonhighly compensated employees as
elective contributions and employee
contributions are shown in the chart below.
Elective contributions meet the requirements
of paragraph (b)(5) of this section.

66177
. Em-
e | noe
tribu- Con-
tions | Uiow
tions
(pe’- (m'_
cent) cent)
Highly comoensated ..... 10 10
Nonhighly compensated 10 6
= * - * *

Example 4. (i) Employer P maintains a plan
that includes a cash or deferred arrangement.
Elective contributions, qualified nonelective
contributions (QNCs), employee
contributions, and matching contributions
are made to the plan. Employer P includes
elective contributions in compensation as
permitted under § 1.414(s)-1(c)(4)(i). The
elective contributions and QNCs meet the
requirements of paragraph (b)(5) of this
section. For the 1989 plan year, the QNCs,
elective contributions, and employee and
matching contributions, expressed as a
percentage of compensation, are shown in
the following table:

: Employee/
Elective 4
QNCs (per- Contribu- gg:ﬁ::&?
cent) tions (per- tions (per-
i cent)
Highly compensated 3 5 6
Nonhighly compensated ... 3 4 2
T i B el distributed as provided in section employees to the extent needed to meet
{25 Jiig 2 401(m)(6) and §1.401(m)-1(e)(3). A the requirements of section 401(m)(2),
(L) matching contribution may not he while matching contributions

(iii) Impermissible correction
methods. Excess aggregate contributions
may not be corrected by forfeiting
vested matching contributions,
recharacterizing matching contributions,
or not making matching contributions
required under the terms of the plan.
Excess aggregate contributions for a plan
year may not remain unallocated or be
allocated to a suspense account for
allocation to one or more employees in
any future year. In addition, excess
aggregate contributions may not be
corrected using the retroactive
correction rules of § 1.401(a)(4)-11(g).
See § 1.401(a)(4)-11(g)(3)(vii) and (5).
See paragraph (e)(5) of this section for
the effects of a failure to correct excess
aggregate contributions. See § 1.411(a)-
4(b)(7) regarding permissible forfeitures
of matching contributions.

» * - -~ *

(é) P

(ii) N N X

(B) * * * See §1.401(a)(4)-1(c)(8).

* - - * *

(vii) No corrective distribution of
matching contributions other than
excess aggregate contributions. A
matching contribution that is an excess
aggregate contribution may be

distributed merely because the
contribution to which it relates is
treated as an excess contribution, excess
deferral, or excess aggregate
contribution. See §§ 1.401(k)-1(f)(5)(iii)
and 1.411(a)-4(b)(7) regarding
permissible forfeitures of matching
contributions that relate to excess
contributions, excess deferrals, or excess
aggregate contributions.

(4) Coordination with section
401(a)(4). A matching contribution is
taken into account under section
401(a)(4) even if it is distributed, unless
the distributed contribution is an excess
aggregate contribution. However, the
method of distributing excess aggregate
contributions provided in the plan must
satisfy the requirements of section
401(a)(4). This requires that after
correction each level of matching
contributions be currently and
effectively available to a group of
employees that satisfies section 410(b).
See § 1.401(a)(4)—4(e)(3)(iii)(G). Thus, a
plan that provides the same rate of
matching contributions to all employees
will not meet the requirements of
section 401(a)(4) if employee
contributions are distributed under this
paragraph (e) to highly compensated

attributable to employee contributions
remain allocated to the highly
compensated employees® accounts. See
§1.411(a)—4(b)(7) for a rule that allows
forfeiture of these matching
contributions to avoid a violation of
section 401(a)(4). See also § 1.401(a)(4)-
11(g)(3)(vii)(B) regarding the use of
additional allocations to the accounts of
nonhighly compensated employees for
the purpose of correcting a
discriminatory rate of matching
contributions. A method of distributing
excess aggregate contributions will not
be considered discriminatory solely
because, in accordance with the terms of
the plan, unmatched employee
contributions that exceed the highest
rate at which employee contributions
are matched are distributed before
matched employee contributions, or
matching contributions are distributed
(or forfeited) prior to employee
contributions. See Example 6 in
paragraph (e)(6) of this section.

- -

» * »
(6) - S N
* - * * *

Example 2. (i) Employee A is the sole
highly compensated participant in a cash or
deferred arrangement maintained by




66178 Federal Register / Vol. 59, No. 246 / Friday, December 23, 1994 / Rules and Regulations

Employer X. The plan that includes the
arrangement, Plan X, provides a fully vested
matching contribution equal to 50 percent of
elective contributions. Plan X is a calendar
year plan. Employer X includes elective
contributions in compensation as permitted
under § 1.414(s)-1(c}{4)(i). See § 1.401(k)-
1(g)(2)(i). Plan X corrects excess
contributions by recharacterization. For the
1988 plan year, A’s compensation is $58,333,
and A's elective contributions are $7,000.
The actual deferral percentages and actual
contribution percentages of A and other
employees under Plan X are shown below:

Actual
deferral
percent-

age

Actual
contribu-
tion per-
centage

12 6
8 4

(ii) In February 1989, Employer X
determines that A’s actual deferral ratio must
be reduced to 10 percent, or $5,833, which
requires a recharacterization of $1,167 as an
employee contribution. This increases A's
actual contribution ratio to eight percent
(83,500 in matching contributions plus
$1,167 recharacterized as em
contributions, divided by $58,333 in
compensation). Since A’s actual contribution
ratio must be limited to six percent for Plan
X to satisfy the actual contribution
percentage test, Plan X must distribute
$1,167 of A's employee and matching
contributions. If $1,167 in matching
contributions is distributed, this will correct
the excess aggregate contributions and will
not result in a discriminatory rate of
matching contributions. See Example 8.

Example 3. Same as Example 2, except that
in 1988 A also had elective contributions of
$1,313 under Plan Y, maintained by an
employer unrelated to X. In January 1989, A
requests and receives a distribution of $1,000
in excess deferrals from Plan X. Pursuant to
the terms of Plan X, A forfeits the $500 match
on the excess deferrals to correct a
discriminatory rate of match (see Example 8).
The $1,167 that would otherwise have been
recharacterized for Plan X to satisfy the
actual deferral percentage test is reduced by
the $1,000 already distributed as an excess
deferral, leaving $167 to be recharacterized.
See §1.401(k)}-1(D(5)(i). Pursuant to the
terms of Plan X, A forfeits the $83.50 match
on the recharacterized $167 to correct a
discriminatory rate of match. A’s actual
contribution ratio is now 5.29 perceat
($2,916.50 ($3,500-5500-883.50)) in
matching contributions plus $167 in
employee contributions, divided by $58,333
in compensation). Since Plan X satisfies the
actual contribution percentage test, no
further distribution is required or permitted.

Example 4. Same as Example 3, except that
A does not request a distribution of excess
deferrals until March 1989. Employer X has
already recharacterized $1,167 as employee
contributions. Under § 1.402(g)-1(e)(8), the
amount of excess deferrals is reduced by the
amount of excess contributions that are
recharacterized. Because the amount
recharacterized is greater than the excess
deferrals, Plan X is neither required nor

permitted to make a distribution of excess
deferrals, and the recharacterization has
corrected the excess deferrals.

Example 5. For the 1987 plan year,
Employee B defers $7,000 under Plan C and
$1,000 under plan D, Plans C and D are
maintained by unrelated Employers C and D;
both Plans C and D have calendar plan years.
Plan C provides a fully vested, 100 percent
matching contribution and does not take
elective contributions into account under
section 401(m) or take matching
contributions into account under section
401(k). Employer C determines that B has
excess contributions of $600 and excess
aggregate contributions of $1,600. B timely
requests and receives a distribution of the
$1,000 excess deferral from Plan C, and
pursuant to the terms of Plan C, forfeits the

* carresponding $1,000 matching contribution
to correct a discriminatory rate of match {see
Example 8). Plan C provides that excess
contributions and excess aggregate
contributions are corrected by distribution.
No distribution is required or permitted to
correct the excess contributions because
$1,000 has been distributed from this plan as
excess deferrals. The distribution required to
correct the excess aggregate contributions
(after forfeiting the matching contribution) is
$600 ($1,600 in excess aggregate
contributions minus $1,000 in forfeited
matching contributions). If B had corrected

the excess deferrals of $1,000 by withdrawing

$1,000 from Plan D, Plan C would have had
to correct the $600 excess contributions in
Plan C by distributing $600. Since B then
would have forfeited $600 (instead of $1,000)
in matching contributions, B would have had
$1,000 (1,600 in excess aggregate
contributions minus $600 in forfeited
matching contributions) remaining of excess
aggregate contributions in Plan C, These
would have been corrected by distributing an
additional $1,000 from Plan C.

Example 6. Employee B is the sole highly
com ed employee in a thrift plan under
which the employer matches 100 percent of
employee contributions up to two percent of
compensation, and 50 percent of employee
contributions up to the next four percent of
compensation. For the 1888 plan year, B has
compensation of $100,000. B makes an
employee contribution of $7,000, or seven
percent, and receives a four percent matching
contribution of $4,000. Thus, B's actual
contribution ratio (ACR) is 11 percent. The
actual contribution percentage for the
nonhighly compensated employees is five
percent, and the employer determines that
B’s ACR must be reduced to seven percent to
comply with the rules of section 401(m). In
this case, the plan satisfies the requirements
of this paragraph if it distributes the
unmatched employee contributions of
$1,000, and $2.000 of matched employee
contributions with their related matches of
$1,000. This would leave B with four percent
employee contributions, and three percent
matching contributions, for an ACR of seven
percent. The plan could instead distribute all
matching contributions. The plan would fail
to meet the requirements of this paragraph if
it distributed $4,000 (four percent) of B’s
employee contributions and none of B's
matching contributions because this would

result in a discrimi rate of matching
contributions. See § 1.401(m}-1{e)(2) and (4).
See also Example 8.

* * * * *

Example 8. (i) Employer B maintains a
calendar year profit sharing plan that
includes a casg or deferred arrangement.
Elective contributions are matched at the rate
of 100 percent. After-tax employee
contributions are permitted under the plan
only for nonhighly compensated employees
and are matched at the same rate. No
employees make excess deferrals. Employee
A, a highly compensated employee, makes an
§8,000 elective contribution and receives an
$8,000 matching contribution.

(i) Employer B performs the actual deferral
percentage (ADP), the actual contribution
percentage (ACP), and the multiple use tests.
To correct failures of the ADP and ACP tests,
the plan distributes to A $1,000 of excess
contributions and $500 of excess aggregate
contributions. After the distributions, A’s
contributions for the year are $7,000 of
elective contributions and $7,500 of
matching contributions. As a result, A has
received a higher effective rate of matching
contributions than nonhighly compensated
employees ($7,000 of elective contributions
matched by $7,500 is an effective matching
rate of 107 percent). If this amount remains
in A's account without correction, it will
cause the plan to fail to satisfy section
401(a)(4), because only a highly compensated
employee receives the higher matching
contribution rate. The remaining $500
matching contribution may be forfeited (but
not distributed) under section 411(a)(3)(G), if
the plan so provides. The plan could instead
correct the discriminatory rate of matching
contributions by making additional
allocations to the accounts of nonhighly
compensated employees. See § 1.401{a}{4)-
11(g)(3){vii}(B) and (6), Example 7.

(t.'

(1) * w R

(ii) S

(B) Highly compensated employee
eligible under more than one plan. The
actual contribution ratio of a highly
compensated employee who is eligible
to participate in more than one plan of
an employer to which employee or
matching contributions are made is
calculated by treating all the plans in
which the employee is eligible to
participate as one plan. However, plans
that are not permitted to be aggregated
under §1.410(b)-7(c), as modified in
§1.401(k)-1(g)(11), are not aggregated
for this purpose. For example, ifa
highly compensated employee with
compensation of $80,000 may receive
matching contributions under two plans
of an employer, the employee's actual
contribution ratio under each plan is
calculated by dividing the employee’s
total matching contributions under both
plans by $80,000, unless the plans are
required to be disaggregated. In that
case, the actual contribution ratio of the
employee under each plan is to be
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calculated by dividing the employee’s
matching contributions under that plan
by $80,000. See paragraph (b)(3) of this
section for the treatment of certain
multiple plans. For plan years beginning
after December 31, 1988, or such later
date provided in paragraph (g) of this
section, if a highly compensated
employee participates in two or more
plans that have different plan years, this
paragraph (£}(1)(ii) is applied by treating
all plans whose plan years end with or
within the same calendar year as a
single plan.

(C) Employees subject to family
aggregation rules—(1) Aggregation of
employee contributions and other
amounts. For plan years beginning after
December 31, 1986, or such later date
provided in paragraph (g) of this
section, if a highly compensated
employee is subject to the family
aggregation rules of section 414(g)(6)
because that employee is either a five-
percent owner or one of the 10 most
highly compensated employees, the
combined actual contribution ratio for
the family group (treated as one highly
compensated employee) must be
determined by combining the employee
contributions, matching contributions,
amounts treated as matching
contributions, and compensation of all
family members.

*x * * * L

(2) Compensation. The term
compensation means compensation as
defined in § 1.401(k)~1(g)(2)(i).

* * * - *

(4) LA

(ii) * * * In no event is an election
made after December 23, 1994 treated as
a one-time irrevocable election under
this paragraph if the election is made by
an employee who previously became
eligible under another plan (whether or
not terminated) of the employer.

»* * * » *

(12) x AR

(l) * *x K

(B) Any employer contribution
(including a contribution made at the
employer’s discretion) to a defined
contribution plan on account of an
elective deferral (as defined in
§1.402(g)-1(b)); and
* - - - *

(16) Section 401(k) plan. The term
section 401(k) plan means a section
401(k) plan within the meaning of
§1.410(b)-9.

(17) Section 401(m) plan. The term
section 401(m) plan means a section
401(m) plan within the meaning of
§1.410(b)-9.

* * N

(4) State and local government plans.

A governmental plan described in

section 414(d), including a plan subject
to section 403(b)(12)(A)(i) (nonelective
plan) is treated as satisfying section
401(m) for plan years beginning before
the later of January 1, 1996, or 90 days
after the opening of the first legislative
session beginning on or after January 1,
1996, of the governing body with
authority to amend the plan, if that body
does not meet continuously. For
purposes of this paragraph (g)(4), the
term governing body with authority to
amend the plan means the legislature,
beard, commission, council, or other
governing body with authority to amend
the plan.

(st!ﬂ ‘

(ii) * * * (A) General rule. In
determining whether the requirements
of section 401(m) are satisfied for plan
years beginning before January 1, 1992,
a plan may be treated as consisting of
two or more component plans, each
consisting of all of the allocations and
other benefits, rights, and features
provided to a group of employees under
the plan. See § 1:401(a)(4)-9(c). An
employee may not be included in more
than one component plan of the same
plan for a plan year under this method.
If this method is used for a plan year,
the requirements of section 401(m) are
applied separately with respect to each
component plan for the plan year: Thus, -
for example, the actual contribution
ratio and the amount of excess aggregate
contributions, if any, of each eligible
employee under each component plan
must be determined as if the component
plan were a separate plan. This method
applies solely for purposes of section
401(m). Thus, for example, the
requirements of section 410(b) must still
be satisfied by the entire plan.

(B) * A A

(2) Commonality requirement. The
group of employees used to identify a
component plan must share some
common attribute or attributes, other
than similar actual contribution ratios.
Permissible common attributes include,
for example, employment at the same
work site, in the same job category, for
the same division or subsidiary, or for
a unit acquired in a specific merger or
acquisition, employment for the same
number of years, compensation under
the same method (e.g., salaried or
hourly), coverage under the same
contribution formula, and attributes that
could be used as the basis of a
classification that would be treated as
reasonable under § 1.410(b)—4(b).
Employees whose only common
attribute is the same or similar actual
contribution ratios, or another attribute
having substantially the same effect as
the same or similar actual contribution
ratios, are not considered as sharing a

common attribute for this purpose. This
rule applies regardless of whether the
component plan or the plan of which it
is a part satisfies the ratio or percentage
test of section 410(b).

Par. 6. Section 1.401(m)-2 is
amended as follows:

1. A sentence is added at the end of
paragraph (a).

2. Paragraph (b)(1) is revised.

3. Paragraph (c)(1) and (c)(4), Example
1 (1), is revised.

4. The added and revised provisions
read as follows: .

§1.401(m)-2 Multiple use of alternative
limitation.

(a) * * * The consequences of
multiple use of the alternative methods
of compliance are described in
§1.401(m)-1(a)(1).

(b) General rule for determination of
multiple use—(1) In general. (i) Multiple
use of the alternative limitation occurs
if all of the conditions of this paragraph
(b)(1) are satisfied:

(A) One or more highly compensated
employees of the employer are eligible
employees in both a cash or deferred
arrangement subject to section 401(k)
and a plan maintained by the employer
subject to section 401(m).

(B) The sum of the actual deferral
percentage of the entire group of eligible
highly compensated employees under
the arrangement subject to section
401(k) and the actual contribution
percentage of the entire group of eligible
highly compensated employees under
the plan subject to section 401(m)
exceeds the aggregate limit of paragraph
(b)(3) of this section.

(C) The actual deferral percentage of
the entire group of eligible highly
compensated employees under the
arrangement subject to section 401(k)
exceeds the amount described in section
401(k)(3)(A) (i) (D).

(D) The actual contribution
percentage of the entire group of eligible
highly compensated employees under
the arrangement subject to section
401(m) exceeds the amount described in
section 401(m)(2)(A)(i).

(ii) The actual deferral percentage and
actual contribution percentage of the
group of eligible highly compensated
employees are determined after use of
qualified nonelective contributions and
qualified matching contributions to
meet the requirements of section
401(k)(3)(A)(ii) and after use of qualified
nonelective contributions and elective
contributions to meet the requirements
of section 401(m)(2)(A). The actual
deferral percentage and actual
contribution percentage of the group of
eligible highly compensated employees
are determined after any corrective
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distribution or forfeiture of excess
deferrals, excess contributions, or excess
aggregate contributions and after any
recharacterization of excess
contributions required without regard to
this section. Only plans and
arrangements maintained by the same
employer are taken into account under
this paragraph (b)(1). If the employer
maintains two or more plans after
application of the rules under

§ 1.401(k)- 1(g)(11), multiple use is
tested separately with respect to each
plan. Thus, for example, if an employer
maintains a cash or deferred
arrangement with matching
contributions, under which elective
contributions may be made under either
an ESOP or a non-ESOP, multiple use is
tested separately with respect to elective
contributions and matching
contributions under the ESOP, and with
respect to elective contributions and
matching contributions under the non-
ESOP.

* * * * *

fc) * * * (1) In general. If multiple use
of the alternative limitation occurs with
respect to two or more plans or
arrangements maintained by an
employer, it must be corrected by
reducing the actual deferral percentage,
the actual contribution percentage of
highly compensated employees, ora
combination of the two, in the manner
described in paragraph (c)(3) of this
section, Instead of making this
reduction, the employer may eliminate
the multiple use of the alternative
limitation by making qualified
nonelective contributions in accordance
with § 1.401(k)-1(b)(5) and (}(2) or
§1.401{m}-1(b)(5) and (e)(1).
- . = - -

(4)"!

Example 1. (i) All employees of Employer
Q are eligible in both an arrangement subject
to section 401(k) and a plan subject te section
401(m). Both plans have a calendar plan year.
The plans provide that multiple use of the
alternative limitation will be corrected in the
plan subject to section 401(m) and that any
required reduction in actual contribution
ratios will apply enly to employees eligible
to participate in both arrangements.
Employer Q includes elective contributions-
in compensation as permitted under
§ L414(s)-1{c)(4)(i). See § 1.401(k)}-1(g)2)(i).
Employees X and Y are highly compensated.
Each received compensation of $100,000,
deferred $6,000, received a $3,000 matching
contribution, and made employee
contributions of $3,000. Actual deferral and
contribution percentages under the
arrangement and plan for the 1989 plan year
are shown below. No excess deferrals, excess
contributions, or excess aggregate
contributions have yet been required to be
distributed, forfeited, or recharacterized
under the plan. -

Actual
deferral
percent-

age

Actual
contribu-
tion per-
centage

6 6
Nonhighly compensated @ B

» * = * *

Par. 7. Section 1.402{a}-1 is amended
as follows:

1. Paragraph (d)(3){iv) is revised.

2. Paragraph (d)(3){v) is added.

3. The added and revised provisions
read as follows:

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

(d) 0 W

(3) ik %

(iv) Special rule for collectively
bargained plans. For plan years
beginning before January 1, 1993, a
nonqualified cash or deferred
arrangement will be treated as satisfying
section 401(k)(3) solely for purposes of
paragraph (d)(2)(i) of this section if it is
part of a plan (or portion of a plan) that
automatically satisfies section 401(a)(4)
under §1.401(k)-1(a)(7), relating to
certain collectively bargained plans.

(v) Special rule for governmental
plans. For plan years beginning before
the later of January 1, 1996, or 90 days
after the opening of the first legislative
session beginning on or after January 1,
1996, of the governing body with
authority to amend the plan, if that body
does not meet continuously, in the case
of governmental plans described in
section 414(d), a nonqualified cash or
deferred arrangement will be treated as
satisfying section 401(k)(3) solely for
purposes of paragraph (d)(2)(i) of this
section if it is part of a plan adopted by
a state or local government before May
6, 1986. For purposes of this paragraph
(d)(3)(v), the term governing body with
authority to amend the plan means the
legislature, board, commission, council,
or other governing body with authority
to amend the plan.

Par. 8. Section 1.402(g)-1 is amended
as follows:

1. Paragraph (e}(5)(ii) is revised.

2. In paragraph (e)(11), paragraph (iv)
of Example 2, is revised and paragraph
(v) is removed.

3. The added and revised provisions
read as follows:

§1.402(g)-1 Limitation on exclusion for
elective deferrais.

(e) * * %

(5) * * =x

(ii) Method of allocating income. A
plan may use any reasonable method for
computing the income allocable to

excess deferrals, provided that the
method does not violate section
401(a)(4), is used consistently for all
participants and for all corrective
distributions under a plan for the plan
year, and is used by the plan for
allocating income to participants’
accounts. See § 1.401(a)(4)-1{c)(8).
* - - L2 *

(1 1) ® "%

Example 2. * * *

(iv) In February 1990, B notifies X that B
made elective deferrals of $2,000 under a
qualified cash or deferred arrangement
maintained by an unrelated employer in
1989, and requests distribution of $2.000
from X's plan. However, since B has aiready
received a distribution of $2,002 to meet the
ADP test, no additional amounts are required
or are permitted to be distributed as excess
deferrals by this plan, and the prior
distribution of excess contributions has
corrected the excess deferrals. But X must
report $2,000 as a distribution of an excess
deferral and $2 as a distribution of an excess
contribution.

* - - - *

Par.9.In §1.411(d)-4, A-2is
amended by revising paragraph (b}(2) (x)
and (xi) to read as follows:

1.411(d)4 Section 411(c)(6) protected
benefits.
* L * * -

A-2:* * *

) * * %

(2) * ‘R ®x

(x) Amendment of hardship
distribution standards. A qualified cash
or deferred arrangement that permits
hardship distributions under § 1.401(k)-
1(d)(2) may be amended to specify or
modify nondiscriminatory and objective
standards for determining the existence -
of an immediate and heavy financial
need, the amount necessary to meet the
need, or other conditions relating to
eligibility to receive a hardshir
distribution. For example, a plan will
not be treated as violating section
411(d)(6) merely because it is amended
to specify or modify the resources an
employee must exhaust to qualify fora
hardship distribution or to require
employees to provide additional
statements or representations to
establish the existence of a hardship: A
qualified cash or deferred arrangement
may also be amended to eliminate
hardship distributions. The provisions
of this paragraph also apply to profit-
sharing or stock bonus plans that permit
hardship distributions, whether or not
the hardship distributions are limited to
those described in § 1.401(k)}-1(d)(2).

(xi) Section 415 benefit limitations.
Accrued benefits under a plan as of the
first day of the first limitation year
beginning after December 31, 1986, that
exceed the benefit limitations under




Federal Register / Vol. 59, No. 246 / Friday, December 23, 1994 / Rules and Regulations

66181

section 415 (b) or (e), effective on the
first day of the plan’s first limitation
year beginning after December 31, 1986,
because of a change in the terms and
conditions of the plan made after May
5, 1986, or the establishment of a plan
after that date, may be reduced to the
%e;el permitted under section 415 (b) or
e).

Par. 10. Section 1.415-6 is amended
by revising paragraph (b)(6)(iv) to read
as follows:

§1.415-6 Limitation for defined
contribution plans.
* - - - -~

. W

(6) ® * x

(iv) Notwithstanding paragraph (b)(6)
(i), (ii), or (iii) of this section, the plan
may provide for the distribution of
elective deferrals (within the meaning of
section 402(g)(3)) or the return of
employee contributions (whether
voluntary or mandatory), and for the
distribution of gains attributable to
those elective deferrals and employee
contributions, to the extent that the
distribution or return would reduce the
excess amounts in the participant’s
account. These distributed or returned
amounts are disregarded for purposes of
section 402(g), the actual deferral
percentage test of section 401(k)(3), and
the actual contribution percentage test
of section 401{m})(2). However, the
return of mandatory employee
contributions may result in
discrimination in favor of highly
compensated employees. If the plan
does not provide for the return of gains
attributable to the returned employee
contributions, such earnings will be
considered as an employee contribution
for the limitation year in which the
returned contribution was made. For
limitation years beginning after
December 31, 1995, if a plan does not
provide for the distribution of gains
attributable to the distributed elective
deferrals, such earnings will be
considered as an employer contribution
for the limitation year in which the
distributed elective deferral was made.
If a suspense account is in existence at
any time during the limitation year in
accordance with this subparagraph,
investment gains and losses and other
income may, but need not, be allocated
to the suspense account. To the extent
that investment gains or other income or
investment losses are allocated to the
suspense account, the entire amount
allocated to participants from the
suspense account, including any such
gains or other income or less any such
losses, is considered as the annual
addition. See § 1.401(a)-2(b) for

provisions relating to the disposition of
a suspense account in existence upon
termination of a plan.

- * * * *

PART 54—PENSION EXCISE TAXES

Par. 11. The authority citation for part
54 continues to read in part as follows:

Authority: 26 U.S.C. 7805. * * *

Par. 12. Section 54.4979-0 is
amended as follows:

1. The entry for § 54.4979-1,
paragraph (d)(4) is revised.

2. The entry for § 54.4979-1,
paragraph (d)(5) is removed.

The revised entry reads as follows:

§54.4979-0. Excise tax on certain excess
contributions and excess
contributions, table of contents.

» * * * e g Vg

§54.4979-1" * *

(d) . x =

(4) Plan years beginning before January 1,
1992.

Par. 13. Section 54.4979-1 is
amended as follows:

1. Paragraph (d)(1) is revised.

2. Paragraph (d)(3) is revised.

3. Paragraph (d)(4) is removed.

4. Paragraph [d)(5) is redesignated as
paragraph (d)(4).

The revised provisions read as
follows:

§54.4979-1 Excise tax on certain excess
contributions and excess aggregate
contributions.

(d) Effective date—{(1) General rule.
Except as provided in paragraphs (d)(2)
through (4), this section is effective for
plan years beginning after December 31,
1986.

* * * * *

(3) Collectively bargained plans and
plans of state or local governments. For
plan years beginning before January 1,
1993, the provisions of this section do
not apply to a collectively bargained
plan that automatically satisfies the
requirements of section 410(b). See
§§ 1.401(a)(4)-1(c){5) and 1.410(b)-
2(b)(7) of this chapter. In the case of a
plan (including a collectively bargained
plan) maintained by a state or local
government, the provisions of this
section do not apply for plan years
beginning before the later of January 1,
1996, or 90 days after the opening of the
first legislative session beginning on or
after January 1, 1996, of the governing
body with authority to amend the plan,
if that body does not meet continuously.
For purposes of this paragraph (d)(3),
the term governing body with authority
to amend the plan means the legislature,
board, commission, council, or other

governing body with authority to amend

the plan.
(AS Plan years beginning before

January 1, 1992. * * *

Margaret Milner Richardson,

Commissioner of Internal Revenue.
Approved: December 13, 1994.

Leslie Samuels,

Assistant Secretary of the Treasury.

[FR Doc. 94-31427 Filed 12-22-94; 8:45 am]

BILLING CODE 4830-01-U

26 CFR Parts 1 and 602

[T.D. 8578]

RIN 1545-AP23

Election Out of Subchapter K for
Producers of Natural Gas

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Final regulations.

SUMMARY: This document contains final
regulations that amend the regulations
under section 761 of the Internal
Revenue Code relating to the election
out of subchapter K of chapter 1 of the
Code. The final regulations contain
certain requirements that must be met
by co-producers of natural gas subject to
a joint operating agreement in order to
make or maintain an election under
section 761. The final regulations
provide that the co-producers under a
joint operating agreement must use one
of two permissible methods described in
the regulations in reporting income from
gas sales and certain related deductions
and credits.

EFFECTIVE DATE: January 1, 1995,

FOR FURTHER INFORMATION CONTACT:
Grace Kim, 202-622-3060 (not a toli-
free number).

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collection of information
contained in these final regulations has
been reviewed and approved by the
Office of Management and Budget in
accordance with the requirements of the
Paperwork Reduction Act (44 U.S.C.
3504(h)) under contrel number 1545—
1338. The estimated annual burden per
respondent/recordkeeper varies from 15
minutes to 45 minutes depending on
individual circumstances, with an
estimated average of 30 minutes.

These estimates are approximations.
They are based on such information as
is available to the Internal Revenue
Service. Individual respondents/
recordkeepers may require more or less
time, depending on their particular
circumstances,
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Comments concerning the accuracy of
this burden estimate and suggestions for
reducing this burden should be sent to
the Internal Revenue Service, Attn: IRS
Reports Clearance Officer, T:FP,
Washington, D.C. 20224, and to the
Office of Management and Budget, Attn:
Desk Officer for the Department of the
Treasury, Office of Information and
Regulatory Affairs, Washington, D.C.
20503.

Background

On September 16, 1992, a notice of
proposed rulemaking (PS-103-90) was
published in the Federal Register (57
FR 42712) proposing amendments to the
Income Tax Regulations (26 CFR part 1,
602) under section 761 of the Internal
Revenue Code (Code). A notice of
hearing relating to the proposed
regulations was published in that same
issue (57 FR 42720), and a public
hearing was held on November 17,
1992, After consideration of all written
and oral comments regarding the
proposed amendments, the proposed
regulations are adopted as revised by
this Treasury decision. These
regulations are issued under the
authority contained in sections 446(b),
761(a), and 7805.

Explanation of Provisions
In General

Except for modifications in response
to comments, these final regulations
generally provide the same rules as the
proposed regulations. Thus, the final
regulations prescribe the methods of
accounting for gas sales that may be
used by co-producers of a gas producing
property that seek to make or maintain
an election under section 761(a) of the
Code. Co-producers must use either the
cumulative gas balancing method
{cumulative method) or the annual gas
balancing method (annual method). The
final regulations require permission of
the Commissioner to use the annual
method. This is to ensure that the co-
producers (particularly those with
different taxable year-ends) properly
take income and deductions into
account.

Changes to the Proposed Regulations in
Response to Comments

I. Effective Date and Transitional Rules

The proposed regulations apply to co-
producers under an existing gas
balancing agreement (GBA) or “‘any
agreement simildr to a gas balancing
agreement” in effect on or after
September 16, 1992, for taxable years
beginning on or after that.date. They
also provide an automatic consent
procedure for gas co-producers under

existing GBAs to change their method of
accounting and the rules for taking the
related section 481(a) adjustments into
account.

Commentators have expressed
uncertainty as to the meaning of “an
agreement similar to a gas ba%ancing
agreement,” e.g., whether a joint
operating agreement (JOA), without a
formal GBA, is a similar agreement.
Additionally, commentators asserted
that the automatic consent procedure
was overly burdensome and the section
481(a) adjustment rules were in some
cases impractical. Some recommended
that the regulations be entirely
prospective and that the effective date
be delayed.

The final regulations are revised to
remove the uncertainty concerning the
meaning of “an agreement similar to a
gas balancing agreement,” and are to
apply to all gas co-producers operating
under a JOA, without regard to whether
a GBA exists. Additionally, the final
regulations are revised to simplify the
automatic consent procedure and to
delay the effective date so as to apply to
gas co-producers under JOAs in effect
on or after the start of their first taxable
year beginning after December 31, 1994.
If, however, the co-producers under a
JOA do not all have the same taxable
year and they are changing to the annual
method, the regulations apply on and
after January 1, 1996, with respect to
that JOA. Finally, although the final
regulations maintain the six-year section
481(a) adjustment period, they are
revised to add an election to take an
aggregate section 481(a) adjustment for
all JOAs, whether negative or positive,
into account in the year of the change
in method of accounting.

II. Entitlements Method as Elective
Method

A commentator suggested that the
entitlements method be adopted as an
elective method or as a replacement for
the annual method. Under the
entitlements method, a co-producer
reports income currently only for its
proportionate share of current
production under the JOA.

The final regulations do not adopt this
suggestion because total income for tax
purposes should be reported on the
basis of the relative economics of
current production, rather than
entitlement under the JOA,

III. Consequences of Noncompliance

Commentators indicated that the
requirement of the proposed regulations
that all co-producers under the same
GBA use the same permissible gas
balancing method might be construed as
meaning that one co-producer’s

noncompliance would cause the section
761 election of all of the co-producers
to be revoked.

Accordingly, the final regulations are
revised to require that all co-producers
under a JOA use the cumulative
method, unless the co-producers are
eligible to, and agree in writing, to use
the annual method. The final
regulations also clarify that the failure of
a co-producer to follow this rule will be
treated as the use of an impermissible
method of accounting, but will not
cause the co-producers’ section 761
election to be revoked, unless the
Commissioner determines that there
was willful failure to comply.

IV. The Standard for Revoking a Section
761 Election Under the Cumulative
Method

The proposed regulations contain an
anti-abuse rule under which the section
761 election of certain co-producers
using the cumulative method could be
revoked. The standard for applying the
anti-abuse rule is a determination that
“a principal purpose” of shifting
income, deductions, or credits is to
avoid tax. Commentators suggested
replacing “‘a principal purpose’ with
“the principal purpose.” After careful
consideration of the comments, the
Service and Treasury have concluded
that the standard contained in the
proposed regulations is appropriate.
Thus, the anti-abuse rule in the
proposed regulations is finalized.

V. Requests for Clarification Under the
Cumulative Method

Commentators requested certain
clarifying changes under the cumulative
method relating to depletion deductions
and the section 29 credit for producing
fuel from a nonconventional source.
First, the rule that a taking co-
producer’s deduction for making a
payment to a co-producer is reduced by
the amount of any depletion deduction
allowed on the related gas sales is
revised to make it clear that the
payment deduction is reduced only by
the taking co-producer’s percentage
depletion deduction allowed on the
related sales. The final regulations are
not modified to clarify the section 29
credit issues because this project is not
the appropriate one for addressing these
issues.

Special Analyses

It has been determined that these
regulations are not major rules as
defined in Executive Order 12291.
Therefore, a Regulatory Impact Analysis
is not required. It has also been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.

————

—
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chapter 5) and the Regulataory Flexibility
Act [5 U.S.C. chapter 6) do not apply to
these regulations, and, therefore, a
Regulatory Flexibility Analysis is not
required. Pursuant to section 7805(f) of
the Code, the notice of proposed
rulemaking for the regulations was
submitted to the Chief Counsel for
Advacacy of the Small Business
Administration for comment on their
impact on small business.
Drafting Infermation

The principal author of these
regulations is H. Grace Kim of the Office
of Assistant Chief Counsel
(Passthroughs and Special Industries),
Internal Revenue Service. However,
personnel fram other offices of the
Internal Revenue Service and Treasury
Department participated in developing
the regulations, both on matters of
substance and style.

List of Subjects
26 CFR Part 1

Income taxes, Reporting and
recordkeeping requirements.

. 26 CFR Part 602

Reporting and recordkeeping
requirements.
Adoption of Amendments to the
Regulations

Accordingly, 26 CFR parts 1 and 602
are amended as4ollows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation
for part 1 is amended by adding the
following citation:

Authority: 26 U.SC. 7805 * * *.Section

1.761-2 also issued under 26 1U.S.C. 436(b)
and 26 US.C. 761(a). * * *

Par, 2. Section 1.761-2 is amended as
follows:

1. The section heading for §1.761-2 is
revised.

2. A sentence is added to the end of
paragraph (a)(3) concluding text.

3. Paragraph (d) is redesignated as
paragraph (e).

4. New paragraph (d) is added.

5. The revised and added provisions
read as follows:.

§1.761-2 Exclusion of certain
u organizations from the
application of all or part of subchapter K of
chapter 1 of the internal Revenue Code.
(“ * * x
(3)! * & )
* * * In addition, except as provided in
paragraph (d)(2)(i) of this section, this
paragraph (a}(3) does not apply to any
unin organization that
produces natural gas under a joint

operating agreement, unless all
members of the unincorporated
organization comply with paragraph (d)
of this section. ’

* - - * -

(d) Rules for gas producers that
produce natural gas under joint
operating agreements—(1) joint
operating agreements and gas
balancing. Co-owners of a property
producing natural gas enter into a joint
operating agreement (JOA) to define the
rights and obligations of each co-
producer of the gas in place. The JOA
determines, among other things, each
co-producer's proportionate share of the
natural gas as it is produced from the
reservoir, together with the associated
production expenses. A gas imbalance
arises when a co-producer does not take
its proportionate share of current gas
production under the JOA
(underproducer) and another co-
producer takes more than its
proportionate share of current
production (overproducer). The co-
producers often enter into a gas
balancing agreement (GBA) as an
addendum to their JOA to establish their
rights and obligations when a gas

" imbalance arises. A GBA typically

allows the overproducer to take the
amount of the gas imbalance
(overproduced gas) and entitles the
underproducer to recoup the
overproduced gas either from the
volume of the gas remaining in the
reservoir or by a cash balancing
payment.

(2) Permissible gas balancing
methods—I(i) General requirement. All
co-producers of natural gas operating
under the same JOA must use the
cumulative gas balancing method, as
described in paragraph (d){3) of this
section, unless they use the annual gas
balancing method described in
paragraph [d)(4) of this section. A co-
producer’s failure to comply with the
provisions of this paragraph (d)(2){i)
generally constitutes the use of an
impermissible method of accounting, -
requiring a change to a permissible
method under § 1.4461{e}(3) with any
terms and conditions as may be
imposed by the Commissioner. The co-
producers’ election to be excluded from
all or part of subchapter K will not be
revoked, unless the Commissioner
determines that there was willful failure
to comply with the requirements of this
paragraph (d)(2)(i).

(ii) Change in method of accounting;
adoption of method of accounting—{(A)
In general. The annual gas balancing
method and the cumulative ges
balancing method are methods of
accounting. Accordingly, a change to or

from either of these methods is a change
in method of accounting that requires
the consent of the Commissioner. See
section 446(e) and § 1.446-1(e). For
purposes of this section, each JOA is
treated as a separate trade or business,
Paragraph (d}{2)(ii)(B) of this section
provides rales for adopting either
permissible method of accounting.
Paragraph (d)(2)(ii)(C) of this section
provides rules on the timing of required
changes to either permissible method
during the transitional period, and
paragraph (d)(5) of this section contains
the procedural provisions for making a
change in method of accounting
required in paragraph (d)(2)(3i){(C) of this
section,

(B) Adoption of method of
accounting. A co-producer must adopt a
permissible method for each JOA
entered into on or after the start of the
co-producer’s first taxable year
beginning after December 31, 1994 (or,
in the case of the use of the annual gas
balancing method by co-producers not
having the same taxable year, the start
of the first taxable year beginning after
December 31, 1994, of the co-producer
whose taxable year begins latest in the
calendar year). If a co-producer is
adopting the cumulative method, the co-
producer may adopt the method by
using the method on its timely filed
return for the taxable year of adoption.
A co-producer may adopt the annual gas
balancing method with the permission
of the Commissioner under guidelines
set forth in paragraph (d}(4)(ii) of this
section.

(C) Required change in method of
accounting for certain joint operating
agreements. This paragraph (d){(2)(ii)}{(C)
applies to certain JOAs entered into
prior to 1996. Except in the case of a
part-year change in method of
accounting or in the case of the
cessation of a JOA (both of which are
described in this paragraph (d)(2)(ii)(C)),
for each JOA entered into prior to a co-
producer’s first taxable year beginning
after December 31, 1994, and in effect as
of the beginning of that year, the co-
producer must change its method of
accounting for sales of gas and its
treatment of certain related deductions
and credits to a permissible method as
of the start of its first taxable year
beginning after December 31, 1994. In
the case of a JOA of co-producers that
do not all have the same taxable year
and that choose the annual gas
balancing method, if the JOA is entered
into prior to the first taxable year
beginning after December 31, 1994 of
the co-producer whose taxable year
begins latest in the calendar year and
the JOA is in effect as of January 1,
1996, a change to the annual gas
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balancing method by each co-producer
under that JOA is made as of January 1,
1996 (part-year change in method of
accounting). If the co-producers would
have made a part-year change to the
annual gas balancing method but for the
fact that their JOA ceased to be in effect
before January 1, 1996 (cessation of a
JOA), the co-producers do not change
their method of accounting with respect
to the JOA. Rather, for their taxable
years in which the JOA ceases to be in
effect, the co-producers use their current
method of accounting with respect to
that JOA.

(3) Cumulative gas balancing
method—{i) In general. The cumulative
gas balancing method (cumulative
method), solely for purposes of
reporting income from gas sales and
certain related deductions and credits,
treats each co-producer under the same
JOA as the sole owner of its percentage
share of the total gas in the reservoir and
disregards the ownership arrangement
described in the JOA for gas as it is
produced from the reservoir. Each co-
producer is considered to be taking only
its share of the total gas in the reservoir
as long as the gas remaining in the
reservoir is sufficient to satisfy the
ownership rights of the co-producers in
their percentage shares of the total gas
in the reservoir. After a co-producer has
taken its entire share of the total gas in
the reservoir, any additional gas taken
by that co-producer (taking co-producer)
is treated as having been taken from its
other co-producers’ shares of the total
gas in the reservoir, The effect of being
treated as a taking co-producer under
the cumulative method is that the taking
co-producer generally may not claim an
allowance for depletion and a
production credit on its sales of its other
Co- producers percentage shares of the
total gas in the reservoir.

(ii) Requirements—{A) Reporting of
income from sales of gas. Under the
cumulative method, each co-producer
niust include in gross income under its
overall method of accounting the
amount of its sales from all gas
produced from the reservoir, including
sales of gas taken from another co-
producer's share of the gas in the
Teservoir.

(B) Reporting of deduction of taking
co-producer. A taking co-producer
deducts the amount of a payment (in
cash or property, other than gas
produced under the JOA) made to
another co-producer for sales of that co-
producer’s gas, but only for the taxable
year in which the payment is made.
Thus, an accrual method taking co-
producer is not permitted a deduction
for any obligation it has to pay another
co-producer for sales of that co-

producer’s gas until a payment is made.
See paragraph (d)(3)(iii)(B) of this
section for a rule requiring a reduction
of the amount of the deduction
described in this paragraph (d)(3)(ii)(B)
if the taking co-producer had mistakenly
claimed a depletion deduction relating
to those sales.

(C) Reporting of income by other co-
producers. Any co-producer that is
entitled to receive a payment from a
taking co 1pmducer must include the
amount of the payment in gross income
as proceeds from the sale of its gas only
for the taxable year that the payment is
actually received, regardless of its
overall method of accounting.

(D) Reporting of production expenses.
Each co-producer deducts its
proportionate share of production
expenses, as provided in the JOA, under
its regular method of accounting for the
expenses.

iii) Special rules for production
credits and depletion deductions under
the cumulative method—(A) In general.
Under the cumulative method, a co-
producer's depletion allowance and
production credit for a taxable year are
based on its income from gas sales and
production of gas from its percentage
share of the total gas in the reservoir,
and are not based on its current
proportionate share of income and
production as determined under the
JOA. Thus, in general, a taking co-
producer is not allowed a production
credit or an allowance for depletion on
its sales of gas in excess of its
percentage share of the total gas in the
reservoir. However, the Service will not
disallow depletion deductions or
production credits claimed by a taking
co-producer on the gas of other co-
producers if the taking co-producer had
a reasonable but mistaken belief that the
deductions or credits were claimed with
respect to the taking co-producer’s
percentage share of total gas in the
reservoir and the taking co-producer
makes the appropriate reductions and
additions to tax required in paragraphs
(d)(3)(iii)(B) and (d)(3)(iii)(C) of this
section. The reasonableness of the
mistaken belief is determined at the
time of filing the return claiming the
deductions or credits. A co-producer

. receiving a payment for sales of its gas

from a taking co-producer claims a
production credit and an allowance for
depletion relating to those sales only for
the taxable year in which the amount of
the payment is included in its gross
income.

(B) Reduction of taking co-producer’s
payment deduction for depletion
claimed on another co-producer’s gas. If
a taking co-producer claims an
allowance for depletion on another co-

producer's gas, the taking co-producer
must reduce its deduction claimed in a
later year for making a payment to the
other co-producer for sales of that co-
producer's gas by the amount of any
percentage depletion deduction allowed
on the gas sales to which the payment
relates. If the percentage limitation of
section 613A(d)(1) applied to disallow a
depletion deduction for a previous year,
the taking co-producer must reduce the
amount of any carried over depletion
deduction allowable in the year of the
payment or in a future year by the
portion of the carried over depletion
deduction, if any, that relates to another
co-producer’s gas.

(8) Addmon to tax of taking co-
producer for production credit claimed
on another co-producer’s gas. If a taking
co-producer claims a production credit
on another co-producer’s gas, the taking
co-producer must add to its tax for the
taxable year that it makes a payment to
the other co-producer for sales of that
co-producer’s gas any production credit
allowed in an earlier taxable year on the
gas sales to which the payment relates,
but only to the extent the credit allowed
actually reduced the taking co-
producer’s tax in any earlier year. The
taking co-producer also must reduce the
amount of its minimum tax credit
allowable by reason of section
53(d)(1)(B)(iii) in the year of the
payment or in a future year by the
portion of the credit, if any, that relates
to another co-producer’s %zl:s.

(iv) Anti-abuse rule. If
Commissioner determines that co-
producers using the cumulative method
have arranged or altered their taking of
production for a taxable year with a
principal purpose of shifting the
income, deductions, or credits relating
to that production to avoid tax, the co-
producers’ election to be excluded from
all or part of subchapter K will be
revoked for that year and for subsequent
years. In determining that a principal
purpose was to avoid tax, the
Commissioner will examine all the facts
and circumstances surrounding the use
of the cumulative method by the co-
producers. See Examples 3 and 4 of
paragraph (d)(6) of this section.

(4) Annual gas balancing method—(i)
In general. The annual gas balancing
method (annual method) takes into.
account each co-producer's ownership
rights and obligations, as described in
the JOA, with respect to the co-
producer’s current proportionate share
of gas as it is produced from the
reservoir. Under the annual method, gas
imbalances relating to a JOA must be
eliminated annually through a balancing
payment, which may be in the form of
cash, gas produced under the same JOA,
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or other property. If all the co-producers
under a JOA have the same taxable year,
any gas imbalance remaining at the end
of a taxable year must be eliminated by
a balancing payment from the
overproducer to the underproducer by
the due date of the overproducer’s tax
return for that taxable year (including
extensions). If all the co-producers
under a JOA do not have the same
taxable year, any gas imbalance
remaining at the end of a calendar year
must be eliminated by a balancing
payment from the overproducer to the
underproducer by September 15 of the
following calendar year. The annual
method may be used only if the
Commissioner’s permission is obtained.
Paragraph (d)(4)(ii) of this section
provides guidelines for applying for this
permission. The annual method is not
available for a JOA with respect to
which any co-producer made an
election under paragraph (d)(5)(i)(B)(3) -
of this section (to take an aggregate
section 481(a) adjustment for all JOAs of
a co-producer into account in the year
of change).

(ii) Obtaining the Commissioner’s
permission to use the annual method. A
request for the Commissioner’s
permission to adopt the annual method
for a new JOA must be in writing and
must set forth the names of all the co-
producers under the JOA and the
respective taxable year of adoption. See
paragraphs (d)(2)(ii) and (d)(5)(ii) of this
section for the rules for a change in
method of accounting to the annual
method. In addition, the request must
contain an explanation of how the co-
producers will report income from gas
sales, the making or receiving of a
balancing payment, production
expenses, depletion deductions, and
production credits. Permission will be
granted under appropriate conditions,
including, but not limited to, an
agreement in writing by all co-producers
to use the annual method and to
eliminate any gas imbalances annually
in accordance with paragraph (d)(4)(i) of
this section.

(5) Transitional rules for making a
change in method of accounting
required in paragraph (d)(2)(ii)(C) of this
section—(i) Change in method of
accounting to the cumulative method—
(A) Automatic consent to change in
method of accounting to the cumulative
method. A co-producer changing to the
cumulative method for any JOA entered
into prior to its first taxable year
beginning after December 31, 1994, and
in effect as of the beginning of that year
is granted the consent of the
Commissioner to change its method of
accounting with respect to each JOA to

the cumulative method, provided the
co-producer— '

(1) Makes the change on its timely
filed return for its first taxable year
beginning after December 31, 1994;

) Attaches a completed and signed
Form 3115 to the co-producer’s tax
return for the year of change, stating
that, pursuant to §1.761-2(d)(2)(ii) of
the regulations, the co-producer is
changing its method of accounting for
sales of gas and its treatment of certain
related deductions and credits under
each JOA to the cumulative method;

(3) In the case of a co-producer
making an election under paragraph
(d)(5)(1)(B)(3) of this section to take the
aggregate section 481(a) adjustment into
account in the year of change, attaches
the statement described in paragraph
(d)(5)(1)(B)(3)(i1) of this section; and

(4) In the case of a co-producer not
making an election under paragraph
(d)(5)(1)(B)(3) of this section, attaches a
list of each JOA with respect to which
there is a section 481(a) adjustment
computed in accordance with paragraph
(d)(5)(i)(B)(2)(1) of this section.

(B) Section 481(a) adjustment—(1)
Application of section 481(a). A change
in method of accounting to the
cumulative method under the automatic
consent procedure in paragraph
(d)(5)(i)(A) of this section is a change in
method of accounting to which the
provisions of secfion 481(a) apply.
Thus, a section 481(a) adjustment must
be taken into account in the manner
provided by this paragraph (d)(5)(i)(B)
to prevent the omission or duplication
of income. Paragraph (d)(5)(i)(B)(2) of
this section provides the general rules
for computing the amount of the section
481(a) adjustment of a co-producer
relating to a particular JOA and for
taking the section 481(a) adjustment
into account. Paragraph (d)(5)(i)(B)(3) of
this section provides rules for electing
to take a co-producer’s section 481(a)
adjustment computed on an aggregate
basis for all JOAs into account in the
year of change. Paragraph (d)(5)(i)(C) of
this section provides rules to coordinate
the taking of a depletion deduction ora
production credit with the inclusion of
a section 481(a) adjustment arising from
a change in method of accounting to the
cumulative method under this
paragraph (d)(5)(i).

(2) Computation of the section 481(a)
adjustment relating to a joint operating
agreement—(i) In general. The section
481(a) adjustment of a co-producer
relating to a JOA is computed as of the
first day of the co-producer’s year of
change and is equal to the difference
between the amount of income reported
under the co-producer’s former method
of accounting for all taxable years prior

to the year of change and the amount of
income that would have been reported
if the co-producer’s new method had
been used in all those taxable years.

(ii) Section 481(a) adjustment period.
Except to the extent that paragraph
(d)(sﬁi)(B)(B) of this section appges. a
co-producer’s section 481(a) adjustment
relating to a JOA, whether positive or
negative, is taken into account in
computing taxable income ratably over
the 6-taxable-year period beginning with
the year of change (the section 481(a)
adjustment period). If the co-producer
has been in existence less than 6 taxable
years, the adjustment is taken into
account over the number of years the co-
producer has been in existence. If the
co-producer ceases to engage in the
trade or business that gave rise to the
section 481(a) adjustment at any time
during the section 481(a) adjustment
period, the entire remaining balance of
the section 481(a) adjustment relating to
that trade or business must be taken into
account in the year of the cessation. For
purposes of this paragraph
(d)(5)(i1)(B)(2)(i1), production under each
JOA is treated as a separate trade or
business. The determination as to
whether the co-producer ceases to
engage in its trade or business is to be
made under the principles of §1.446—
1(e)(3)(ii) and its underlying
administrative procedures. For example,
the permanent cessation of production
under a co-producer’s JOA constitutes
the cessation of a trade or business of
the co-producer. Accordingly, for the
year that production under a JOA
permanently ceases, the remaining
balance of the section 481(a) adjustment
relating to the JOA must be taken into
account.

(3) Election to take aggregate section
481(a) adjustment for all joint operating
agreements into account in the year of
change—{i) In general. A co-producer
may elect to take into account its section
481(a) adjustment, computed on an
aggregate basis for all of its JOAs,
whether negative or positive, in the year
of change, provided the co-producer
uses the cumulative method for all of its
JOAs entered into prior to its first
taxable year beginning after December
31, 1994, and in effect as of the
beginning of that year. The aggregate
section 481(a) adjustment of a co-
producer is equal to the difference
between the amount of income reported
under the co-producer’s former method
of accounting for all taxable years prior
to the year of change and the amount of
income that would have been reported
if the co-producer’s new method had
been used in all of those taxable years
for all JOAs for which the co-producer
changes its method of accounting. An
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election made under this paragraph
(d)(5)(i)(B)(3) is irrevocable. If any
person who, together with another
person, would be treated as a single
taxpayer under section 41(£)(1) (A) or (B)
makes an election under this paragraph
(d)(5)()(B)(3), all persons within til:l
single taxpayer group will be treated as
if they had made an election under this
paragraph {d)(5)(i)(B)(3) and, as such,
will ire irrevocably bound by that
election. If a co-producer does not make
an election under this paragraph, each
JOA entered into prior to the start of its
first taxable year beginning after
December 31, 1994, and in effect as of
the beginning of that year must be
accounted for separately in computing
the section 481(a) adjustment and
taxable income of the co-producer for
any year to which this paragraph (d)
applies.

ii) Time and manner for making the
election. An election under this
paragraph (d)(5)(i)(B)(3) is made by
attaching a statement to the co-
producer’s timely filed return for its
year of change indicating that the co-
producer is electing under § 1.761-
2(d)(5)(1)(B)(3) to take its aggregate
section 481(a) adjustment into account
in the year of change.

(C) TYreatment of section 481(a)
adjustment as a sale for purposes of
computing a production credit and as
gross income from the property for
purposes of depletion deductions. Any
positive section 481(a) adjustment
arising as a result of a change in method
of accounting for gas imbalances under
this paragraph (d)(5)(i) and taken into
account in computing taxable income
under paragraph (d)(5)(i)(B) of this
section is considered a sale by the
taxpayer for purposes of computing any
production credit in the year that the
adjustment is taken into account.
Similarly, the positive section 481(a)
adjustment is considered gross income
from the property and taxable income
Jfrom the property for purposes of

computing depletion deductions in the
year the adjustment is taken into
account. Sales amounts used in
computing any production credit in any
year in which a negative section 481(a)
adjustment is taken into account in
computing taxable income under
paragraph (d)(5)(i)(B) of this section
must be reduced by the amount of the
negative section 481(a) adjustment taken
into account in that year. Similarly,
gross income from the property and
taxable income from the property used
in computing any depletion deduction
in any year in which the negative
section 481(a) adjustment is taken into
account must be reduced by the amount
of the negative adjustment. For these
purposes, any taxpayer that makes an
aggregate section 481(a) adjustment
election under paragraph (d)(5)(i)(B)(3)
of this section must allocate the
adjustment among its properties in any

reasonable manner that prevents a

duplication or omission of depletion
deductions.

(ii) Change in method of accounting
to the annual method—(A) In general. A
co-producer changing to the annual
method in accordance with paragraph
(d)(2)(ii) of this section must request a
change under § 1.446-1(e)(3) and will be
subject to any terms and conditions as
may be imposed by the Commissioner.

(B) Section 481(a) adjustment. A
change in method of accounting to the
annual method is a change in method of
accounting to which the provisions of
section 481(a) apply. Thus, a section
481(a) adjustment must be taken into
account to prevent the omission or
duplication of income. If all the co-
producers under a JOA have the same
taxable year, the section 481(a)
adjustment involved in a change to the
annual method by a co-producer
relating to the JOA is computed as of the
first day of the co-producer’s year of
change, If the co-producers under a JOA
do not all have the same taxable year
(that is, in the case of a part-year change

described in paragraph (d)(2)(ii)(C) of
this section), the change in method of
accounting occurs on January 1, 1996,
and the section 481(a) adjustment is
computed on that date.

(iii) Untimely change in method of
accounting to comply with this section.
Unless a co-producer required by this
section to change its method of
accounting complies with the
provisions of this paragraph (d)(5) for its
first applicable taxable year within the
time prescribed by this paragraph (d)(5),
the co-producer must take the section
481(a) adjustment into account under
the provisions of any applicable
administrative procedure that is
prescribed by the Commissioner
specifically for purposes of complying
with this section. Absent such an
administrative procedure, a co-producer
must request a change under § 1.446—
1(e)(3) and will be subject to any terms
and conditions as may be imposed by
the Commissioner.

(6) Examples. The following examples
illustrate the application of the
cumulative method described in
paragraph (d)(3) of this section.

Example 1. Operation of the cumulative
methed. (i) L, a corporation using the cash
receipts and disbursements method of
accounting, and M, a corporation using an
accrual method, file returns on a calendar
year basis, On January 1, 1995, L and M enter
into a JOA to produce natural gas as an
unincorporated organization from a reservoir
located in State Y. The JOA allocates
reservoir production 60 percent to L and 40
percent to M. L and M enter into a GBA as
an addendum to the JOA. L and M agree to
use the cumulative method to account for gas
sales from the reservoir and elect under
section 761(a) and this section to exclude the
organization from the application of
subchapter K. Production from the reservoir
is eligible for the section 29 credit for
producing fuel from a nonconventional
source. L and M produce and sell the
following amounts of natural gas (in mmcf)
until 2000 during which year production
from the reservoir ceases:

1995 | 1996 | 1997 | 1998 | 1998 | 2000

720
240

480
60

600
120

-0
160

-0~

-0~
80| 40

(ii) By the end of 1996, neither L nor M has
fully produced its percentage share of the
total gas in the reservoir. In 1997, L produces
a total of 600 mmcf of gas at the rate of 50
mmcf per month. Prior to filing its return for
1997, L determines that it fully produced its
percentage share of gas in the reservoir as of
June 30, 1997. Pursuant to the GBA executed
by L and M, L pays M at the end of 2000 for
the 300 mmecf of M's gas (as determined
under the cumulative method) that L sold in
the last half of 1997.

(iii) For 1995, L and M must include in
their gross income the amounts relating to
gas sales of 720 mmef and 240 mmcf,
respectively. For 1996, L and M must include
the amounts relating to gas sales of 480 mmcf
and 60 mmcf, respectively. For both 1995
and 1996, L and M compute an allowance for
depletion and a section 29 credit based upon
gas taken and sold by each from the reservoir
for each taxable year.

(iv) For 1997, L and M must include in
gross income the amounts relating to their

gas sales of 600 mmcf and 120 mmef,
respectively. Under paragraph (d)(3)(iii)(A) of
this section, L computes an allowance for
depletion and the section 29 credit based
only on production from L's proportionate
share of gas in the reservoir (that is, based on
L’s production through June 30, 1997).
Accordingly, for 1997, L claims depletion
and the section 29 credit only with respect
to 300 mmcf of gas (50 mmcf per month x

6 months). For 1997, because M has not fully
produced from its percentage share of the
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total gas in the reservoir as of the end of
1997, M claims depletion and the section 29
credit on the 120 mmcf that M produced in
1997

(v) In 1998 and 1999, M must include in
gross income the amounts relating to M’s
sales of gas, that is, 160 mmcf for 1998 and
80 mmcf for 1999. For 2000, M must include
in gross income the amount relating to sales
of 340 mmcf of gas, which consists of its own
sales of 40 mmecf plus the payment for 300
mmcf of gas that L made to M for having sold
from M'’s share of the total gas in the
reservoir during the last half of 1997 Because
M produced from its percentage share of the
total gas in the reservoir during 1998, 1999,
and 2000, M claims a depletion deduction
and a section 29 credit on its income and

production for those years, that is, 160 mmcf
for 1998, 80 mmcf for 1999, and 40 mmcf for
2000. Additionally, for 2000, M claims
depletion and the section 29 credit relating
to the payment that M received from L for the
300 mmcf of M’s gas that L sold in the last
half of 1997 Under paragraph (d)(3)(ii)(B) of
this section, L’s deduction for its payment to
M for the 300 mmcf of M’s gas that L sold

in 1997 is allowable only for 2000.

Example 2. Adjustments under the
cumulative method for depletion deductions
and production eredits that were claimed for
sales in excess of a co-producer’s percentage
share of total gas in the reservoir. (i) L, a
corporation using the cash receipts and
disbursements method of accounting, and M,
a corporation using an acerual method, file

returns on a calendar year basis. On January
1, 1995, L and M enter into a JOA to produce
natural gas as an unincorporated organization
from a reservoir located in State Y The JOA
allocates reservoir production 60 percent to

L and 40 percent to M. L and M enter into

a GBA as an addendum to the JOA. L and M
agree to use the cumulative method to
account for gas sales from the reservoir and
elect under section 761(a) and this section to
exclude the organization from the application
of subchapter K. Production from the
reservoir is eligible for the section 29 credit
for producing fuel from a nonconventional
source. L and M produce and sell the
following amounts of natural gas (in mmecf)
until 2000 during which year production
from the reservoir ceases:

1995 | 1996 | 1997 | 1998 | 1999 | 2000

720
240

480
60

600
120

60
60

60
60

-0-
40

(ii) In addition, L does not realize until
December 31, 1899, that L fully produced its
percentage share of the total gas in the
reservoir as of June 30, 1997. At the time of
filing its returns for 1997 and 1998, L
reasonably believes that during 1997 and
1998, respectively, it did not fully produce
its percentage share of the total gas in the -
reservoir. Thus, L claims depletion and the
section 29 credit for its total sales of 600
mmcf in 1997 and 60 mmef in 1998. Pursuant
to the GBA executed by L and M, L pays M
at the end of 2000 for the 420 mmcf of M’s
gas (as determined under the cumulative
method) that L sold (300 mmcf in the last
half of 1997 (assuming that production was
at a rate of 50 mmef per month), 60 mmecf in
1998, and 60 mmcf in 1999).

(iii) In 1997 and 1998, L and M include in
gross income the amounts relating to their
respective sales of gas, that is, for L 600 mmcf
for 1997 and 60 mmcf for 1998, and for M
120 mmef for 1997 and 60 mmcf for 1998,

(iv) For 1999, L must include in gross
income the amount of its sales of 60 mmcf,
but may not claim depletion or the section
29 credit on those sales. For 1999, M must
include in gross income the amount of its
sales of 60 mmef and claims depletion and
the section 29 credit with respect to those 60
mmcf,

(v) For 2000, M must include in gross
income the amount relating to gas sales of
460 mmef, that is, the amount of M's own gas
sales of 40 mmef and the amount of the
payment received from L for the 420 mmcf
of M's gas that L sold (consisting 6f 300 mmcf
in 1997, 60 mmcf in 1998, and 60 mmcf in
1999). Under paragraph (d)(3)(iii)(A) of this
section, M computes a depletion deduction
and a production credit relating to the
amount of M's actual gas sales for 2000 and
the payment received from L, that is, relating
to a total of 460 mmcf of gas (M’s sales of 40
mmcf for 2000, plus L's payment for 420
mmcf of gas). Under paragraph (d)(3)(ii)(B) of
this section, 1’s deduction for making its
payment to M for 420 mmcf of gas is
allowable only for 2000, Under paragraph
(d)(3)(ii1)(B) of this section, L must reduce its
deduction by the amount of any pereentage

depletion deductions allowed on its sales of
M’s gas, that is, reiating to 360 mmcf of gas
(300 mmcf for 1997 ang 60 mmcf for 1998).
In addition, under paragraph (d)(3)(iii)(C) of
this section, L must increase its tax for 2000
by the amount of any section 29 credit L
claimed on its sales of M’s gas, but only to
the extent that the credit claimed actually
reduced L's tax in any earlier year.

Example 3. Non-abusive altering of the
taking of production for a taxable year. (i) C
and D enter into a JOA and a GBA on
December 1, 1994, for gas production from a
reservoir. The JOA allocates production at 50
percent to C-and 50 percent to D. C and D
agree in writing to use the cumulative
method to account for gas sales.
Additionally, C and D elect under section
761(a) and this section to exclude their
organization from the application of
subchapter K. C and D arrange to sell all their
production under annually renewable
contracts. In 1995, C and D each sell 480
mmcf of gas from the reservoir.

(ii) In November 1995, D is notified that its
contract with its purchaser will not be
renewed for 1996. D is unable to find a new
purchaser for its gas for 1996. In December
1995, D notifies C that it will not be taking
production from the reservoir in 1996.
Pursuant to the GBA, C then contracts with
its current gas purchaser to sell an additional
20 mmcf per month in 1996. Accordingly, C
sells 720 mmcf in 1996 (60 mmcf per month
x 12 months). Under the facts described in
this example, a principal purpose of altering
the taking of production is not to avoid tax.
Accordingly, the co-producers’ election
under section 761(a) will not be revoked by
reason of altering the taking of production.

Example 4. Abusive altering of the taking
of production for a taxable year. The facts are
the same as in Example 3(i). For 1996, C
anticipates that C's regular tax (reduced by
the credits allowable under sections 27 and
28) will not exceed C's tentative minimum
tax. Accordingly, under section 29(b)(6), C’s
credit allowed under section 29(a) for sales
of its gas will be zero. For 1997, C anticipates
that its credit allowed under section 29(a)
will not be limited by section 29(b)(6). On the

other hand, D anticipates that any credit it
may claim under section 29(a) for 1996, even
including a credit based on sales of C's share
of current production under the JOA, will not
be limited by section 29(b)(6). However, for
1997, D anticipates-that its credit under
section 29(a) will be limited by section
29(b)(6). On January 1, 1996, C and D agree
that D will contract with its purchaser to sell
the entire 960 mmecf produced from the
reservoir in 1996 and that C will contract
with its purchaser to sell the entire 960 mmcf
produced from the reservoir in 1997. Under
these facts, a principal purpose of altering the
taking of production is to avoid tax.
Accordingly, the co-producers’ election
under section 761(a) will be revoked for 1996
and for subsequent years.

(7) Effective date. Except in the case
of a part-year change to the annual
method or the cessation of a JOA, both
of which are described in paragraph
(d)(2)(ii)(C) of this section, the
provisions of this paragraph (d) apply to
all taxable years beginning after
December 31, 1994, of any producer that
is a member of an unincorporated
organization that produces natural gas
under a JOA in effect on or after the start
of the producer’s first taxable year
beginning after December 31, 1994. In
the case of a part-year change, the
provisions of this paragraph (d) apply
on and after January 1, 1996. In the case
of the cessation of a JOA, the co-
producers use their current method of
accounting with respect to that JOA
until the JOA ceases to be in effect,

* - - * *

PART 602—OMB CONTROL NUMBERS
UNDER THE PAPERWORK
REDUCTION ACT

Par. 3. The authority citation for part
602 continues to read as follows:

Authority: 26 U1.S.C. 7805.
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§602.101 [Amended]

Par. 4. In §602.101, paragraph (c) is
amended by removing the existing entry
for 1.761-2 and by adding the entry
“1.761-2 * * * 1545-1338""in
numerical order to the table.

Margaret Milner Richardson,

Commissioner of Internal Revenue.
Approved: December 12, 1994.

Leslie Samuels,

Assistant Secretary of the Treasury.

[FR Doc. 94-31291 Filed 12-22-94; 8:45 am)|

BILLING CODE 4830-01-U

26 CFR Part 31
[TD 8582]
RIN 1545-AR08

Update of Railroad Retirement Tax Act
Regulations

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Final regulations.

SUMMARY: This document contains final
regulations relating to the Railroad
Retirement Tax Act (RRTA). These
regulations update the existing RRTA
regulations by removing obsolete
provisions and adding new provisions
to reflect the statutory changes that have
occurred since the publication in 1964
of the existing RRTA regulations. In
addition, because Tier 1 of the RRTA
mirrors the Federal Insurance
Contributions Act (FICA), these
regulations generally cross-reference the
definition of compensation under the
RRTA to the definition of wages under
the FICA. The regulations provide both
railrpad employers and IRS personnel
with the guidance necessary to comply
with the law.

DATES: These regulations are effective
December 23, 1994. These regulations
apply for calendar years beginning after
December 31, 1992.

FOR FURTHER INFORMATION CONTACT: Jean
Whalen Casey at (202) 622-6040.

SUPPLEMENTARY INFORMATION:

Background

On May 13, 1993, the IRS published
in the Federal Register (58 FR 28366)
proposed amendments to the
Employment Tax Regulations (26 CFR
part 31) under sections 3201 through
3231 of the Internal Revenue Code

(Code).
Written comments were received from
the public on the proposed regulations,

and a public hearing was held on
August 30, 1993. After consideration of
all of the written comments received
and the statements made at the public

hearing, the proposed regulations are
adopted as revised by this Treasury
decision.

Explanation of Revisions and Summary
of Comments

The comments received focused on
the definition of “employer” in
§31.3231(a)-1 and the definition of
compensation in § 31.3231(e)-1.

Proposed Regulation § 31.3231(a)-1(c)
describes the term *casual” as used in
the phrase “casual service and the
casual operation of equipment or
facilities.” Under the proposed
regulations, the term “casual” applies,
in part, whenever such service or
operation is insubstantial. One
commentator suggested the IRS adopt a
bright line test in defining insubstantial.
Specifically, the commentator suggested
that service or operation of equipment
or facilities in connection with the
transportation of passengers or property
by railroad be presumed to be
insubstantial whenever less than 10% of
any company’s revenues, work force, or
payroll are derived from, devoted to, or
provided to the carrier or carriers
affiliated with the company. Situations
can arise where one of the factors is less
than 10% while the remaining factors
are greater than 10%. It is not clear that
the service or operation of equipment or
facilities would be insubstantial in those
situations. Therefore, this suggestion
was not adopted.

The proposed regulations define
“compensation’’ under the RRTA by
referencing the definition of “wages"
under the FICA. One commentator
suggested that this reference be deleted
because the statutory language of the
two statutes differs. This suggestion was
not adopted. The definition of wages
under the FICA refers to "all
remuneration for employment” while
the definition of compensation under
the RRTA refers to “any money
remuneration paid to an individual.”
The commentator stated that Congress
had the opportunity to conform the
language of the two definitions and has
not done so. While there are historical
differences between the two statutes,
there are significant similarities between
the RRTA and the FICA. Legislation
enacted since the adoption of the
existing regulations has made the RRTA
Tier 1 tax identical to the FICA tax as
well as conforming the Tier 1 wage
ceiling to the FICA wage ceiling. Along
with conforming the structure of the
RRTA to parallel that of the FICA, the
exclusions from the definition of
compensation under the RRTA, with
few exceptions, mirror the exclusions
from the definition of wages under the
FICA. These exclusions from

compensation include non-monetary
benefits such as fringe benefits, meals
and lodging excludable under section
119 of the Internal Revenue Code, and
employer-paid life insurance premiums
for group-term life insurance under
$50,000. In amending RRTA, Congress
often indicated the purpose was to
provide conformity to FICA. Congress
has added references to FICA provisions
in the RRTA definition of successor
employer (section 3231(¢)(2)(C)) and the
rules for nonqualified deferred
compensation {section 3231(e)(8)). In
addition, Tier 1 benefits are designed to
be equivalent to social security benefits
and are subject to federal income
taxation in the same manner as social
security benefits. Because the two
statutes are not completely identical, the
language of the regulation indicates that
the term compensation has the same
meaning as the term wages, except as
specifically limited by the Railroad
Retirement Tax Act.

One commentator suggested that the
presumption in § 31.3231(e})-1(a)(2) that
payments made to an individual
through the employer’s payroll are
compensation should be deleted. This is
based on the removal of this language
from the Internal Revenue Code in 1983.
The commentator also suggested that
§ 31.3231(e)-1(a)(4) providing that
compensation includes payments for
time lost should be deleted. These
provisions are included in the existing
regulations. The Railroad Retirernent
Solvency Act of 1983 significantly
amended the definition of ;
compensation, changing the inclusion of
items to a “paid basis’’ from an “earned
basis" and providing the present two
tiered structure. Prior to the 1983 Act,
statutory language specifically provided
for the presumption and the inclusion of
payments for time lost. In amending the
definition of compensation, the 1983
Act did not reenact the statutory
language. The legislative history does
not indicate that Congress intended to
exclude payments for time lost from
compensation or negate the
presumption that payments made
through an employer’s payroll are
compensation. Therefore, these
suggestions were not adopted.

A suggestion was also made to delete
the reference to *‘earned” in proposed
§ 31.3231(e)-1(a)(3). Because section
3231 was amended to shift the focus
from when compensation was earned to
when compensation was paid, this
suggestion has been adopted.

inally, one commentator suggested
adding a reference that compensation
does not include supplemental
unemployment compensation benefits
(SUB-pay). There is no specific statutory




