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Statement by Treasury Secretary Snow
and Commerce Secretary Evans on the Internet Tax Moratorium

Treasury Secretary John Snow and Commerce Secretary Don Evans made the
following statement today after the House Judiciary Committee approved legislation
to extend the Internet Tax moratorium. Earlier this year, Secretary Snow and
Secretary Evans sent a letter to Congress urging them to act quickly to extend the
Internet Tax moratorium.

"The Internet is an innovative force that opens vast potential economic and social
benefits of e-commence and enables such applications as distance learning,
telemedicine,

e-business, e-government and precision farming. Government must not slow the
rollout of Internet services by creating administrative barriers or imposing new
access taxes. Nor should government stifle e-commerce through multiple or
discriminatory taxes.

Today's Committee vote is welcome news and will help ensure that the full
Congress will have time to pass, and the President to sign, legislation extending the
moratorium before it expires on November 1, 2003."

http://www.treas.gov/press/releases/js566.htm 4/27/2005
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July 16, 2003
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Treasury and IRS Propose Comprehensive Rules for 401(k) Plans

Today, the Treasury Department and the IRS proposed regulations governing 401
(k) plans. The 401(k) plan is the most common type of employer-sponsored
retirement plan, providing retirement income security for millions of American
workers and their families. The regulations apply to plans that permit employees to
make pre-tax contributions and to plans that have employer matching contributions
or employee after-tax contributions.

The existing regulations covering these plans were last updated in 1994.

Since then, there have been significant statutory changes. The new proposed
regulations will replace the current regulations, incorporate the guidance issued
since 1994, and address open issues.

"The proposed rules are the result of years of gathering useful and much
appreciated insights from the retirement plan community," stated Treasury
Assistant Secretary for Tax Policy Pam Olson. "Our goal with the proposed ruies is
to put all the rules in one place and resolve a number of open matters. Ending
uncertainty will make it easier for employers to sponsor plans to help employees
save for their retirement and will assist administrators who are charged with
ensuring that their plans adhere to all the Internal Revenue Code requirements that
apply to employer plans.”

When finalized, the proposed regulations will update and simplify many of the
current rules for 401(k) plans. In addition, the new regulations will strengthen the
nondiscrimination rules that ensure benefits for rank-and-file employees. The
proposed regulations will require certain employer contributions to be spread over a
large group of rank-and-file employees before they can boost the ability of high-paid
employees to defer income under the plan.

The proposed regulations will be effective for plan years that begin 12 months after
they are issued in final form.

Related Documents:

e The text of the proposed regulations

hitp://www.treas.gov/press/releases/js567.htm 4/27/2005
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DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Part 1

[REG-108639-99]

RINs 1545-AX26, 1545-AX43

Retirement plans; Cash or deferred arrangements under section 401(k) and matching
contributions or employee contributions under section 401(m) Regulations

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTION: Notice of proposed rulemaking and notice of public hearing.

SUMMARY: This document contains proposed regulations that would provide guidance
for certain retirement plans containing cash or deferred arrangements under section
401(k) and providing for matching contributions or employee contributions under section
401(m). These regulations affect sponsors of plans that contain cash or deferred
arrangements or provide for employee or matching contributions, and participants in
these plans. This document also contains a notice of public hearing on these proposed
regulations.

DATES: Written and electronic comments and requests to speak (with outlines of oral
comments) at a public hearing scheduled for November 12, 2003, must be received by
October 22, 2003.

ADDRESSES: Send submissions to: CC:PA:RU (REG-108639-99), room 5226, Internal

Revenue Service, POB 7604, Ben Franklin Station, Washington, DC 20044.
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Submissions may be hand delivered Monday through Friday between the hours of 8
a.m. and 4 p.m. to: CC:PA:RU (REG-108639-99), Courier’s Desk, Internal Revenue
Service, 1111 Constitution Avenue, NW., Washington, DC. Alternatively, taxpayers
may submit comments electronically via the Internet directly to the IRS Internet site at:
www.irs.gov/regs. The public hearing will be held in the IRS Auditorium (7th Floor),
Internal Revenue Building, 1111 Constitution Avenue, NW., Washington, DC.
FOR FURTHER INFORMATION CONTACT: Concerning the regulations, R. Lisa Mojiri-
Azad or John T. Ricotta at (202) 622-6060 (not a toll-free number); concerning
submissions and the hearing, and/or to be placed on the building access list to attend
the hearing, Lanita Van Dyke, (202) 622-7180 (not a toll-free number).
SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collections of information contained in this notice of proposed rulemaking
have been submitted to the Office of Management and Budget for review in accordance
with the Paperwork Reduction Act of 1995 (44 U.S.C. 3507(d)). Comments on the
collections of information should be sent to the Office of Management and Budget, Attn:
Desk Officer for the Department of the Treasury, Office of Information and Regulatory
Affairs, Washington, DC 20503, with copies to the Internal Revenue Service, Attn: IRS
Reports Clearance Officer, W:CAR:MP:T:T:SP Washington, DC 20224. Comments on
the collections of information should be received by Septermber 15, 2003. Comments

are specifically requested concerning:
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Whether the proposed collections of information are necessary for the proper
performance of the functions of the IRS, including whether the information will have
practical utility;

The accuracy of the estimated burden associated with the proposed collection of
information (see below);

How the quality, utility, and clarity of the information to be collected may be
enhanced;

How the burden of complying with the proposed collection of information may be
minimized, including through the application of automated collection techniques or other
forms of information technology; and

Estimates of capital or start-up costs and costs of operation, maintenance, and
purchase of services to provide information.

The collections of information in these proposed regulations are contained in
§§1.401(k)-1(d)(3)(iii)(C), 1.401(k)-2(b)(3), 1.401(k)-3(d), 1.401(k)-3(f), 1.401(k)-3(g),
1.401(k)-4(d)(3), 1.401(m)-3(e), 1.401(m)-3(g) and 1.401(m)-3(h). The information
required by §§1.401(k)-3(d), 1.401(k)-3(f), 1.401(k)-3(g), 1.401(m)-3(e), 1.401(m)-3(g)
and 1.401(m)-3(h) is required by the IRS to comply with the requirements of sections
401(k)(12)(D) and 401(m)(11)(A)(ii) regarding notices that must be provided to eligible
participants to apprize them of their rights and obligations under certain plans. This
information will be used by participants to determine whether to participate in the plan,
and by the IRS to confirm that the plan complies with applicable qualification
requirements to avoid adverse tax consequences. The information required by

§1.401(k)-4(d)(3) is required by the IRS to comply with the requirements of section
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401(k)(11)(B)(iii)(Il) regarding notices that must be provided to eligible participants to
apprize them of their rights and obligations under certain plans. This information will be
used by participants to determine whether to participate in the plan, and by the IRS to
confirm that the plan complies with applicable qualification requirements to avoid
adverse tax consequences. The information required by §1.401(k)-2(b)(3) will be used
by employees to file their income tax returns and by the IRS to assess the correct
amount of tax. The information provided under §1.40(k)-1(d)(3)(iii)(C) will be used by
employers in determining whether to make hardship distributions to participants. The
collections of information are mandatory. The respondents are businesses or other for-
profit institutions, and nonprofit institutions.

Estimated total annual reporting burden: 26,500 hours.

The estimated annual burden per respondent is 1 hour, 10 minutes.

Estimated number of respondents: 22,500.

The estimated annual frequency of responses: On occasion.

An agency may not conduct or sponsor, and a person is not required to respond
to, a collection of information unless it displays a valid control number assigned by the
Office of Management and Budget.

Books or records relating to a collection of information must be retained as long
as their contents may become material in the administration of any internal revenue law.
Generally, tax returns and tax return information are confidential, as required by 26
U.S.C. 6103.

Background
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This document contains proposed new comprehensive regulations setting forth
the requirements (including the nondiscrimination requirements) for cash or deferred
arrangements under section 401(k) and for matching contributions and employee
contributions under section 401(m) of the Internal Revenue Code (Code).

Comprehensive final regulations under sections 401(k) and 401(m) of the Code
were last published in the Federal Register in TD 8357 (published August 9, 1991) and
TD 8376 (published December 2, 1991) and amended by TD 8581 published on
December 22, 1994. Since 1994, many significant changes have been made to
sections 401(k) and 401(m) by the Small Business Job Protection Act of 1996, Public
Law 104-188 (110 Stat. 1755) (SBJPA), the Taxpayer Relief Act of 1997, Public Law
105-34 (111 Stat. 788) (TRA ‘97), and the Economic Growth and Tax Relief
Reconciliation Act of 2001, Public Law 107-16 (115 Stat. 38) (EGTRRA).

The most substantial changes to the section 401(k) and section 401(m)
provisions were made to the methodology for testing the amount of elective
contributions, matching contributions, and employee contributions for nondiscrimination.
Section 401(a)(4) prohibits discrimination in contribution or benefits in favor of highly
compensated employees (within the meaning of section 414(q)) (HCEs). Section 401(k)
provides a special nondiscrimination test for elective contributions under a cash or
deferred arrangement that is part of a profit-sharing plan, stock bonus plan, pre-ERISA
money purchase plan, or rural cooperative plan, called the actual deferral percentage
(ADP) test. Section 401(m) provides a parallel test for matching contributions and
employee contributions under a defined contribution plan, called the actual contribution

percentage (ACP) test. These special nondiscrimination standards are provided in
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recognition of the fact that the amount of elective contributions and employee
contributions (and corresponding matching contributions) is determined by the
employee's utilization of the contribution opportunity offered under the plan. This is in
contrast to the situation in other defined contribution plans where the amount of
contributions is determined by the amount the employer decides to contribute.

Sections 401(k) and 401(m) provide alternative methods for satisfying the
applicable nondiscrimination rules: a mathematical comparison and a number of
design-based methods. The inherent variation in the amount of contributions among
employees noted above, and the fact that the economic situation of HCEs may make
them more likely to make elective or employee contributions, means that the usual
nondiscrimination test under section 401(a)(4) -- under which for each HCE with a
contribution level there must be a specified number of nonhighly compensated
employees (NHCESs) with equal or greater contributions -- is not appropriate. Instead,
average rates of contribution are used in the ADP and ACP tests (with a built-in
differential permitted for HCEs) and minimum standards for nonelective or matching
contributions are provided in the design-based alternatives.

Prior to the enactment of SBJPA, sections 401(k) and 401(m) provided only for
mathematical comparison. Specifically, the ADP and ACP tests compare the average
of the rates of contributions of the HCEs to the average of the rates of contributions of
the NHCEs. For this purpose, the rate of contributions for an employee is the amount of
contributions for an employee divided by the employee’s compensation for the plan
year. These tests are satisfied if the average rate of HCE contributions does not

exceed 1.25 times the average rate of contributions of the NHCEs. Alternatively, these
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tests are satisfied if the average rate of HCE contributions does not exceed the average
rate of contributions of the NHCEs t;y more than 2 percentage points and is no more
than 2 times the average rate of contributions of the NHCEs. To the extent that these
tests are not satisfied, the statute provides for correction through distribution to HCEs
(or forfeiture of nonvested matching contributions) or, to the extent provided in
regulations, recharacterization of elective contributions as after-tax contributions. In
addition, to the extent provided in regulations, nonelective contributions can be made to
NHCEs and elective contributions and certain matching contributions can be moved
between the ADP and ACP tests, in order the reduce the discrepancy between the
average rates of contribution for the HCEs and the NHCEs.

SBJPA added design-based alternative methods of satisfying the ADP and ACP
tests. Under these methods, if a plan meets certain contribution and notice
requirements, the plan is deemed to satisfy the nondiscrimination rules without regard to
actual utilization of the contribution opportunity offered under the plan. These
regulations reflect this change and the other changes that were made to sections 401(k)
and 401(m) under SBJPA, TRA ‘97 and EGTRRA since the issuance of final regulations
under those sections.

SBJPA made the following significant changes affecting section 401(k) and

section 401(m) plans:

The ADP test and ACP test were amended to allow the use of prior year data for
NHCEs.

The method of distributing to correct failures of the ADP test or ACP test was
changed to require distribution to the HCEs with the highest contributions.
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Tax-exempt organizations and Indian tribal governments are permitted to
maintain section 401(k) plans.

A safe harbor alternative to the ADP test and ACP test was introduced in order to
provide a design-based method to satisfy the nondiscrimination tests.

The SIMPLE 401(k) plan (an alternative design-based method to satisfy the
nondiscrimination tests for small employers that corresponds to the provisions of
section 408(p) for SIMPLE IRA plans by providing for smaller contributions) was
added.

A special testing option was provided for plans that permit participation before
employees meet the minimum age and service requirements, in order to
encourage employers to permit employees to start participating sooner.

TRA ‘97 made the following significant changes affecting section 401(k) and

section 401(m) plans:

State and local governmental plans are treated ‘as automatically satisfying the
ADP and ACP tests.

Matching contributions for self-employed individuals are no longer treated as
elective contributions.

EGTRRA made the following significant changes affecting section 401(k) and
section 401(m) plans:

Catch-up contributions were added to provide for additional elective contributions
for participants age 50 or older.

The Secretary was directed to change the section 401(k) regulations to shorten
the period of time that an employee is stopped from making elective contributions
under the safe harbor rules for hardship distributions.

Beginning in 2006, section 401(k) plans will be permitted to allow employees to
designate their elective contributions as “Roth contributions” that will be subject
to taxation under the rules applicable to Roth IRAs under section 408A.

Section 401(k) plans using the design-based safe harbor and providing no
additional contributions in a year are exempted from the top-heavy rules of
section 416.
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Distributions from section 401(k) plans are permitted upon “severance from

employment” rather than “separation from service.”

The multiple use test specified in section 401(m)(9) is repealed.

Faster vesting is required for matching contributions

Matching contributions are taken into account in satisfying the top-heavy

requirements of section 416.

In addition, since publication of the final regulations, a number of items of
guidance affecting section 401(k) and section 401(m) plans addressing these statutory
changes and other items have been issued by the IRS, including:

Notice 97-2 (1997-1 C.B. 348) provided initial guidance on prior year ADP and

ACP testing and guidance on correction of excess contributions and excess

aggregate contributions, including distribution to the HCEs with the highest

contributions.

Rev. Proc. 97-9 (1997-1 C.B. 624) provided model amendments for SIMPLE
401(k) plans.

Notice 98-1 (1998-1 C.B. 327) provided additional guidance on prior year testing
issues.

Notice 98-52 (1998-2 C.B. 632) and Notice 2000-3 (2000-1 C.B. 413) provided
guidance on safe harbor section 401(k) plans.

Rev. Rul. 2000-8 (2000-1 C.B. 617) addressed the use of automatic enrollment
features in section 401(k) plans.

Notice 2001-56 (2001-2 C.B. 277) and Notice 2002-4 (2002-2 |.R.B. 298)
provided initial guidance related to the changes made by EGTRRA.
These items of guidance are incorporated into these proposed regulations with some
modifications and the proposed regulations have been reorganized as indicated in the

tables of contents at proposed §§1.401(k)-0 and 1.401(m)-0. Treasury and the IRS
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believe that a single restatement of the section 401(k) and section 401(m) rules serves
the interests of plan sponsors, third-party administrators, plan participants, and plan
beneficiaries.

The process of reviewing and integrating all existing administrative guidance
under sections 401(k) and 401(m) has led Treasury and the IRS to reconsider certain
rules and to propose certain changes in those rules. To the extent practicable, this
preamble identifies the substantive changes and explains the underlying analysis. In
many cases, the changes will clarify or simplify existing guidance and will reduce plan
administrative burdens.

Treasury and the IRS appreciate the fact that plan sponsors and third-party
administrators have developed systems and practices in the application of existing
administrative guidance to the design and operation of section 401(k) and section
401(m) plans. In many cases, the details of these systems and practices have been
determined through a plan sponsor’s or administrator’s interpretation of specific terms in
existing guidance or, where no guidance has been provided, through a plan sponsor’s
or administrator’s best legal and practical judgment. As a result, these systems and
practices may differ from administrator to administrator, from sponsor to sponsor, or
from plan to plan.

Treasury and the IRS also recognize that certain of the substantive changes in
these proposed regulations will require changes in plan design or plan operation.
However, the proposed regulations are not otherwise intended to require significant
changes in plan systems and practices that were developed under existing guidance

and that conform to the requirements of sections 401(k) and 401(m). Therefore,
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Treasury and the IRS specifically request that plan sponsors and third-party
administrators comment on points where the proposed regulations might have the
unintended effect of requiring a change to plan systems or practices so that Treasury
and the IRS can further evaluate whether such a change is in fact appropriate or
whether Treasury and the IRS should instead make an adjustment in the final
regulations.
Explanation of Provisions

1. Rules Applicable to All Cash or Deferred Arrangements

Section 401(k)(1) provides that a profit-sharing, stock bonus, pre-ERISA money
purchase or rural cooperative plan will not fail to qualify under section 401(a) merely
because it contains a qualified cash or deferred arrangement. Section 1.401(k)-1 would
set forth the general definition of a cash or deferred arrangement (CODA), the additional
requirements that a CODA must satisfy in order to be a qualified CODA, and the
treatment of contributions made under a qualified or nonqualified CODA.

As under the existing final regulations, a CODA is defined as an arrangement
under which employees can make a cash or deferred election with respect to
contributions to, or accruals or benefits under, a plan intended to satisfy the
requirements of section 401(a). A cash or deferred election is any direct or indirect
election by an employee (or modification of an earlier election) to have the employer
either: 1) provide an amount to the employee in the form of cash or some other taxable
benefit that is not currently available; or 2) contribute an amount to a trust, or provide an
accrual or other benefit, under a plan deferring the receipt of compensation. A cash or

deferred election can include a salary reduction agreement, but the specific reference to
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a salary reduction agreement has been eliminated as unnecessary. In addition, the
proposed regulations would incorporate prior guidance on automatic enroliment, and
thus would reflect the fact that a CODA can specify that the default that applies in the
absence of an affirmative election by an employee can be a contribution to a trust, as
described in Rev. Rul. 2000-8.

The proposed regulations would continue to provide that the definition of a CODA
excludes contributions that are treated as after-tax employee contributions at the time of
the contribution and contributions made pursuant to certain one-time irrevocable
elections, but would also specify that a CODA does not include an arrangement under
which dividends paid to an ESOP are either distributed to a participant or reinvested in

employer securities in the ESOP pursuant to an election by the participant or beneficiary

! The Department of Labor has advised Treasury and the IRS that, under Title |
of the Employee Retirement Income Security Act of 1974 (ERISA), fiduciaries of a plan
must ensure that the plan is administered prudently and solely in the interest of plan
participants and beneficiaries. While ERISA section 404(c) may serve to relieve certain
fiduciaries from liability when participants or beneficiaries exercise control over the
assets in their individual accounts, the Department of Labor has taken the position that
a participant or beneficiary will not be considered to have exercised control when the
participant or beneficiary is merely apprised of investments that will be made on his or
her behalf in the absence of instructions to the contrary. See 29 CFR 2550.404c-1 and
57 FR 46924.
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under section 404(k)(2)(A)(iii) as added by EGTRRA.

The proposed regulations would also specify that a contribution is made pursuant
to a cash or deferred election only if the contribution is made after the election is made.
Thus, a contribution made in anticipation of an employee’s election is not treated as an
elective contribution. Similarly, the regulations would provide that a contribution is
made pursuant to a cash or deferred election only if the contribution is made after the
employee’s performance of services which relate to the compensation that, but for the
election, would be paid to the employee. (If the payment of compensation would have
preceded the performance of services, a contribution made no earlier than the date the
compensation would have been paid, but for the election, is also treated as made
pursuant to a cash or deferred election). Accordingly, amounts contributed in
anticipation of future performance of services generally would not be treated as elective
contributions under section 401(k). These restrictions on the timing of contributions are
consistent with the fundamental premise of elective contributions, that these are
contributions that are paid to the plan as a result of an employee election not to receive
those amounts in cash. Moreover, ensuring that contributions are made after the
employee’s election furthers plan administrability.

The deductibility of these prefunded elective contributions (as well as prefunded
matching contributions) for the taxable year in which the contribution was made was
addressed in Notice 2002-48 (2002-29 |.R.B.139). In that notice, the IRS indicated that
it was reviewing issues other than the deductibility of prefunded contributions but,
pending additional guidance, would not challenge the deductibility of the contributions

provided actual payment is made during the taxable year for which the deduction is
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claimed and the amount deducted does not exceed the applicable limit under section
404(a)(3)(A)(i). After considering this issue, the IRS and Treasury have concluded that
the prefunding of elective contributions and matching contributions is inconsistent with
sections 401(k) and 401(m). Thus, under these proposed regulations, an employer
would not be able to prefund elective contributions to accelerate the deduction for
elective contributions. Once these regulations are finalized, employer contributions
made under the facts in Notice 2002-48 would no longer be permitted to be taken into
account under the ADP test or the ACP test and would not satisfy any plan requirement
to provide elective contributions or matching contributions.

2. Qualified CODAs

A. General rules relating to qualified CODAs

Elective contributions under a qualified CODA are treated as employer
contributions and generally are not included in the employee’s gross income at the time
the cash would have been received (but for the cash or deferred election), or at the time
contributed to the plan. Elective contributions under a qualified CODA are included in
the employee’s gross income however, if the contributions are in excess of the section
402(g) limit for a year, are designated Roth contributions (under section 402A, effective
for tax years beginning after December 31, 2005) or are recharacterized as after-tax
contributions as part of a correction of an ADP test failure.

A CODA is not qualified unless it is part of a profit sharing plan, stock bonus plan,
pre-ERISA money purchase plan, or rural cooperative plan and provides for an election
between contributions to the plan or payments directly in cash. In addition, a CODA is

not qualified unless it meets the following requirements: 1) the elective contributions



_15—
under the CODA satisfy either the ADP test set forth in section 401(k)(3) or one of the
design-based alternatives in section 401(k)(11) or (12); 2) elective contributions under
the CODA are nonforfeitable at all times; 3) elective contributions are distributable only
on the occurrence of certain events, including attainment of age 592, hardship, death,
disability, severance from employment, or termination of the plan; 4) the group of
employees eligible to participate in the CODA satisfies the coverage requirements of
section 410(b)(1); 5) no other benefit (other than matching contributions or another
specified benefit) is conditioned, directly or indirectly, upon the employee’s making or
not making elective contributions under the CODA; and 6) no more than 1 year of
service is required for eligibility to elect to make a cash or deferred election.

Subject to certain exceptions, State and local governmental plans are not
allowed to include a qualified CODA. Plans sponsored by Indian tribal governments and
rural cooperatives are allowed to include a qualified CODA.

B. Nondiscrimination rules applicable to CODAs

As under the existing regulations, the proposed regulations would provide that
the special nondiscrimination standards set forth in section 401(k) are the exclusive
means by which a qualified CODA can satisfy the nondiscrimination in amount of
contribution requirement of section 401(a)(4). These special nondiscrimination
standards now include: the ADP test, the ADP safe harbor and the SIMPLE 401(k) plan.
Pursuant to section 401(k)(3)(G), a State or local governmental plan is deemed to
satisfy the ADP test.

In addition, as under existing regulations, the plan must satisfy the requirements

of §1.401(a)(4)-4 with respect to the nondiscriminatory availability of benefits, rights and
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features, including the availability of each level of elective contributions, matching
contributions, and after-tax employee contributions. The provisions of the existing
regulations related to compliance with sections 410(b) and 401(a)(4) would be revised
to clarify the relationship of the rules under sections 410(b) and 401(a)(4) to the
requirements for a qualified CODA and to remove redundant provisions. Except as
provided below, however, these rules are substantively unchanged.

These proposed regulations are designed to provide simple, practical rules that
accommodate legitimate plan changes. At the same time, the rules are intended to be
applied by employers in a manner that does not make use of changes in plan testing
procedures or other plan provisions to inflate inappropriately the ADP for NHCEs (which
is used as a benchmark for testing the ADP for HCESs) or to otherwise manipulate the
nondiscrimination testing requirements of section 401(k). Further, these
nondiscrimination requirements are part of the overall réquirement that benefits or
contributions not discriminate in favor of HCEs. Therefore, a plan will not be treated as
satisfying the requirements of section 401(k) if there are repeated changes to plan
testing procedures or plan provisions that have the effect of distorting the ADP so as to
increase significantly the permitted ADP for HCEs, or otherwise manipulate the
nondiscrimination rules of section 401(k), if a principal purpose of the changes was to
achieve such a result.

C. Aggregation and disaggreqgation of plans

The proposed regulations would consolidate the rules in the existing regulations
regarding identification of CODAs and plans for purposes of demonstrating compliance

with the requirements of section 401(k). As under the existing regulations, all CODAs
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included in a plan are treated as a single CODA for purposes of applying the
nondiscrimination tests. For this purpose, a plan is generally defined by reference to
§1.410(b)-7(a) and (b) after application of the mandatory disaggregation rules of
§1.410(b)-7(c) (other than the mandatory disaggregation of section 401(k) and section
401(m) plans) and permissive aggregation rules of §1.410(b)-7(d), as modified under
these regulations. For example, if a plan covers collectively bargained employees and
noncollectively bargained employees, the elective contributions for the separate groups
of employees must be subject to separate nondiscrimination tests under section 401(k).

The proposed regulations would also retain the special rules in the existing regulations
that permit the aggregation of certain employees in different collective bargaining units
and the prohibition on restructuring under §1.401(a)(4)-9(c).

The proposed regulations would change the treatment of a CODA under a plan
which includes an ESOP. Section 1.410(b)-7(c)(2) provides that the portion of a plan
that is an ESOP and the portion that is not an ESOP are treated as separate plans for
purposes of section 410(b) (except as provided in §54.4975-11(e)). Accordingly, under
the existing regulations, such a plan must apply two separate nondiscrimination tests:
one for elective contributions going into the ESOP portion (and invested in employer
stock) and one for elective contributions going in the non-ESOP portion of the plan. The
additional testing results in increased expense and administrative difficulty for the plan
and creates the possibility that the ESOP portion or the non-ESOP portion may fail the
ADP test or ACP test because HCEs may be more or less likely to invest in employer
securities than NHCEs.

Since the issuance of the existing regulations, the use of an ESOP as the
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employer stock fund in a section 401(k) plan has become much more widespread. In
light of this development, the proposed regulations would eliminate disaggregation of
the ESOP and non-ESOP portions of a single section 414(l) plan for purposes of ADP
testing. The same rule would apply for ACP testing under section 401(m). In addition,
the proposed regulations would provide that, for purposes of applying the ADP test or
the ACP test, an employer could permissively aggregate two section 414(l) plans, one
that is an ESOP and one that is not.

However, the exception to mandatory disaggregation of ESOPs from non-ESOPs
set forth in these proposed regulations would not apply for purposes of satisfying
section 410(b). Accordingly, the group of eligible employees under the ESOP and non-
ESOP portions of the plan must still separately satisfy the requirements of sections
401(a)(4) and 410(b).

The proposed regulations would also provide that a single testing method must
apply to all CODAs under a plan. This has the effect of restricting an employer’s ability
to aggregate section 414(l) plans for purposes of section 410(b), if those plans apply
inconsistent testing methods. For example, a plan that applies the ADP test of section
401(k)(3) may not be aggregated with a plan that uses the ADP safe harbor of section
401(k)(12) for purposes of section 410(b).

D. Restrictions on withdrawals

As discussed above, a qualified CODA must provide that elective contributions
may only be distributed after certain events, including hardship and severance from
employment. EGTRRA amended section 401(k)(2)(B)(i)(I) by replacing “separation

from service” with “severance from employment.” This change eliminated the “same
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desk rule” as a standard for distributions under section 401(k) plans.

In addition, EGTRRA amended Code section 401(k)(10) by deleting disposition
by a corporation of substantially all of the assets of a trade or business and disposition
of a corporation’s interest in a subsidiary, leaving termination of the plan as the only
distributable event described in section 401(k)(10). Finally, EGTRRA directs the
Secretary of the Treasury to revise the regulations relating to distributions under section

401(k)(2)(B)(i)(IV) to provide that the period during which an employee is prohibited
from making elective and employee contributions following a hardship distribution is 6
months (instead of 12 months as required under §1.401(k)-1(d)(2)(iv)(B)(4) of the
existing regulations).?

Notice 2001-56 and Notice 2002-4 provided guidance on these EGTRRA
changes to the distribution rules for elective contributions. That guidance is incorporated
in these proposed regulations. In connection with the change to severance from
employment, comments are requested on whether a change in status from employee to
leased employee described in section 414(n) should be treated as a severance from

employment that would permit a distribution to be made. In addition, the proposed

2 Under section 402(c), as amended by the IRS Restructuring and Reform Act of
1998, Public Law 105-206 (112 Stat. 685), and EGTRRA, a hardship distribution is not
an eligible rollover distribution. While the change affects distributions from a section
401(k) plan, there is no specific reference to the change in these proposed regulations
because these regulations are under sections 401(k) and 401(m).
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regulations do not include reference to “retirement” (included in the existing regulation)
as an event allowing distribution because retirement is not listed in the statute, and is
subsumed by severance from employment.

In addition to the statutory changes, the rules relating to hardship distributions
have been reorganized in order to clarify certain ambiguities, including the relationship
between the generally applicable rules, employee representations, and the safe harbors
provided under the existing regulations. The existing regulations set forth two basic
requirements (i.e., the employee has an immediate and heavy financial need and the
distribution is necessary to satisfy that need) followed by safe harbor provisions. The
proposed regulations would retain those basic requirements, but would clarify that each
safe harbor is separately applicable to each basic requirement. In addition, the
proposed regulations would provide that an employee representation used for purposes
of determining that a distribution is necessary to satisfy an immediate and heavy
financial need must provide that the need cannot reasonably be relieved by any
available distribution or nontaxable plan loan (even if the distribution or loan would not
be sufficient to satisfy the financial need), but need not provide that a loan from a
commercial source will be taken if no such loan in an amount sufficient to satisfy the
need is available on reasonable commercial terms.

The proposed regulations would also modify the existing regulations to add other
types of defined contribution plans to the list of plans that an employer may maintain
after the termination of the plan that contains the qualified CODA while still providing for
distribution of elective contributions upon plan termination. The list of such plans has

been expanded to include not only an ESOP and a SEP, but also a SIMPLE IRA plan, a
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plan or contract that satisfies section 403(b) and a section 457 plan.

Finally, under the existing regulations, a plan that receives a plan-to-plan transfer
that includes elective contributions, QNECs, or QMACs, must provide that the
restrictions on withdrawals continue after the transfer. These proposed regulations
would also make explicit a requirement that the transferor plan will fail to comply with
the restrictions on withdrawals if it transfers elective contributions, QNECs, or QMACs
to a plan that does not provide for these restrictions. However, a transferor plan will not
fail to comply with this requirement if it reasonably concludes that the transferee plan
provides for restrictions on withdrawals. What constitutes a basis for a reasonable
conclusion would be comparable to the rules related to acceptance of rollover
distributions. See §1.401(a)(31)-1, A-14.

E. Other rules for qualified CODAs

The proposed regulations would generally retain the additional requirements set
forth in the existing regulations that a CODA must satisfy in order to be qualified, with
some modifications. First, in order to be a qualified CODA the arrangement must
provide an employee with an effective opportunity to elect to receive the amount in cash
no less than once during the plan year. Under the proposed regulations, whether an
employee has an effective opportunity is determined based on all the relevant facts and
circumstances, including notice of the availability of the election, the period of time
before the cash is currently available during which an election may be made, and any
other conditions on elections.

The proposed regulations would also provide that a plan must provide for

satisfaction of one of the specific nondiscrimination alternatives described in section
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401(k). As with the existing regulations, the plan may accomplish this by incorporating
by reference the ADP test of section 401(k)(3) and the regulations under proposed
§1.401(k)-2, if that is the nondiscrimination alternative being used. If, with respect to the
nondiscrimination alternative being used there are optional choices, the plan must
provide which of the optional choices will apply. For example, a plan that uses the ADP
test of section 401(k)(3) must specify whether it is using the current year testing method
or prior year testing method. Additionally, a plan that uses the prior year testing method
must specify whether the ADP for eligible NHCEs for the first plan year is 3% or the
ADP for the eligible NHCEs for the first plan year. Similarly, a plan that uses the safe
harbor method must specify whether the safe harbor contribution will be the nonelective
safe harbor contribution or the matching safe harbor contribution and is not permitted to
provide that ADP testing will be used if the requirements for the safe harbor are not
satisfied. The safe harbors are intended to provide employees with a minimum
threshold in benefits in exchange for easier compliance for the plan sponsor. It would
be inconsistent with this approach to providing benefits to allow an employer to deliver
smaller benefits to NHCEs and revert to testing.

The proposed regulations would retain the existing rules relating to the section
401(k)(4)(A) prohibition on having benefits (other than a match) contingent on making or
not making an elective contribution. However, the proposed regulations would specify
that, in the case of a benefit that requires an amount to be withheld from an employee’s
pay, an employer is not violating the section 401(k)(4)(A) contingent benefit rule merely
because the CODA restricts elective contributions to amounts available after such

withholding from the employee’s pay (after deduction of all applicable income and
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employment taxes). In addition, these proposed regulations also reflect the amendment
to section 416(c)(2)(A) under which matching contributions can be taken into account
for purposes of satisfying the top-heavy minimum contribution requirement without
violating the prohibition on making benefits contingent on making or not making elective
contributions.

To reflect the amendment of section 401(k)(4)(B) by SBJPA to allow tax exempt
organizations to maintain section 401(k) plans, the proposed regulations would also
eliminate the provision prohibiting a tax-exempt employer from adopting a section
401(k) plan.

As under the existing final regulations, these proposed regulations would provide
that a partnership is permitted to maintain a CODA, and individual partners are
permitted to make cash or deferred elections with respect to compensation attributable
to services rendered to the entity, under the same rules that apply to common-law
employees. This rule has been extended to sole proprietors. The provisions of these
regulations also reflect the enactment of section 402(g)(8) (initially section 402(g)(9) as
enacted by TRA ‘97) providing that matching contributions with respect to partners and
sole proprietors are no longer treated as elective contributions.

3. Nonqualified CODAs

The proposed regulations would generally retain the rules in the existing
regulations applicable to a nonqualified CODA (i.e., a CODA that fails one or more of
the applicable requirements to be a qualified CODA). Because elective contributions
under such an arrangement are not entitled to the constructive receipt relief set forth in

section 402(e)(3), the contributions are currently taxable to the employee. In addition,
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the plan to which such contributions are made must satisfy any nondiscrimination
requirements that would otherwise apply under section 401(a)(4).

4. The Actual Deferral Percentage (ADP) Test

A. General rules relating to the ADP test

Section 1.401(k)-2 sets forth the rules for a CODA that is applying the ADP test
contained in section 401(k)(3). Under the ADP test, the percentage of compensation
deferred for the eligible HCEs is compared annually to the percentage of compensation
deferred for eligible NHCEs, and if certain limits are exceeded by the HCEs, corrective
action must be taken by the plan. Correction can be made through the distribution of
excess contributions, the recharacterization of excess contributions, or the contribution
of additional employer contributions.

Section 401(k)(3)(A), as amended by SBJPA, generally provides for the use of
prior year data in determining the ADP of NHCEs, while current year data is used for
HCEs. This testing option is referred to as the prior year testing method. Alternatively,
a plan may provide for the use of current year data for determining the ADPs for both
NHCEs and HCEs, which is known as the current year testing method. The proposed
regulations would use the term applicable year to describe the year for which the ADP is
determined for the NHCEs.

Section 401(k)(3)(F), as added by SBJPA, provides that a plan benefitting
otherwise excludable employees and that, pursuant to section 410(b)(4)(B), is being
treated as two separate plans for purposes of section 410(b), is permitted to disregard
NHCEs who have not met the minimum age and service requirements of section

410(a)(1)(A). Thus, the proposed regulations would permit such a plan to perform the



_25_
ADP test by comparing the ADP for all eligible HCEs for the plan year and the ADP of
eligible NHCEs for the applicable year, disregarding all NHCEs who have not met the
minimum age and service requirements of section 410(a)(1)(A). The proposed
regulations treat this rule as permissive. Accordingly, the new statutory provision does
not eliminate the existing testing option under which a plan benefitting otherwise
excludable employees is disaggregated into separate plans where the ADP test is
performed separately for all eligible employees who have completed the minimum age
and service requirements of section 410(a)(1)(A) and for all eligible employees who
have not completed the minimum age and service requirements of section 410(a)(1)(A).

B. Elective contributions used in the ADP test

The proposed regulations would generally follow the existing regulations in
defining which elective contributions are reflected in the ADP test and which ones are
not. The proposed regulations would reflect the rule contained in the regulations under
section 414(v), under which catch-up contributions that are in excess of a statutory limit
or an employer-provided limit are not taken into account under the ADP test. See
§1.414(v). In addition, the proposed regulations would incorporate the rule in
§1.402(g)-1 that provides excess deferrals that are distributed are still taken into
account under the ADP test (with the exception of deferrals made by NHCEs that were
in violation of section 401(a)(30)). The proposed regulations retain the rule that elective
contributions must be paid to the trust within 12 months after the end of the plan year.
However, for plans subject to Title | of ERISA, contributions must be paid to the trust
much sooner in order to satisfy the Department of Labor’s regulations relating to when

elective contributions become plan assets.



—26—

Section 401(k)(3) provides that the actual deferral ratio (ADR) of an HCE who is
eligible to participate in 2 or more CODAs of the same employer is calculated by
treating all CODAs in which the employee is eligible to participate as one CODA. The
existing regulations implement this rule by aggregating the elective contributions of such
an HCE for all plan years that end with or within a single calendar year. This can yield
an inappropriate result if the plan years are different, because more than 12 months of
elective contributions could be included in an employee’s ADR. These proposed
regulations would modify this rule to provide that the ADR for each HCE participating in
more than one CODA is determined by aggregating the HCE'’s elective contributions
that are within the plan year of the CODA being tested. In addition, the definition of
period of participation for purposes of determining compensation would be maodified to
take into account periods of participation under another plan where the elective
contributions must be aggregated for an HCE. As a result, even in the case of plans
with different plan years, each of the employer's CODAs will use 12 months of elective
contributions and 12 months of compensation in determining the ADR for an HCE who
participates in multiple arrangements.

The proposed regulations would retain the rule in the existing regulations that
provides that the HCE aggregation of elective contributions under CODAs does not
apply where the CODAs are within plans that cannot be aggregated under §1.410(b)-
7(d), but only after applying the modifications to the section 410(b) aggregation and
disaggregation rules for section 401(k) plans provided in the proposed regulations. The
non-application of the HCE aggregation rule would have less significance in light of the

change described above relating to the elimination of the required disaggregation of
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ESOP and non-ESOP plans. In addition, the proposed regulations would clarify that, in
determining whether two plans could be aggregated for this purpose, the prohibition on
aggregating plans with CODAs that apply inconsistent testing methods set forth under
these proposed regulations and the section 410(b) prohibition on aggregating plans that
have different plan years would not apply.

C. Additional employer contributions used in the ADP test

The proposed regulations would generally retain the rules in the existing
regulations permitting a plan to take qualified nonelective contributions or qualified
matching contributions (i.e., nonelective or matching contributions that satisfy the
vesting and distribution limitations of section 401(k)(2)(B) and (C)) into account under
the ADP test, except as described below. Thus, an employer whose CODA has failed
the ADP test can correct this failure by making additional qualified nonelective
contributions (QNECs) or qualified matching contributions (QMACs) for its NHCEs. The
proposed regulations would no longer describe such contributions as being treated as
elective contributions under the arrangement, but would nonetheless permit such
contributions to be taken into account under the ADP test.

As under the existing regulations, these proposed regulations would provide that
QNECs must satisfy four requirements in addition to the vesting and distribution rules
described above before they can be taken into account under the ADP test: 1) The
amount of nonelective contributions, including the QNECs that are used under the ADP
test or the ACP test, must satisfy section 401(a)(4); 2) the nonelective contributions,
excluding the QNECs that are used under the ADP test or the ACP test, must satisfy

section 401(a)(4); 3) the plan to which the QNEC or QMAC is made must be a plan that
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can be aggregated with the plan maintaining the CODA; and 4) the QNECs or QMACs
must not be contingent on the performance of services after the allocation date and
must be contributed within 12 months after the end of the plan year within which the
contribution is to be allocated.> Thus, in the case of a plan using prior year ADP testing,
any QNECs that are to be allocated to the NHCEs for the prior plan year must be
contributed before the last day of the current plan year in order to be taken into account.
Some plans provide a correction mechanism for a failed ADP test that targets
QNEC:s to certain NHCEs in order to reduce the total contributions to NHCEs under the
correction. Under the method that minimizes the total QNECs allocated to NHCEs
under the correction, the employer makes a QNEC to the extent permitted by the
section 415 limits to the NHCE with the lowest compensation during the year in order to
raise that NHCE’'s ADR. If the plan still fails to pass the ADP test, the employer
continues expanding the group of NHCEs who receive QNECs to the next lowest-paid

NHCE until the ADP test is satisfied. By using this bottom-up leveling technique, the

3 With respect to this timing requirement, it should be noted that in order to be
taken into account for purposes of section 415(c) for a limitation year, the contributions
will need to be made no later than 30 days after the end of the section 404(a)(6) period
applicable to the taxable year with or within which the limitation year ends.
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employer can pass the ADP test by contributing small amounts of money to NHCEs
who have very low compensation for the plan year (for example, an employee who
terminated employment in early January with $300 of compensation). This is because
of the fact that the ADP test is based on an unweighted average of ADRs and a small
dollar (but high percentage of compensation) contribution to a terminated or other
partial-year employee has a larger impact on the ADP test than a more significant
contribution to a full-year employee.

The IRS and Treasury have been concerned that, by using these types of
techniques, employers may pass the ADP test by making high percentage QNECs to a
small number of employees with low compensation rather than providing contributions
to a broader group of NHCEs. In addition, the legislative history to EGTRRA expresses
Congressional intent that the Secretary of the Treasury will use his existing authority to
address situations where qualified nonelective contributions are targeted to certain
participants with lower compensation in order to increase the ADP of the NHCEs. (See
EGTRRA Conference Report, H.R. Conf. Rep. 107-84, 240).

Accordingly, the proposed regulations would add a new requirement that a
QNEC must satisfy in order to be taken into account under the ADP test. This
requirement, designed to limit the use of targeted QNECs, would generally treat a plan
as providing impermissibly targeted QNEC:s if less than half of all NHCEs are receiving
QNECs and would also treat a QNEC as impermissibly targeted if the contribution is
more than double the QNECs other nonhighly compensated employees are receiving,
when expressed as a percentage of compensation. However, QNECs that do not

exceed 5% of compensation are never treated as targeted and would always satisfy the
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new requirement.

This restriction on targeting QNECs would be implemented in the proposed
regulations by providing that a QNEC that exceeds 5% of compensation could be taken
into account for the ADP test only to the extent the contribution, when expressed as a
percentage of compensation, does not exceed two times the plan's representative
contribution rate. The plan’s representative contribution rate would be defined as the
lowest contribution rate among a group of NHCEs that is half of all the eligible NHCEs
under the arrangement (or the lowest contribution rate among all eligible NHCEs under
the arrangement who are employed on the last day of the year, if greater). For
purposes of determining an NHCE'’s contribution rate, the employee’s qualified
nonelective contributions and the qualified matching contributions taken into account
under the ADP test for the plan year are added together and the sum is divided by the
employee’s compensation for the same period. The proposed regulations under section
401(m) would provide parallel restrictions on QNECs taken into account in ACP testing,
and a QNEC cannot be taken into account under both the ADP and ACP test (including
for purposes of determining the representative contribution rate). As discussed more
fully below, the proposed regulations would also have a limitation on targeting matching
contributions, which would limit the extent to which QMACs can be targeted as a means
of avoiding the restrictions on targeted QNECs.

The proposed regulations would also implement a prohibition against double
counting of QNECs that was set forth in Notice 98-1. Generally, QNECs used in an
ADP or ACP test, used to satisfy the safe harbor under section 401(k), or under a

SIMPLE 401(k) plan can not be used again to demonstrate compliance with another test
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under section 401(k)(3) or 401(m)(2). For example, double counting could arise when
QNECs on behalf of NHCEs are used to determine the ADP under current year testing
in year 1 and then, if the employer elected prior year testing, are used again in year 2 to
determine the ADP of NHCEs. However, unlike Notice 98-1, these proposed
regulations would not contain the additional limitations on double counting elective
contributions or matching contributions that were moved between the ADP and ACP
tests.
D. Correction

Section 401(k)(8)(C), as amended by the SBJPA, provides that, for purposes of
correcting a plan’s failure to meet the nondiscrimination requirements of section
401(k)(3), distribution of excess contributions is made on the basis of the amount of the
contributions by, or on behalf of, each HCE. The proposed regulations would
implement this correction procedure in the same manner as set forth in Notice 97-2.
Thus, the total amount of excess contributions is determined using the rules under the
existing final regulations (i.e., based on high percentages). Then that total amount is
apportioned among the HCEs by assigning the excess to be distributed first to those
HCEs who have the greatest dollar amount of contributions taken into account under
the ADP test (as opposed to the highest deferral percentage). If these amounts are
distributed or recharacterized in accordance with these regulations, the plan complies
with the ADP test for the plan year with no obligation to recalculate the ADP test.

The proposed regulations would provide a special rule for correcting through
distribution of excess contributions in the case of an HCE who participates in multiple

plans with CODAs. In that case, the proposed regulations would provide that, for
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purposes of determining which HCE will be apportioned a share of the total excess
contributions to be distributed from a plan, all contributions in CODAs in which such an
HCE participates are aggregated and the HCE with the highest dollar amount of
contributions will apportioned excess contributions first. However, only actual
contributions under the plan undergoing correction -- rather than all contributions taken
into account in calculating the employee’s ADR -- may be distributed from a plan. If the
high dollar HCE'’s actual contributions under the plan are insufficient to allow full
correction, then the HCE with the next highest dollar amount of contributions is
apportioned the remaining excess contributions. If additional correction is needed, this
process is repeated until the excess contributions are completely apportioned. This
correction mechanism is applied independently to each CODA in which the HCE
participates. If correction is needed in more than one CODA, the ADRs of HCEs who
have received corrective distributions under the other arrangements are not
recalculated after correction in the first plan.

The proposed regulations would generally follow the rules in the existing
regulations on the determination of net income attributable to excess contributions. The
existing regulations provide for a reasonable determination of net income attributable to
an excess contribution, but do not specify which contribution within the plan year is to
be treated as the excess contribution to be distributed. This provision would be retained
in the proposed regulations along with the existing alternative method of determining the
net income, which approximates the result that would apply if the excess contribution is
made on the first day of the plan year. However, to the extent the employee is or will be

credited with allocable gain or loss on those excess contributions for the period after the
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end of the plan year (the gap period), the proposed regulations would now require that
income be determined for that period. As under the existing regulations, the
determination of the income for the gap period could be based on the income
determined using the alternative method for the aggregate of the plan year and the gap
period or using 10% of the income for the plan year (determined under the alternative
method) for each month in the gap period.

The proposed regulations would permit the recharacterization of excess
contributions in a manner that generally follows the existing regulations. However, the
year the employee must include the recharacterized contribution in current income has
been changed to match the year that the employee would have had to include the
excess contribution in income, had it been distributed. Thus, if the recharacterized
amount is less than $100, it is included in gross income in the year that it is
recharacterized, rather than the year of the earliest elective contributions for the
employee.

The proposed regulations would retain the rules in the existing regulations
regarding the timing and tax treatment of distributions of excess contributions,
coordination with the distribution of excess deferrals and the treatment of matches
attributable to excess contributions.

E. Special rules relating to prior year testing

The proposed regulations would generally follow the rules set forth in Notice 98-1
regarding prior year testing, including the limitations on switching from current year
testing to prior year testing. However, the proposed regulations would provide that a

plan is permitted to be inconsistent between the choice of current year testing method
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and prior year testing method, as applied for ADP purposes and ACP purposes. In
such a case, any movement of elective contributions or QMACs between the ADP and
ACP tests (including recharacterization) would be prohibited.

The proposed regulations would generally incorporate the rules set forth in
Notice 98-1 relating to plan coverage changes in the case of a plan using prior year
testing. Thus, in the case of a plan that uses prior year testing and experiences a plan
coverage change affecting more than 10% of the NHCEs, the ADP of the NHCEs would
generally be determined as the weighted average of the ADP of the NHCEs of the plans
in which the NHCEsS participated in the prior year. The definition of plan coverage
change includes changes in the group of eligible employees under a plan resulting from
the establishment or amendment of a plan, a plan merger or spin-off or a change in the
way plans are combined or separated under the section 410(b) rules. The definition
under the proposed regulations would also include a reclassification of a substantial
group of employees that has the same effect as amending the plan. These proposed
regulations retain the rule that a plan that experiences coverage changes affecting 10%
or less of the NHCESs disregards those changes in calculating the ADP for the NHCEs.
Similarly, a plan that merely experiences a spin-off is not required to recalculate the
ADP for the NHCEs.

5. Safe Harbor Section 401(k) Plans

Section 401(k)(12) provides a design-based safe harbor method under which a
CODA is treated as satisfying the ADP test if the arrangement meets certain
contribution and notice requirements. Section 1.401(k)-3 of these proposed regulations,

which sets forth the requirements for these arrangements, generally follows the rules
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set forth in Notice 98-52 and Notice 2000-3. Thus, a plan satisfies the section 401(k)
safe harbor if it makes specified QMACs for all eligible NHCEs. The matching
contributions can be under a basic matching formula that provides for QMACs equal to
100% of the first 3% of elective contributions and 50% of the next 2% or an enhanced
matching formula that is at least as generous in the aggregate, provided the rate of
matching contributions under the enhanced matching formula does not increase as the
employee's rate of elective contributions increases. In lieu of QMACs, the plan is
permitted to provide QNECs equal to 3% of compensation for all eligible NHCEs. In
addition, notice must be provided to each eligible employee, within a reasonable time
before the beginning of the year, of their right to defer under the plan.

A plan using the safe harbor method must also comply with certain other
requirements. Among these is the requirement in section 401(k)(12)(B)(ii) that provides
that the rate of matching contribution for any elective contribution on the part of any
HCE cannot exceed the rate of matching contribution that would apply to any NHCE
with the same rate of elective contribution. Notice 98-52 advised that the general rules
on aggregating contributions for HCEs eligible under more than one CODA would apply
for this purpose. The IRS and Treasury have determined that such aggregation is not
applicable under the ADP safe harbor. Accordingly, these proposed regulations would
not require that elective or matching contributions on behalf of an HCE who is eligible to
participate in more than one plan of the same employer be aggregated for purposes of
the requirement of section 401(k)(12)(B)(ii). Thus, the rate of match for purposes of
determining whether an HCE has a higher matching rate is based only on matching

contributions with respect to elective contributions under the safe harbor plan.
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However, for an employer that uses the safe harbor method of satisfying the ACP test,
the rule in Notice 98-52 is retained for applying the ACP safe harbor, with an exception
for nonsimultaneous participation (as discussed in connection with the ACP safe harbor
below).

These proposed regulations do not provide any rules relating to suspension of
employee contributions under a plan that provides that safe harbor matching
contributions are made with respect to the sum of elective contributions and employee
contributions. Although Notice 2000-3 specifically permitted suspension of employee
contributions in certain circumstances, the IRS and Treasury have determined that there
are no limits on suspending employee contributions, provided that safe harbor matching
contributions are made with respect to elective contributions. This is because the
restrictions on suspension of elective contributions are sufficient to ensure an eligible
NHCE can get the full matching contribution.

The proposed regulations do not include any exception to the requirements for
safe harbor matching contributions with respect to catch-up contributions. Treasury and
the IRS are aware that there are questions concerning the extent to which catch up
contributions are Eequired to be matched under a plan that provides for safe harbor
matching contributions. Treasury and the IRS are interested in comments on the
specific circumstances under which elective contributions by a NHCE to a safe harbor
plan would be less than the amount required to be matched, e.g., less than 5% of safe
harbor compensation, but would be treated by the plan as catch-up contributions, and
on the extent to which a safe harbor plan should be required to match catch-up

contributions under such circumstances.
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Section 401(k)(12)(D) contains a requirement that each eligible employee be
provided with a notice of the employee’s rights and obligations under the plan. These
proposed regulations do not address the extent to which the notice can be provided
through electronic media. As noted in the preamble to other regulations, the IRS and
the Treasury Department are considering the extent to which the notice described in
section 401(k)(12)(D), as well as other notices under the various Internal Revenue Code
requirements relating to qualified retirement plans, can be provided electronically, taking
into account the effect of the Electronic Signatures in Global and National Commerce
Act (E-SIGN), Public Law 106-229 (114 Stat. 464 (2000)). The IRS and the Treasury
Department anticipate issuing proposed regulations regarding these issues, and invite
comments on these issues. Until those proposed regulations are issued, plan
administrators and employers may continue to rely on the interim guidance in Q&A-7 of
Notice 2000-3 on use of electronic media to satisfy the notice requirement in section
401(k)(12)(D).

These proposed regulations would clarify that a section 401(k) safe harbor plan
must generally be adopted before the beginning of the plan year and be maintained
throughout a full 12-month plan year. This requirement is consistent with the notion that
the statute specifies a certain contribution level for nonhighly compensated employees
in order to be deemed to pass the nondiscrimination requirements. If the contribution
level is not maintained for a full 12-month year, the employer contributions made on
behalf of nonhighly compensated employees should not support what could be a full
year’s contribution by the highly compensated employees.

The proposed regulations would adopt the exception to the requirement that a
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section 401(k) safe harbor plan be in place before the beginning of the plan year that
was provided in Notice 2000-3. Under that option, an employer could adopt a section
401(k) safe harbor plan which has contingent non-elective contributions, provided the
employer notifies employees of this contingent arrangement before the start of the year,
amends the plan to provide the nonelective contributions no less than 30 days before
the end of the year, and provides employees with a follow-up notice if the contribution
will be made. Similarly, the proposed regulations would adopt the exception for a
section 401(k) safe harbor plan that uses the matching contribution alternative. Under
that exception, an employer can amend the plan to eliminate matching contributions
with respect to future elective deferrals, provided that the matching contributions are
made with respect to pre-amendment elective deferrals, employees are provided with
notice of the change and the opportunity to change their elections, and the plan satisfies
the ADP or ACP test for the plan year using the current year testing method.

The proposed regulations would recognize the practical difficulty in a 12-month
requirement by following the rule in Notice 98-52 that allowed a short plan year in the
first plan year and would allow a short plan year in certain other circumstances.
Specifically, a section 401(k) safe harbor plan could have a short plan year in the year
the plan terminates, if the plan termination is in connection with a merger or acquisition
involving the employer, or the employer incurs a substantial business hardship
comparable to a substantial business hardship described in section 412(d). In addition,
a section 401(k) safe harbor plan could have a short plan year if the plan terminates, the
employer makes the safe harbor contributions for the short year, employees are

provided notice of the change, and the plan passes the ADP test. Finally, a safe harbor
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plan could have a short plan year if it is preceded and followed by 12-month plan years
as a section 401(k) safe harbor plan.

Under section 401(k)(12)(F), safe harbor contributions are permitted to be made
to a plan other than the plan that contains the CODA. These proposed regulations
reflect that rule and provide that the plan to which the safe harbor contributions are
made need not be a plan that can be aggregated with the plan that contains the cash or
deferred arrangement.

Whether a contribution is taken into account for purposes of the safe harbor is
determined in accordance with the rules regarding inclusion in ADP testing under
proposed §1.401(k)-2(a). Thus, for example, a plan that provides for safe harbor
matching contributions in 2006 need not provide for a matching contribution with respect
to an elective contribution made during the first 22 months of 2007 and attributable to
service during 2006, unless that elective contribution is taken into account for 2006.

6. SIMPLE 401(k) Plans

Pursuant to section 401(k)(11), a SIMPLE 401(k) plan is treated as satisfying the
requirements of section 401(k)(3)(A)(ii) if the contribution, vesting, notice and exclusive
plan requirements of section 401(k)(11) are satisfied. Section 1.401(k)-4 of these
proposed regulations reflects the provisions of section 401(k)(11) in a manner that
follows the positions reflected in the model amendments set forth in Rev. Proc. 97-9.

7. Matching Contributions and Employee Contributions.

Section 401(m)(2) sets forth a nondiscrimination test, the ACP test, with respect
to matching contributions and employee contributions that is parallel to the

nondiscrimination test for elective contributions set forth in section 401(k). Section
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1.401(m)-1 of the proposed regulations would set forth this test in a manner that is
consistent with the nondiscrimination test set forth in proposed §1.401(k)-1(b). Thus,
satisfaction of the ACP test, the ACP safe harbor or the SIMPLE 401(k) provisions of
the proposed regulations under section 401(k) are the exclusive means that matching
contributions and employee contributions can use to satisfy the nondiscrimination in
amount of contribution requirements of section 401(a)(4). An anti-abuse provision
comparable to that provided in connection with the proposed regulations under section
401(k) limits the ability of an employer to make repeated changes in plan provisions or
testing procedures that have the effect of distorting the ACP so as to increase
significantly the permitted ACP for HCEs, or otherwise manipulate the nondiscrimination
rules of section 401(m), if a principal purpose of the changes was to achieve such a
result.

These proposed regulations also include provisions regarding plan aggregation
and disaggregation that are similar to those proposed for CODAs under section 401(k).
For example, matching contributions made under the portion of a plan that is an ESOP
and the portion of the same plan that is not an ESOP would not be disaggregated under
these proposed regulations.

The definitions of matching contribution and employee contribution under
§1.401(m)-1 of the proposed regulations would generally follow the definitions in the
existing regulations. Thus, whether an employer contribution is on account of an
elective deferral or employee contribution — and thus is a matching contribution -- is
determined based on all the relevant facts and circumstances. However, the proposed

regulations would provide that a contribution would not be treated as a matching
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contribution on account of an elective deferral if it is contributed before the employee’s
performance of services with respect to which the elective deferral is made (or when the
cash that is subject to the cash or deferred election would be currently available, if
earlier) and an employer contribution is not a matching contribution made on account of
an employee contribution if it is contributed before the employee contribution. Thus,
under these regulations, an employer would not be able to prefund matching
contributions to accelerate the deduction for those contributions and, as noted above
with respect to the timing of elective contributions, employer contributions made under
the facts in Notice 2002-48 would not be taken into account under the ACP test and
would not satisfy any plan requirement to provide matching contributions.

8. ACP Test for Matching Contributions and Employee Contributions

Section 1.401(m)-2 of the proposed regulations would provide rules for the ACP
test that generally parallel the rules applicable to the ADP test in proposed §1.401(k)-2.
Thus, for example, the ACP test may be run by comparing the ACP for eligible HCEs
for the current year with the ACP for eligible NHCEs for either the current plan year or
the prior plan year. Similarly, the proposed regulations reflect the special ACP testing
rule in section 401(m)(5)(C) for a plan that provides for early participation, comparable
to the special ADP testing rule in section 401(k)(3)(F), as set forth in proposed
§1.401(k)-2(a)(1)(iii).

The determination of the actual contribution ratio (ACR) for an eligible employee,
and the contributions that are taken into account in determining that ACR, under these
proposed regulations are comparable to the rules under the proposed section 401(k)

regulations. Thus, for example, the ACR for an HCE who has matching contributions or
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employee contributions under two or more plans is determined by adding together
matching contributions and employee contributions under all plans of the employer
during the plan year of the plan being tested, in a manner comparable to that for
determining the ADR of an HCE who participates in two or more CODAs.

The proposed regulations would retain the rule from the existing regulations
under which a QMAC that is taken into account in the ADP test is excluded from the
ACP test. In addition, the proposed regulations would continue to allow QNECs to be
taken into account for ACP testing, but would provide essentially the same restrictions
on targeting QNECs to a small number of NHCEs as is provided in proposed §1.401(k)-
2. The only difference in the rules would be that the contribution percentages used to
determine the lowest contribution percentage would be based on the sum of the QNECs
and those matching contributions taken into account in the ACP test, rather than the
sum of the QNECs and the QMACs taken into account under the ADP test. Because
QNECs that do not exceed 5% are not subject to the limits on targeted QNECs under
either the ADP test or the ACP test, an employer is permitted to take into account up to
10% in QNECs for an eligible NHCE, 5% in ADP testing and 5% in ACP testing, without
regard to how many NHCEs receive QNECs.

In addition, to prevent an employer from using targeted matching contributions to
circumvent the limitation on targeted QNECs, the proposed regulations would provide
that matching contributions are not taken into account in the ACP test to the extent the
matching rate for the contribution exceeds the greater of 100% and 2 times the
representative matching rate. Paralleling the rule to limit targeted QNECs, the

representative plan matching rate is the lowest matching rate for any eligible employee
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in a group of NHCEs that consists of half of all eligible NHCEs in the plan for the plan
year (or the lowest matching rate for all eligible NHCEs in the plan who are employed by
the employer on the last day of the plan year, if greater). For this purpose, the matching
rate is the ratio of the matching contributions to the contributions that are being
matched, and only NHCEs who make elective deferrals or employee contributions for
the plan year are taken into account.

The proposed regulations would set limits on the use of elective contributions in
the ACP test that are in addition to the rules in the existing regulations under which
elective contributions may be taken into account for the ACP test only to the extent the
plan satisfies the ADP test, determined by including such elective contributions in the
ADP test. Under the new rule, the proposed regulations would provide that elective
contributions under a plan that is not subject to the ADP test, such as a plan that uses
the safe harbor method of section 401(k)(12) or a contract or arrangement subject to the
requirements of section 403(b)(12)(A)(ii), may not be taken into account for the ACP
test. In the absence of this prohibition, contributions that are not properly considered
“excess” could be taken into account under the ACP test.

The provisions of these proposed regulations regarding correction of excess
aggregate contributions, including allocation of excess aggregate contributions and
determination of allocable income, would generally be consistent with the provisions of
the proposed regulations under section 401(k). These proposed regulations continue
the provisions of the current regulations regarding correction through distribution of
vested matching contributions and forfeiture of unvested matching contributions.

Similarly, the proposed regulations reflect the provisions of section 411(a)(3)(G) which
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permit the forfeiture of a matching contribution made with respect to an excess deferral,
excess contribution, or excess aggregate contribution. This provision is necessary to
allow forfeiture of matching contributions that would otherwise violate section 401(a)(4).

9. Safe Harbor Section 401(m) Plans

Section 401(m)(11) provides a design-based safe harbor method of satisfying the
ACP test contained in section 401(m)(2). Under section 401(m)(11), a defined
contribution plan is treated as satisfying the ACP test with respect to matching
contributions if the plan satisfies the ADP safe harbor of section 401(k)(12) and
matching contributions are not made with respect to employee contributions or elective
contributions in excess of 6% of an employee’s compensation. For a plan that satisfies
the ADP safe harbor using a 3% nonelective contribution, two additional requirements
that apply to a plan that satisfies the ADP safe harbor using matching contributions also
apply: 1) the rate of an employer’'s matching contribution does not increase as the rate
of employee contributions or elective deferrals increase; and 2) the matching
contribution with respect to any HCE at any rate of employee contribution or elective
deferral is not greater than with respect to any NHCE. In addition, the ratio of matching
contributions on behalf of an HCE to that HCE’s elective deferrals and employee
contributions for a plan year cannot be greater than the ratio of matching contributions
to elective deferrals or employee contributions that would apply with respect to any
NHCE who contributes (as an elective deferral or employee contribution) the same
percentage of safe harbor compensation for that plan year.

Section 1.401(m)-3 of these proposed regulations, which sets forth the

requirements for these plans, would generally follow the rules set forth in Notice 98-52
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and Notice 2000-3. These proposed regulations would clarify that, for purposes of
determining whether an HCE has a higher rate of matching contributions than any
NHCE, any NHCE who is an eligible employee under the safe harbor CODA must be
taken into account, even if the NHCE is not eligible for a matching contribution. This
means that a plan with a provision which limits matching contributions to employees
who are employed on the last day of the plan year will not be able to satisfy the ACP
safe harbor, since a NHCE who is not eligible to receive a matching contribution on
account of the last day requirement will nonetheless be taken into consideration in
determining whether the plan satisfies section 401(m)(11)(B)(iii). The proposed
regulations also include the requirement that matching contributions made at the
employer's discretion with respect to any employee cannot exceed a dollar amount
equal to 4% of the employee's compensation and that a safe harbor plan must permit all
eligible NHCEs to make sufficient elective contributions (or employee contributions, if
applicable) to receive the maximum matching contribution provided under the plan.

The proposed regulations would provide a special rule for satisfying section
401(m)(11)(B)(iii) in the case of an HCE who participates in two or more plans that
provide for matching contributions. Under this rule, a plan will not fail to satisfy the
requirements of section 401(m)(11)(B)(iii) merely because an HCE participates during
the plan year in more than one plan that provides for matching contributions, provided
that the HCE is not simultaneously an eligible employee under two plans that provide for
matching contributions maintained by an employer for a plan year; and the period used
to determine compensation for purposes of determining matching contributions under

each such plan is limited to periods when the HCE participated in the plan. In such a
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case, an HCE can transfer from a plan with a more generous matching schedule to an
otherwise safe harbor section 401(m) plan (for example, as a result of switching jobs
within the controlled group) without causing the safe harbor plan to violate section
401(m)(11). However, the plan which is not the safe harbor plan will still have to
aggregate matching contributions for the HCE under the rule set forth in section
401(m)(2)(B).

The safe harbor in section 401(m)(11) does not apply to employee contributions.
Consequently, a plan that provides for employee contributions and matching
contributions must satisfy the ACP test even though the matching contributions satisfy
the safe harbor requirements for section 401(m)(11). However, the proposed
regulations would also adopt the position in Notice 98-52 that the ACP test is permitted
to be applied by disregarding all matching contributions with respect to all eligible
employees. If the ADP safe harbor using matching contributions is satisfied but the
ACP safe harbor is not satisfied, the proposed regulations would adopt the position in
Notice 98-52 that the ACP test is permitted to be applied disregarding matching
contributions for any employee that do not exceed 4% of compensation.

Proposed Effective Date

The regulations are proposed to apply for plan years beginning no sooner than
12 months after publication of final regulations in the Federal Register. However, it is
anticipated that the preamble for the final regulations will permit plan sponsors to
implement the final regulations for the first plan year beginning after publication of final

regulations in the Federal Register.
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Special Analyses

It has been determined that this notice of proposed rulemaking is not a significant
regulatory action as defined in Executive Order 12866. Therefore, a regulatory
assessment is not required. It is hereby certified that the collection of information in
these regulations will not have a significant economic impact on a substantial number of
small entities. This certification is based upon the conclusion that few plans containing
qualified CODAs will correct excess contributions through the recharacterization of
these amounts as employee contributions under §1.401(k)-2(b)(3) of these proposed
regulations. The collections of information contained in §§1.401(k)-3(d), (f) and
1.401(m)-3(e) are required by statutory provisions. However, the IRS has considered
alternatives that would lessen the impact of these statutory requirements on small
entities and has requested comments on the use of electronic media to satisfy these
notice requirements. Thus, the collection of information in these regulations will not
have a significant economic impact on a substantial number of small entities.
Therefore, an analysis under the Regulatory Flexibility Act (5 U.S.C. chapter 6) is not
required. Pursuant to section 7805(f) of the Code, this notice of proposed rulemaking
will be submitted to the Chief Counsel for Advocacy of the Small Business
Administration for comment on its impact on small business.
Comments and Public Hearing

Before these proposed regulations are adopted as final regulations,
consideration will be given to any electronic or written comments (preferably a signed

original and eight (8) copies) that are submitted timely to the IRS. In addition to the
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other requests for comments set forth in this document, the IRS and Treasury also
request comments on the clarity of the proposed rule and how it may be made easier to
understand. All comments will be available for public inspection and copying.

A bublic hearing has been scheduled for November 12, 2003, at 10 a.m. in the
IRS Auditorium (7th Floor), Internal Revenue Building, 1111 Constitution Avenue NW.,
Washington, DC. Due to building security procedures, visitors must enter at the
Constitution Avenue, NW., entrance, located between 10™ and 12" Streets, NW. In
addition, all visitors must present photo identification to enter the building. Because of
access restrictions, visitors will not be admitted beyond the immediate entrance area
more than 30 minutes before the hearing starts. For information about having your
name placed on the building access list to attend the hearing, see the “FOR FURTHER
INFORMATION CONTACT” section of this preamble.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.

Persons who wish to present oral comments at the hearing must submit written
comments and an outline of the topics to be discussed and the time to be devoted to
each topic (signed original and eight (8) copies) by October 22, 2003.

A period of 10 minutes will be allotted to each person for making comments.

An agenda showing the scheduling of the speakers will be prepared after the
deadline for receiving outlines has passed. Copies of the agenda will be available free
of charge at the hearing.

Drafting Information
The principal authors of these regulations are R. Lisa Mojiri-Azad and John T.

Ricotta of the Office of the Division Counsel/Associate Chief Counsel (Tax Exempt and
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Government Entities). However, other personnel from the IRS and Treasury
participated in their development.
List of Subjects in 26 CFR Part 1

Income taxes, Reporting and recordkeeping requirements.
Proposed Amendments to The Regulations

Accordingly, 26 CFR part 1 is proposed to be 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

26 U.S.C. 401(m)(9) * * *

Par. 2. Sections 1.401(k)-0 and 1.401(k)-1 are revised and §§1.401(k)-2 through

1.401(k)-6 are added to read as follows:

§1.401(k)-0 Table of contents.

This section contains first a list of section headings and then a list of the
paragraphs in each section in §§1.401(k)-1 through 1.401(k)-6.
LIST OF SECTIONS
§1.401(k)-1 Certain cash or deferred arrangements.
§1.401(k)-2 ADP test.
§1.401(k)-3 Safe harbor requirements.
§1.401(k)-4 SIMPLE 401(k) plan requirements.
§1.401(k)-5 Special rules for mergers, acquisitions and similar events. [Reserved)].
§1.401(k)-6 Definitions.
LIST OF PARAGRAPHS

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

(a) General rules.
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(1) Certain plans permitted to include cash or deferred arrangements.
(2) Rules applicable to cash or deferred arrangements generally.

(i) Definition of cash or deferred arrangement.

(i) Treatment of after-tax employee contributions.

(iii) Treatment of ESOP dividend election.

(iv) Treatment of elective contributions as plan assets.

(3) Rules applicable to cash or deferred elections generally.

(i) Definition of cash or deferred election.

(if) Automatic enroliment.

(iii) Rules related to timing.

(A) Requirement that amounts not be currently available.

(B) Contribution may not precede election.

(iv) Current availability defined.

(v) Certain one-time elections not treated as cash or deferred elections.
(vi) Tax treatment of employees.

(vii) Examples.

(4) Rules applicable to qualified cash or deferred arrangements.

(i) Definition of qualified cash or deferred arrangement.

(i) Treatment of elective contributions as employer contributions.

(ii) Tax treatment of employees.

(iv) Application of nondiscrimination requirements to plan that includes a qualified cash
or deferred arrangement.

(A) Exclusive means of amounts testing.

(B) Testing benefits, rights and features.

(C) Minimum coverage requirement.

(5) Rules applicable to nonqualified cash or deferred arrangements.

(

(

P s d

i) Definition of nonqualified cash or deferred arrangement.

ii) Treatment of elective contributions as nonelective contributions.

(iii) Tax treatment of employees.

(iv) Qualification of plan that includes a nonqualified cash or deferred arrangement.
(A) In general.

(B) Application of section 401(a)(4) to certain plans.

(v) Example.

(6) Rules applicable to cash or deferred arrangements of self-employed individuals.
(i) Application of general rules.

(i) Treatment of matching contributions made on behalf of self-employed individuals.
(iii) Timing of self-employed individual's cash or deferred election.

(b) Coverage and nondiscrimination requirements.

(1) In general.

(2) Automatic satisfaction by certain plans.

(3) Anti-abuse provisions.

(4) Aggregation and restructuring.

(i) In general.

(i) Aggregation of cash or deferred arrangements within a plan.

(iii) Aggregation of plans.
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(A) In general.
(B) Plans with inconsistent ADP testing methods.
(iv) Disaggregation of plans and separate testing.
(A) In general.
(B) Restructuring prohibited.
(v) Modifications to section 410(b) rules.
(A) Certain disaggregation rules not applicable.
(B) Permissive aggregation of collective bargaining units.
(C) Multiemployer plans.
(vi) Examples.
(c) Nonforfeitability requirements.
(1) General rule.
(2) Definition of immediately nonforfeitable.
(3) Example.
(d) Distribution limitation.
) General rule.
) Rules applicable to distributions upon severance from employment.
) Rules applicable to hardship distributions.
i) Distribution must be on account of hardship.
ii) Limit on maximum distributable amount.
A) General rule.
B) Grandfathered amounts.
i) Immediate and heavy financial need.
A) In general.
B) Deemed immediate and heavy financial need.
iv) Distribution necessary to satisfy financial need.
A) Distribution may not exceed amount of need.
B) No alternative means available.
C) Employer reliance on employee representation.
D
E

1
2
3

(D) Employee need not take counterproductive actions.

(E) Distribution deemed necessary to satisfy immediate and heavy financial need.
(F) Definition of other plans.

(v) Commissioner may expand standards.

(4) Rules applicable to distributions upon plan termination.

() No alternative defined contribution plan.

(i) Lump sum requirement for certain distributions.

(5) Rules applicable to all distributions.

(i) Exclusive distribution rules.

i) Deemed distributions.

i) ESOP dividend distributions.

iv) Limitations apply after transfer.

6) Examples.

e) Additional requirements for qualified cash or deferred arrangements.
1) Qualified plan requirement.

2) Election requirements.

R RN R e Lrmm L
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(i) Cash must be available.

(if) Frequency of elections.

(3) Separate accounting requirement.

(i) General rule.

(ii) Satisfaction of separate accounting requirement.

(4) Limitations on cash or deferred arrangements of state and local governments.
(i) General rule.

(i) Rural cooperative plans and Indian tribal governments.
(iii) Adoption after May 6, 1986.

(iv) Adoption before May 7, 1986.

(5) One-year eligibility requirement.

(6) Other benefits not contingent upon elective contributions.
(i) Generalrule.

(i) Definition of other benefits.

(iii) Effect of certain statutory limits.

(iv) Nonqualified deferred compensation.

(v) Plan loans and distributions.

(vi) Examples.

(7) Plan provision requirement.

(f) Effective dates.

(1) General rule.

(2) Collectively bargained plans.

§1.401(k)-2 ADP test.

(@) Actual deferral percentage (ADP) test.

(1) In general.

(i) ADP test formula.

(i) HCEs as sole eligible employees.

(iii) Special rule for early participation.

(2) Determination of ADP.

(i) General rule.

(il) Determination of applicable year under current year and prior year testing method.
(3) Determination of ADR.

(i) General rule.

(i) ADR of HCEs eligible under more than one arrangement.

(A) General rule.

(B) Plans not permitted to be aggregated.

(iii) Examples.

(4) Elective contributions taken into account under the ADP test.

(i) General rule.

(i) Elective contributions for partners and self-employed individuals.
(iii) Elective contributions for HCEs.

(5) Elective contributions not taken into account under the ADP test.
(i) General rule.
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(i) Elective contributions for NHCEs.

(iii) Elective contributions treated as catch-up contributions.

(iv) Elective contributions used to satisfy the ACP test.

(6) Qualified nonelective contributions and qualified matching contributions that may be
taken into account under the ADP test.

(i) Timing of allocation.

(i) Requirement that amount satisfy section 401(a)(4).

(iii) Aggregation must be permitted.

(iv) Disproportionate contributions not taken into account.

(A) General rule.

(B) Definition of representative contribution rate.

(C) Definition of applicable contribution rate.

(v) Qualified matching contributions.

(vi) Contributions only used once.

(7) Examples.

(b) Correction of excess contributions.

(1) Permissible correction methods.

(i) In general.

(A) Qualified nonelective contributions or qualified matching contributions.
(B) Excess contributions distributed.

(C) Excess contributions recharacterized.

(i) Combination of correction methods.

(iii) Exclusive means of correction.

(2) Corrections through distribution.

(i) General rule.

(i) Calculation of total amount to be distributed.

(A) Calculate the dollar amount of excess contributions for each HCE.
(B) Determination of the total amount of excess contributions.

(C) Satisfaction of ADP.

(iii) Apportionment of total amount of excess contributions among the HCEs.
(A) Calculate the dollar amount of excess contributions for each HCE.
(B) Limit on amount apportioned to any individual.

(C) Apportionment to additional HCEs.

(iv) Income allocable to excess contributions.

(A) General rule.

(B) Method of allocating income.

(C) Alternative method of allocating plan year income.

(D) Safe harbor method of allocating gap period income.

(E) Alternative method for allocating plan year and gap period income.
(v) Distribution.

(vi) Tax treatment of corrective distributions.

(A) General rule.

(B) Rule for de minimis distributions.

(vii) Other rules.

(A) No employee or spousal consent required.
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(B) Treatment of corrective distributions as elective contributions.
(C) No reduction of required minimum distribution.

(D) Partial distributions.

(viii) Examples.

(3) Recharacterization of excess contributions.

(i) General rule.

(i) Treatment of recharacterized excess contributions.

(iii) Additional rules.

(A) Time of recharacterization.

(B) Employee contributions must be permitted under plan.

(C) Treatment of recharacterized excess contributions.

(4) Rules applicable to all corrections.

(i) Coordination with distribution of excess deferrals.

(A) Treatment of excess deferrals that reduce excess contributions.
(B) Treatment of excess contributions that reduce excess deferrals.
(i) Forfeiture of match on distributed excess contributions.

(iii) Permitted forfeiture of QMAC.

(iv) No requirement for recalculation.

(v) Treatment of excess contributions that are catch-up contributions.
(5) Failure to timely correct.

(i) Failure to correct within 22 months after end of plan year.

(ii) Failure to correct within 12 months after end of plan year.

(c) Additional rules for prior year testing method.

(1) Rules for change in testing method.

(i) Generalrule.

(ii) Situations permitting a change to the prior year testing method.
(2) Calculation of ADP under the prior year testing method for the first plan year.
(i) Plans that are not successor plans.

(i) First plan year defined.

(iii) Successor plans.

(3) Plans using different testing methods for the ADP and ACP test.
(4) Rules for plan coverage changes.

(i) In general.

(i) Optional rule for minor plan coverage changes.

(iii) Definitions.

(A) Plan coverage change.

(B) Prior year subgroup.

(C) Weighted average of the ADPs for the prior year subgroups.
(iv) Examples.

§1.401(k)-3 Safe harbor requirements.

(a) ADP test safe harbor.
(b) Safe harbor nonelective contribution requirement.

(1) General rule.
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2) Safe harbor compensation defined.
) Safe harbor matching contribution requirement.
) In general.
) Basic matching formula.
) Enhanced matching formula.
) Limitation on HCE matching contributions.
(5) Use of safe harbor match not precluded by certain plan provisions.
(i) Safe harbor matching contributions on employee contributions.
(ii) Periodic matching contributions.
(6) Permissible restrictions on elective contributions by NHCEs.
(i) General rule.
(i) Restrictions on election periods.
(iii) Restrictions on amount of elective contributions.
(iv) Restrictions on types of compensation that may be deferred.
(v) Restrictions due to limitations under the Internal Revenue Code.
(7) Examples.
(d) Notice requirement.
(1) General rule.
(2) Content requirement.
(i) General rule.
(i) Minimum content requirement.
(iii) References to SPD.
(3) Timing requirement.
(i) Generalrule.
(i) Deemed satisfaction of timing requirement.
(e) Plan year requirement.
(1) General rule.
(2) Initial plan year.
(3) Change of plan year.
(4) Final plan year.
(f) Plan amendments adopting safe harbor nonelective contributions.
(1) General rule.
(2) Contingent notice provided.
(3) Follow-up notice requirement.
(g) Permissible reduction or suspension of safe harbor matching contributions.
(1) General rule.
(2) Notice of suspension requirement.
(h
(

(
(c
(1
(2
(3
4

) Additional rules.
1) Contributions taken into account.
(2) Use of safe harbor nonelective contributions to satisfy other nondiscrimination tests.
(3) Early participation rules.
(4) Satisfying safe harbor contribution requirement under another defined contribution
p

5

lan.
(5) Contributions used only once.
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§1.401(k)-4 SIMPLE 401(k) plan requirements.

(a) General rule.

(b) Eligible employer.

(1) General rule.

(2) Special rule.

(c) Exclusive plan.

(1) General rule.

(2) Special rule.

(d) Election and notice.

(1) General rule.

(2) Employee elections.

(i) Initial plan year of participation.
(il) Subsequent plan years.
(ii) Election to terminate.
(3) Employee notices.

(e) Contributions.

(1) General rule.

(2) Elective contributions.
(3) Matching contributions.
(4) Nonelective contributions.
(5) SIMPLE compensation.
(f) Vesting.

(g9) Plan year.

(h) Other rules.

§1.401(k)-5 Special rules for mergers, acquisitions and similar events. [Reserved]

§1.401(k)-6 Definitions.

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

(a) General rules--(1) Certain plans permitted to include cash or deferred

arrangements. A plan, other than a profit-sharing, stock bonus, pre-ERISA money

purchase pension, or rural cooperative plan, does not satisfy the requirements of
section 401(a) if the plan includes a 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

cash or deferred arrangement. A cash or deferred arrangement is part of a plan for
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purposes of this section if any contributions to the plan, or accruals or other benefits
under the plan, are made or provided pursuant to the cash or deferred arrangement.

(2) Rules applicable to cash or deferred arrangements generally--(i) Definition of

cash or deferred arrangement. Except as provided in paragraphs (a)(2)(ii) and (iii) of

this section, a cash or deferred arrangement is an arrangement under which an eligible
employee may make a cash or deferred election with respect to contributions to, or
accruals or other benefits under, a plan that is intended to satisfy the requirements of
section 401(a) (including a contract that is intended to satisfy the requirements of
section 403(a)).

(i) Treatment of after-tax employee contributions. A cash or deferred

arrangement does not include an arrangement under which amounts contributed under
a plan at an employee’s election are designated or treated at the time of contribution as
after-tax employee contributions (e.g., by treating the contributions as taxable income
subject to applicable withholding requirements). See also section 414(h)(1). This is the
case even if the employee’s election to make after-tax employee contributions is made
before the amounts subject to the election are currently available to the employee.

(iii) Treatment of ESOP dividend election. A cash or deferred arrangement does

not include an arrangement under an ESOP under which dividends are either
distributed or invested pursuant to an election made by participants or their beneficiaries

in accordance with section 404(k)(2)(A)(iii).

(iv) Treatment of elective contributions as plan assets. The extent to which
elective contributions constitute plan assets for purposes of the prohibited transaction

provisions of section 4975 and Title | of the Employee Retirement Income Security Act
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of 1974 is determined in accordance with regulations and rulings issued by the
Department of Labor. See 29 CFR 2510.3-102.

(3) Rules applicable to cash or deferred elections generally--(i) Definition of cash

or deferred election. A cash or deferred election is any direct or indirect election (or

modification of an earlier election) by an employee to have the employer either--

(A) Provide an amount to the employee in the form of cash (or some other
taxable beneﬁt){' that is not currently available; or

(B) Contribute an amount to a trust, or provide an accrual or other benefit, under

a plan deferring the receipt of compensation.

(i) Automatic enrollment. For purposes of determining whether an election is a

cash or deferred election, it is irrelevant whether the default that applies in the absence
of an affirmative election is described in paragraph (a)(3)(i)(A) of this section (i.e., the
employee receives an amount in cash or some other taxable benefit) or in paragraph
(a)(3)(i)(B) of this section (i.e., the employer contributes an amount to a trust or provides
an accrual or other benefit under a plan deferring the receipt of compensation).

(iii) Rules related to timing--(A) Requirement that amounts not be currently

available. A cash or deferred election can only be made with respect to an amount that
is not currently available to the employee on the date of the election. Further, a cash or
deferred election can only be made with respect to amounts that would (but for the cash
or deferred election) become currently available after the later of the date on which the
employer adopts the cash or deferred arrangement or the date on which the
arrangement first becomes effective.

(B) Contribution may not precede election. A contribution is made pursuant to a
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cash or deferred election only if the contribution is made after the election is made. In
addition, a contribution is made pursuant to a cash or deferred election only if the
contribution is made after the employee’s performance of services with respect to which
the contribution is made (or when the cash or other taxable benefit would be currently
available, if earlier).

(iv) Current availability defined. Cash or another taxable benefit is currently

available to the employee if it has been paid to the employee or if the employee is able
currently to receive the cash or other taxable benefit at the employee’s discretion. An
amount is not currently available to an employee if there is a significant limitation or
restriction on the employee’s right to receive the amount currently. Similarly, an amount
is not currently available as of a date if the employee may under no circumstances
receive the amount before a particular time in the future. The determination of whether
an amount is currently available to an employee does not depend on whether it has
been constructively received by the employee for purposes of section 451.

(v) Certain one-time elections not treated as cash or deferred elections. A cash

or deferred election does not include a one-time irrevocable election upon an
employee’s commencement of employment with the employer, or upon the employee’s
first becoming eligible under the plan or any other plan of the employer (whether or not
such other plan has terminated), to have contributions equal to a specified amount or
percentage of the employee’s compensation (including no amount of compensation)
made by the employer on the employee’s behalf to the plan and a specified amount or
percentage of the employee’s compensation (including no amount of compensation)

divided among all other plans of the employer (including plans not yet established) for
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the duration of the employee’s employment with the employer, or in the case of a
defined benefit plan to receive accruals or other benefits (including no benefits) under
such plans. Thus, for example, employer contributions made pursuant to a one-time
irrevocable election described in this paragraph are not treated as having been made
pursuant to a cash or deferred election and are not includible in an employee’s gross
income by reason of §1.402(a)-1(d). In the case of an irrevocable election made on or
before December 23, 1994--

(A) The election does not fail to be treated as a one-time irrevocable election
under this paragraph (a)(3)(v) merely because an employee was previously eligible
under another plan of the employer (whether or not such other plan has terminated);
and

(B) In the case of a plan in which partners may participate, the election does not
fail to be treated as a one-time irrevocable election under this paragraph (a)(3)(v)
merely because the election was made after commencement of employment or after the
employee’s first becoming eligible under any plan of the employer, provided that the
election was made before the first day of the first plan year beginning after December
31,1988, or, if later, March 31,1989.

(vi) Tax treatment of employees. An amount generally is includible in an

employee’s gross income for the taxable year in which the employee actually or
constructively receives the amount. But for sections 402(e)(3) and 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
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available. See §1.402(a)-1(d).
(vii) Examples. The following examples illustrate the application of paragraph
(a)(3) of this section:

Example 1. (i) An employer maintains a profit-sharing plan under which each
eligible employee has an election to defer an annual bonus payable on January 30 each
year. The bonus equals 10% of compensation during the previous calendar year.
Deferred amounts are not treated as after-tax employee contributions. The bonus is
currently available on January 30.

(i) An election made prior to January 30 to defer all or part of the bonus is a cash
or deferred election, and the bonus deferral arrangement is a cash or deferred
arrangement.

Example 2. (i) An employer maintains a profit-sharing plan which provides for
discretionary profit sharing contributions and under which each eligible employee may
elect to reduce his compensation by up to 10% and to have the employer contribute
such amount to the plan. The employer pays each employee every two weeks for
services during the immediately preceding two weeks. The employee’s election to defer
compensation for a payroll period must be made prior to the date the amount would
otherwise be paid. The employer contributes to the plan the amount of compensation
that each employee elected to defer, at the time it would otherwise be paid to the
employee, and does not treat the contribution as an after-tax employee contribution.

(i) The election is a cash or deferred election and the contributions are elective
contributions.

Example 3. (i) The facts are the same as in Example 2, except that the employer
makes a $10,000 contribution on January 31 of the plan year that is in addition to the
contributions that satisfy the employer’s obligation to make contributions with respect to
cash or deferred elections for prior payroll periods. Employee A makes an election on
February 15 to defer $2,000 from compensation that is not currently available and the
employer reduces the employee’s compensation to reflect the election.

(i) None of the additional $10,000 contributed January 31 is a contribution made
pursuant to Employee A’s cash or deferred election, because the contribution was made
before the election was made. Accordingly, the employer must make an additional
contribution of $2,000 in order to satisfy its obligation to contribute an amount to the
plan pursuant to Employee A’s election. The $10,000 contribution can be allocated
under the plan terms providing for discretionary profit sharing contributions.

Example 4. (i) The facts are the same as in Example 3, except that Employee A
had an outstanding election to defer $500 from each payroll period’s compensation.
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(i) None of the additional $10,000 contributed January 31 is a contribution made
pursuant to Employee A’s cash or deferred election for future payroll periods, because
the contribution was made before the earlier of Employee A's performance of services
to which the contribution is attributable or when the compensation would be currently
available. Accordingly, the employer must make an additional contribution of $500 per
payroll period in order to satisfy its obligation to contribute an amount to the plan
pursuant to Employee A’s election. The $10,000 contribution can be allocated under
the plan terms providing for discretionary profit sharing contributions.

Example 5. (i) Employer B establishes a money purchase pension plan in 1986.
This is the first qualified plan established by Employer B. All salaried employees are
eligible to participate under the plan. Hourly-paid employees are not eligible to
participate under the plan. In 2000, Employer B establishes a profit-sharing plan under
which all employees (both salaried and hourly) are eligible. Employer B permits all
employees on the effective date of the profit-sharing plan to make a one-time
irrevocable election to have Employer B contribute 5% of compensation on their behalf
to the plan and make no other contribution to any other plan of Employer B (including
plans not yet established) for the duration of the employee’s employment with Employer
B, and have their salaries reduced by 5%.

(i) The election provided under the profit-sharing plan is not a one-time
irrevocable election within the meaning of paragraph (a)(3)(v) of this section with
respect to the salaried employees of Employer B who, 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 paragraph (a)(3)(v) of this section with
respect to the hourly employees, because they were not previously eligible to participate
under another plan of the employer.

(4) Rules applicable to qualified cash or deferred arrangements--(i) Definition of

qualified cash or deferred arrangement. A qualified cash or deferred arrangement is a

cash or deferred arrangement that satisfies the requirements of paragraphs (b), (c), (d),
and (e) of this section.

(i) Treatment of elective contributions as employer contributions. Except as

otherwise provided in §1.401(k)-2(b)(3), elective contributions 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
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401(a) and 401(k), 402, 404, 409, 411, 412, 415, 416, and 417.

(iii) Tax treatment of employees. Except as provided in section 402(g), 402A

(effective for years beginning after December 31, 2005), or 1.401(k)-2(b)(3), elective
contributions under a qualified cash or deferred arrangement are neither includible in an
employee’s gross income at the time the cash would have been includible in the
employee’s gross income (but for the cash or deferred election), nor at the time the
elective contributions are contributed to the plan. See §1.402(a)-1(d)(2)(i).

(iv) Application of nondiscrimination requirements to plan that includes a qualified

cash or deferred arrangement--(A) Exclusive means of amounts testing. Elective

contributions under a qualified cash or deferred arrangement satisfy the requirements of
section 401(a)(4) with respect to amounts if and only if the amount of elective
contributions satisfies the nondiscrimination test of section 401(k) under paragraph
(b)(1) of this section. See §1.401(a)(4)-1(b)(2)(ii)(B).

(B) Testing benefits, rights and features. A plan that includes a qualified cash or

deferred arrangement must satisfy the requirements of section 401(a)(4) with respect to
benefits, rights and features in addition to the requirements regarding amounts
described in paragraph (a)(4)(iv)(A) of this section. For example, the right to make each
level of elective contributions under a cash or deferred arrangement is a benefit, right or
feature subject to the requirements of section 401(a)(4). See §1.401(a)(4)-4(e)(3)(i) and
(iii)(D). Thus, for example, if all 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 HCEs with respect to
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the availability of elective contributions and thus will generally not satisfy the
requirements of section 401(a)(4).

(C) Minimum coverage requirement. A qualified cash or deferred arrangement is

treated as a separate plan that must satisfy the requirements of section 410(b). See
§1.410(b)-7(c)(1) for special rules. The determination of whether a cash or deferred
arrangement satisfies the requirements of section 410(b) must be made without regard
to the modifications to the disaggregation rules set forth in paragraph (b)(4)(v) of this
section. See also §1.401(a)(4)-11(g)(3)(vii)(A), relating to corrective amendments that
may be made to satisfy the minimum coverage requirements of section 410(b).

(5) Rules applicable to nonqualified cash or deferred arrangements--(i) Definition

of nonqualified cash or deferred arrangement. A nonqualified cash or deferred

arrangement is a cash or deferred arrangement that fails to satisfy one or more of the
requirements in paragraph (b), (c), (d) or (e) of this section.

(i) Treatment of elective contributions as nonelective contributions. Except as

specifically provided otherwise, elective contributions under a nonqualified cash or
deferred arrangement are treated as nonelective employer contributions. Thus, for
example, the elective contributions are treated as nonelective employer contributions for
purposes of sections 401(a) (including section 401(a)(4)) and 401(k), 404, 409, 411,
412, 415, 416, and 417 and are not subject to the requirements of section 401(m).

(iii) Tax treatment of employees. Elective contributions under a nonqualified

cash or deferred arrangement are includible in an employee’s gross income at the time
the cash or other taxable amount that the employee would have received (but for the

cash or deferred election) would have been includible in the employee’s gross income.
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See §1.402(a)-1(d)(1).

(iv) Qualification of plan that includes a nonqualified cash or deferred

arrangement-- (A) In general. 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 nondiscrimination tests of sections 401(k), paragraph (b)(1) of this
section, section 401(m)(2) and §1.401(m)-1(b) may not be used. See
§§1.401(a)(4)-1(b)(2)(ii)(B) and 1.410(b)-9 (definition of section 401(k) plan).

(B) Application of section 401(a)(4) to certain plans. The amount of employer

contributions under a nonqualified cash or deferred arrangement is treated as satisfying
section 401(a)(4) if the arrangement is part of 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). Additionally, the requirements of sections 401(a)(4) and 410(b) do
not apply to a governmental plan (within the meaning of section 414(d)) maintained by a
State or local government or political subdivision thereof (or agency or instrumentality
thereof). See sections 401(a)(5) and 410(c)(1)(A).

(v) Example. The following example illustrates the application of this paragraph
(@)s):

Example. (i) For the 2006 plan year, Employer A maintains a collectively
bargained plan that includes a cash or deferred arrangement. Employer contributions
under the cash or deferred arrangement do not satisfy the nondiscrimination test of

section 401(k) and paragraph (b) of this section.

(ii) The arrangement is a nonqualified cash or deferred arrangement. The
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employer contributions under the cash or deferred arrangement are considered to be
nondiscriminatory under section 401(a)(4), and the elective contributions are generally
treated as employer contributions under paragraph (a)(5)(ii) of this section. Under
paragraph (a)(5)(iii) of this section and under §1.402(a)-1(d)(1), however, the elective
contributions are includible in each employee’s gross income.

(6) Rules applicable to cash or deferred arrangements of self-employed

individuals --(i) Application of general rules. Generally, a partnership or sole

proprietorship is permitted to maintain a cash or deferred arrangement, and individual
partners or owners are permitted to make cash or deferred elections with respect to
compensation attributable to services rendered to the entity, under the same rules that
apply to other cash or deferred arrangements. For example, any contributions made on
behalf of an individual partner or owner pursuant to a cash or deferred arrangement of a
partnership or sole proprietorship are elective contributions unless they are designated
or treated as after-tax employee contributions. In the case of a partnership, a cash or
deferred arrangement includes any arrangement that directly or indirectly permits
individual partners to vary the amount of contributions made on their behalf. Consistent
with §1.402(a)-1(d), the elective contributions under such an arrangement are includible
in income and are not deductible under section 404(a) unless the arrangement is a
qualified cash or deferred arrangement (i.e., the requirements of section 401(k) and this
section are satisfied). Also, even if the arrangement is a qualified cash or deferred
arrangement, the elective contributions are includible in gross income and are not
deductible under section 404(a) to the extent they exceed the applicable limit under

section 402(g). See also §1.401(a)-30.
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(if) Treatment of matching contributions made on behalf of self-employed
individuals. Under section 402(g)(8), matching contributions made on behalf of a self-
employed individual are not treated as elective contributions made pursuant to a cash or
deferred election, without regard to whether such matching contributions indirectly
permit individual partners to vary the amount of contributions made on their behalf.

(iii) Timing of self-employed individual's cash or deferred election. For purposes

of paragraph (a)(3)(iv) of this section, a partner's compensation is deemed currently
available on the last day of the partnership taxable year and a sole proprietor’s
compensation is deemed currently available on the last day of the individual’'s taxable
year. Accordingly, a self-employed individual may not make a cash or deferred election
with respect to compensation for a partnership or sole proprietorship taxable year after
the last day of that year. See §1.401(k)-2(a)(4)(ii) for the rules regarding when these
contributions are treated as allocated.

(b) Coverage and nondiscrimination requirements--(1) In general. A cash or

deferred arrangement satisfies this paragraph (b) for a plan year only if--

(i) The group of eligible employees under the cash or deferred arrangement
(including any employee taken into account for purposes of section 410(b) pursuant to
§1.401(a)(4)-11(g)(3)(vii)(A)) satisfies the requirements of section 410(b) (including the
average benefit percentage test, if applicable); and

(ii) The cash or deferred arrangement satisfies--

(A) The ADP test of section 401(k)(3) described in §1.401(k)-2;

(B) The ADP safe harbor provisions of section 401(k)(12) described in §1.401(k)-

3; or
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(C) The SIMPLE 401(k) provisions of section 401(k)(11) described in §1.401(k)-

(2) Automatic satisfaction by certain plans. Notwithstanding paragraph (b)(1) of

this section, a governmental plan (within the meaning of section 414(d)) maintained by a
State or local government or political subdivision thereof (or agency or instrumentality
thereof) shall be treated as meeting the requirements of this paragraph (b).

(3) Anti-abuse provisions. Sections 1.401(k)-1 through 1.401(k)-6 are designed

to provide simple, practical rules that accommodate legitimate plan changes. At the
same time, the rules are intended to be applied by employers in a manner that does not
make use of changes in plan testing procedures or other plan provisions to inflate
inappropriately the ADP for NHCEs (which is used as a benchmark for testing the ADP
for HCESs) or to otherwise manipulate the nondiscrimination testing requirements of this
paragraph (b). Further, this paragraph (b) is part of the overall requirement that benefits
or contributions not discriminate in favor of HCEs. Therefore, a plan will not be treated
as satisfying the requirements of this paragraph (b) if there are repeated changes to
plan testing procedures or plan provisions that have the effect of distorting the ADP so
as to increase significantly the permitted ADP for HCEs, or otherwise manipulate the
nondiscrimination rules of this paragraph, if a principal purpose of the changes was to
achieve such a result.

(4) Aggregation and restructuring--(i) In general. This paragraph (b)(4) contains

the exclusive rules for aggregating and disaggregating plans and cash or deferred
arrangements for purposes of this section, and §§1.401(k)-2 through 1.401(k) -6.

(i) Aggregation of cash or deferred arrangements within a plan. Except as
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otherwise specifically provided in this paragraph (b)(4), all cash or deferred
arrangements included in a plan are treated as a single cash or deferred arrangement
and a plan must apply a single test under paragraph (b)(1)(ii) of this section with respect
to all such arrangements within the plan. Thus, for example, if two groups of employees
are eligible for separate cash or deferred arrangements under the same plan, all
contributions under both cash or deferred arrangements must be treated as made under
a single cash or deferred arrangement subject to a single test, even if they have
significantly different features, such as different limits on elective contributions.

(iii) Aggregation of plans--(A) In general. For purposes of this section and

§§1.401(k)-2 through 1.401(k)-6, thé 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), as modified by
paragraph (b)(4)(v) of this section. Thus, for example, two plans (within the meaning of
§1.410(b)-7(b)) that are treated as a single plan pursuant to the permissive aggregation
rules of §1.410(b)-7(d) are treated as a single plan for purposes of section 401(k) and
section 401(m).

(B) Plans with inconsistent ADP testing methods. Pursuant to paragraph

(b)(4)(ii) of this section, a single testing method must apply with respect to all cash or
deferred arrangements under a plan. Thus, in applying the permissive aggregation
rules of §1.410(b)-7(d), an employer may not aggregate plans (within the meaning of
§1.410(b)-7(b)) that apply inconsistent testing methods. For example, a plan (within the
meaning of §1.410(b)-7(b)) that applies the current year testing method may not be

aggregated with another plan that applies the prior year testing method. Similarly, an
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employer may not aggregate a plan (within the meaning of §1.410(b)-7(b)) using the
ADP safe harbor provisions of section 401(k)(12) and another plan that is using the
ADP test of section 401(k)(3).

(iv)_Disaggregation of plans and separate testing--(A) In general. If a cash or

deferred arrangement is included in a plan (within the meaning of §1.410(b)-7(b)) that is
mandatorily disaggregated under the rules of section 410(b) (as modified by this
paragraph (b)(4)), the cash or deferred arrangement must be disaggregated in a
consistent manner. For example, in the case of an employer that is treated as operating
qualified separate lines of business under section 414(r), if the eligible employees under
a cash or deferred arrangement are in more than one qualified separate line of
business, only those employees within each qualified separate line of business may be
taken into account in determining whether each disaggregated portion of the plan
complies with the requirements of section 401(k), unless the employer is applying the
special rule for employer-wide plans in §1.414(r)-1(c)(2)(ii) with respect to the plan.
Similarly, if a cash or deferred arrangement under which employees are permitted to
participate before they have completed the minimum age and service requirements of
section 410(a)(1) applies section 410(b)(4)(B) for determining whether the plan
complies with section 410(b)(1), then the arrangement must be treated as two separate
arrangements, one comprising all eligible employees who have met the age and service
requirements of section 410(a)(1) and one comprising all eligible employees who have
not met the age and service requirements under section 410(a)(1), unless the plan is
using the rule in §1.401(k)-2(a)(1)(iii)(A).

(B) Restructuring prohibited. Restructuring under §1.401(a)(4)-9(c) may not be
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used to demonstrate compliance with the requirements of section 401(k). See
§1.401(a)(4)-9(c)(3)(ii).

(v) Modifications to section 410(b) rules--(A) Certain disaggregation rules not

applicable. The mandatory disaggregation rules relating to section 401(k) plans and
section 401(m) plans set forth in §1.410(b)-7(c)(1) and ESOP and non-ESOP portions
of a plan set forth in §1.410(b)-7(c)(2) shall not apply for purposes of this section and
§§1.401(k)-2 through 1.401(k)-6. Accordingly, notwithstanding §1.410(b)-7(d)(2), an
ESOP and a non-ESOP which are different plans (within the meaning of §1.410(b)-7(b))
are permitted to be aggregated for these purposes.

(B) Permissive aggregation of collective bargaining units. Notwithstanding the

general rule under section 410(b) and §1.410(b)-7(c) that a plan that benefits
employees who are included in a unit of employees covered by a collective bargaining
agreement and employees who are not included in the collective bargaining unit is
treated as comprising separate plans, an employer can treat two or more separate
collective bargaining units as a single collective bargaining unit for purposes of this
section and §1.401(k)-2 through §1.401(k)-6, provided that the combinations of units are
determined on a basis that is reasonable and reasonably consistent from year to year.
Thus, for example, if a plan benefits employees in three categories (e.g., 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), the 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,
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one benefitting all employees who are included in a collective bargaining unit and
another benefitting 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 is treated as
included in a unit of employees covered by a collective bargaining agreement if and only
if the employee is a collectively bargained employee within the meaning of §1.410(b)-
6(d)(2).

(C) Multiemployer plans. Notwithstanding §1.410(b)-7(c)(4)(ii)(C), 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 benefitting under the same benefit computation formula
and covered pursuant to that collective bargaining agreement. The rules of paragraph
(b)(4)(v)(B) of this section (including the permissive 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 noncollectively bargaining unit employees who
benefit under the plan are employed by one or more employers.

(vi) Examples. The following examples illustrate the application of this paragraph
(b)(4):
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Example 1. (i) Employer A maintains Plan V, a profit-sharing plan that includes a
cash or deferred arrangement in which all of the employees of Employer A are eligible
to participate. For purposes of applying section 410(b), Employer A is treated as
operating qualified separate lines of business under section 414(r) in accordance with
§1.414(r)-1(b). However, Employer A applies the special rule for employer-wide plans
in §1.414(r)-1(c)(2)(ii) to the portion of its profit-sharing plan that consists of elective
contributions under the cash or deferred arrangement (and to no other plans or portions
of plans).

(if) Under these facts, the requirements of this section and §§1.401(k)-2 through
1.401(k)-6 must be applied on an employer-wide rather than a qualified separate line of
business basis.

Example 2. (i) Employer B maintains Plan W, a profit-sharing plan that includes
a cash or deferred arrangement in which all of the employees of Employer B are eligible
to participate. For purposes of applying section 410(b), the plan treats the cash or
deferred arrangement as two separate plans, one for the employees who have
completed the minimum age and service eligibility conditions under section 410(a)(1)
and the other for employees who have not completed the conditions. The plan provides
that it will satisfy the section 401(k) safe harbor requirement of §1.401(k)-3 with respect
to the employees who have met the minimum age and service conditions and that it will
meet the ADP test requirements of §1.401(k)-2 with respect to the employees who have
not met the minimum age and service conditions.

(ii) Under these facts, the cash or deferred arrangement must be disaggregated
on a consistent basis with the disaggregation of Plan W. Thus, the requirements of
§1.401(k)-2 must be applied by comparing the ADP for eligible HCEs who have not
completed the minimum age and service conditions with the ADP for eligible NHCEs for
the applicable year who have not completed the minimum age and service conditions.

Example 3. (i) Employer C maintains Plan X, a stock-bonus plan including an
ESOP. The plan also includes a cash or deferred arrangement for participants in the
ESOP and non-ESOP portions of the plan.

(i) Pursuant to paragraph (b)(4)(v)(A) of this section the ESOP and non-ESOP
portions of the stock-bonus plan are a single cash or deferred arrangement for purposes
of this section and §§1.401(k)-2 through 1.401(k)-6. However, as provided in paragraph
(a)(4)(iv)(C) of this section, the ESOP and non-ESOP portions of the plan are still
treated as separate plans for purposes of satisfying the requirements of section 410(b).

(c) Nonforfeitability requirements--(1) General rule. A cash or deferred

arrangement satisfies this paragraph (c) only if the amount attributable to an employee’s

elective contributions are immediately nonforfeitable, within the meaning of paragraph
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(c)(2) of this section, are disregarded for purposes of applying section 411(a) to other
contributions or benefits, and the contributions remain nonforfeitable even if the
employee makes no additional elective contributions under a cash or deferred
arrangement.

(2) Definition of immediately nonforfeitable. An amount is immediately

nonforfeitable if it is immediately nonforfeitable within the meaning of section 411, and
would be nonforfeitable under the plan regardless of the age and service of the
employee or whether the employee is employed on a specific date. An amount that is
subject to forfeitures or suspensions permitted by section 411(a)(3) does not satisfy the
requirements of this paragraph (c).

(3) Example. The following example illustrates the application of this paragraph
(c):

Example . (i) Employees B and C are covered by Employer Y’s stock bonus
plan, which includes a cash or deferred arrangement. All employees participating in the

plan have a nonforfeitable right to a percentage of their account balance derived from all
contributions (including elective contributions) as shown in the following table:

Years of service Nonforfeitable percentage
Less than 1 0%

1 20%

2 40%

3 60%
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4 80%

5 or more 100%

(i) The cash or deferred arrangement does not satisfy paragraph (c) of this
section because elective contributions are not immediately nonforfeitable. Thus, the
cash or deferred arrangement is a nonqualified cash or deferred arrangement.

(d) Distribution limitation--(1) General rule. A cash or deferred arrangement

satisfies this paragraph (d) only if amounts attributable to elective contributions may not
be distributed before one of the following events, and any distributions so permitted also
satisfy the additional requirements of paragraphs (d)(2) through (5) of this section (to
the extent applicable)--

(i) The employee’s death, disability, or severance from employment;

(ii) In the case of a profit-sharing, stock bonus or rural cooperative plan, the
employee’s attainment of age 59, or the employee’s hardship; or

(iii) The termination of the plan.

(2) Rules applicable to distributions upon severance from employment. An

employee has a severance from employment when the employee ceases to be an
employee of the employer maintaining the plan. An employee does not have a
severance from employment if, in connection with a change of employment, the
employee’s new employer maintains such plan with respect to the employee. For
example, a new employer maintains a plan with respect to an employee by continuing
or assuming sponsorship of the plan or by accepting a transfer of plan assets and
liabilities (within the meaning of section 414(1)) with respect to the employee).

(3) Rules applicable to hardship distributions--(i) Distribution must be on account
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of hardship. A distribution is treated as made after an employee’s hardship for
purposes of paragraph (d)(1)(ii) of this section if and only if it is made on account of the
hardship. For purposes of this rule, a distribution is made on account of hardship only if
the distribution both is made on account of an immediate and heavy financial need of
the employee and is necessary to satisfy the financial need. The determination of the
existence of an immediate and heavy financial need and of the amount necessary to
meet the need must be made in accordance with nondiscriminatory and objective
standards set forth in the plan.

(i) Limit on maximum distributable amount--(A) General rule. A distribution on

account of hardship must be limited to the maximum distributable amount. The
maximum distributable amount is equal to the employee’s total elective contributions as
of the date of distribution, reduced by the amount of previous distributions of elective
contributions. Thus, the maximum distributable amount does not include earnings,
QNECs or QMACs, unless grandfathered under paragraph (d)(3)(ii)(B) of this section.

(B) Grandfathered amounts. If the plan provides, the maximum distributable

amount may be increased for amounts credited to the employee’s account as of a date
specified in the plan that is no later than December 31, 1988, or if later, the end of the
last plan year ending before July 1, 1989 (or in the case of a collectively bargained plan,
the earlier of--

(1) the later of January 1, 1989, or the date on which the last of the collective
bargaining agreements in effect on March 1, 1986 terminates (determined without
regard to any extension thereof after February 28, 1986); or

(2) January 1, 1991) and consisting of--
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(i) Income allocable to elective contributions;
(ii) Qualified nonelective contributions and allocable income; and
(iii) Qualified matching contributions and allocable income.

(iii) Immediate and heavy financial need--(A) In general. Whether an employee

has an immediate and heavy financial need is to be determined based on all the
relevant facts and circumstances. Generally, for example, the need to pay the funeral
expenses of a family member would constitute an immediate and heavy financial need.
A distribution made to an employee for the purchase of a boat or television would
generally not constitute a distribution made on account of an immediate and heavy
financial need. A financial need may be immediate and heavy even if it was reasonably
foreseeable or voluntarily incurred by the employee.

(B) Deemed immediate and heavy financial need. A distribution is deemed to be

on account of an immediate and heavy financial need of the employee if the distribution
is for--

(1) Expenses for medical care described in section 213(d) previously incurred by
the employee, the employee’s spouse, or any dependents of the employee (as defined
in section 152) or necessary for these persons to obtain medical care described in
section 213(d);

(2) Costs directly related to the purchase of a principal residence for the
employee (excluding mortgage payments);

(3) Payment of tuition, related educational fees, and room and board expenses,
for up to 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
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(4) Payments necessary to prevent the eviction of the employee from the
employee’s principal residence or foreclosure on the mortgage on that residence.

(iv) Distribution necessary to satisfy financial need--(A) Distribution may not

exceed amount of need. A distribution is treated as necessary to satisfy an immediate

and heavy financial need of an employee only to the extent the amount of the
distribution is not in excess of the amount required to satisfy the financial need. For this
purpose, the amount required to satisfy the financial need may include any amounts
necessary to pay any federal, state, or local income taxes or penalties reasonably
anticipated to result from the distribution.

(B) No alternative means available. A distribution is not treated as necessary to

satisfy an immediate and heavy financial need of an employee to the extent the need
may be relieved from other resources that are reasonably available to the employee.
This determination generally is to be made on the basis of all the relevant facts and
circumstances. For purposes of this paragraph (d)(3)(iv), the employee’s resources are
deemed to include those assets of the employee’s spouse and minor children that are
reasonably available to the employee. Thus, for example, a vacation home owned by
the employee and the employee’s spouse, whether as community property, joint
tenants, tenants by the entirety, or tenants in common, generally will be deemed a
resource of the employee. However, property held for the employee’s child under an
irrevocable trust or under the Uniform Gifts to Minors Act (or comparable State law) is
not treated as a resource of the employee.

(C) Employer reliance on employee representation. For purposes of paragraph

(d)(3)(iv)(B) of this section, an immediate and heavy financial need generally may be
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treated as not capable of being relieved from other resources that are reasonably
available to the employee, if the employer relies upon the employee’s written
representation, unless the employer has actual knowledge to the contrary, that the need
cannot reasonably be relieved--

(1) Through reimbursement or compensation by insurance or otherwise;

(2) By liquidation of the employee’s assets;

(3) By cessation of elective contributions or employee contributions under the
plan;

(4) By other distributions or nontaxable (at the time of the loan) loans from plans
maintained by the employer or by any other employer; or

(5) By borrowing from commercial sources on reasonable commercial terms in
an amount sufficient to satisfy the need.

(D) Employee need not take counterproductive actions. For purposes of this

paragraph (d)(3)(iv), a need cannot reasonably be relieved by one of the actions
described in paragraph (d)(3)(iv)(C) of this section if the effect would be to increase the
amount of the need. For example, the need for funds to purchase a principal residence
cannot reasonably be relieved by a plan loan if the loan would disqualify the employee
from obtaining other necessary financing.

(E) Distribution deemed necessary to satisfy immediate and heavy financial

need. A distribution is deemed necessary to satisfy an immediate and heavy financial
need of an employee if each of the following requirements are satisfied--
(1) The employee has obtained all distributions, other than hardship distributions,

and all nontaxable (at the time of the loan) loans currently available under the plan and
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all other plans maintained by the employer; and
(2) The employee is prohibited, under the terms of the plan or an otherwise
legally enforceable agreement, from making elective contributions and employee
contributions to the plan and all other plans maintained by the employer for at least 6
months after receipt of the hardship distribution.

(F) Definition of other plans. For purposes of paragraph (d)(3)(iv)(C)(4) and

(E)(1) of this section, the phrase “plans maintained by the employer” means all qualified
and nonqualified plans of deferred compensation maintained by the employer, including
a cash or deferred arrangement that is part of a cafeteria plan within the meaning of
section 125. However, it does not include the mandatory employee contribution portion
of a defined benefit plan or a health or welfare benefit plan (including one that is part of
a cafeteria plan). In addition, for purposes of paragraph (d)(3)(iv)(E)(2) of this section,
the phrase “plans maintained by the employer” also includes a stock option, stock
purchase, or similar plan maintained by the employer. See §1.401(k)-6 for the
continued treatment of suspended employees as eligible employees.

(v) Commissioner may expand standards. The Commissioner may prescribe

additional guidance of general applicability, published in the Internal Revenue Bulletin
(see 601.601(d)(2) of this chapter), expanding the list of deemed immediate and heavy
financial needs and prescribing additional methods for distributions to be deemed
necessary to satisfy an immediate and heavy financial need.

(4) Rules applicable to distributions upon plan termination--(i) No alternative

defined contribution plan. A distribution may not be made under paragraph (d)(1)(iii) of

this section if the employer establishes or maintains an alternative defined contribution
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plan. For purposes of the preceding sentence, the definition of the term “employer”
contained in §1.401(k)-6 is applied as of the date of plan termination, and a plan is an
alternative defined contribution plan only if it is a defined contribution plan that exists at
any time during the period beginning on the date of plan termination and ending 12
months after distribution of all assets from the terminated plan. However, if at all times
during the 24-month period beginning 12 months before the termination, fewer than 2%
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 an alternative defined contribution
plan. In addition, a defined contribution plan is not treated as an alternative defined
contribution plan if it is an employee stock ownership plan as defined in section
4975(e)(7) or 409(a), a simplified employee pension as defined in section 408(k), a
SIMPLE IRA plan as defined in section 408(p), a plan or contract that satisfies the
requirements of section 403(b), or a plan that satisfies the requirements of section 457.

(i) Lump sum requirement for certain distributions. A distribution may be made

under paragraph (d)(1)(iii) of this section only if it is a lump sum distribution. The term
lump sum distribution has the meaning provided in section 402(e)(4)(D) (without regard
to section 402(e)(4)(D)(i)(1), (1), (1) and (1V)). In addition, a lump sum distribution
includes a distribution of an annuity contract from a trust that is part of a plan described
in section 401(a) and which is exempt from tax under section 501(a) or an annuity plan
described in 403(a).

(5) Rules applicable to all distributions--(i) Exclusive distribution rules. Amounts

attributable to elective contributions may not be distributed on account of any event not
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described in this paragraph (d), such as completion of a stated period of plan
participation or the lapse of a fixed number of years. For example, if excess deferrals
(and income) for an employee’s taxable year are not distributed within the time
prescribed in §1.402(g)-1(e)(2) or (3), the amounts may be distributed only on account
of an event described in this paragraph (d). Pursuant to section 401(k)(8), the
prohibition on distributions set forth in this section does not apply to a distribution of
excess contributions under §1.401(k)-2(b). In addition, the prohibition on distributions
set forth in this paragraph (d) does not apply to a distribution of excess annual additions
pursuant to §1.415-6(b)(6)(iv).

(i) Deemed distributions. The cost of life insurance (determined under section

72) is not treated as a distribution for purposes of section 401(k)(2) and this paragraph
(d). The making of a loan is not treated as a distribution, even if the loan is secured by
the employee’s accrued benefit attributable to elective contributions or is includible in
the employee’s income under section 72(p). However, the reduction, by reason of
default on a loan, of an employee’s accrued benefit derived from elective contributions
is treated as a distribution.

(iii) ESOP dividend distributions. A plan does not fail to satisfy the requirements

of this paragraph (d) merely by reason of a dividend distribution described in section
404(k)(2).

(iv) Limitations apply after transfer. The limitations of this paragraph (d) generally

continue to apply to amounts attributable to elective contributions (including QNECs and
qualified matching contributions taken into account for the ADP test under §1.401(k)-

2(a)(6)) that are transferred to another qualified plan of the same or another employer.
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Thus, the transferee plan will generally fail to satisfy the requirements of section 401(a)
and this section if transferred amounts may be distributed before the times specified in
this paragraph (d). In addition, a cash or deferred arrangement fails to satisfy the
limitations of this paragraph (d) if it transfers amounts to a plan that does not provide
that the transferred amounts may not be distributed before the times specified in this
paragraph (d). The transferor plan does not fail to comply with the preceding sentence
if it reasonably concludes that the transferee plan provides that the transferred amounts
may not be distributed before the times specified in this paragraph (d). What constitutes
a basis for a reasonable conclusion is comparable to the rules related to acceptance of
rollover distributions. See §1.401(a)(31)-1, A-14. The limitations of this paragraph (d)
cease to apply after the transfer, however, if the amounts could have been distributed at
the time of the transfer (other than on account of hardship), and the transfer is an
elective transfer described in §1.411(d)-4, Q&A-3(b)(1). The limitations of this
paragraph (d) also do not apply to amounts that have been paid in a direct rollover to
the plan after being distributed by another plan.

(6) Examples. The following eiamples illustrate the application of this paragraph
(d):

Example 1. Employer M maintains Plan V, a profit-sharing plan that includes a
cash or deferred arrangement. Elective contributions under the arrangement may be
withdrawn for any reason after two years following the end of the plan year in which the
contributions were made. Because the plan permits distributions of elective
contributions before the occurrence of one of the events specified in section
401(k)(2)(B) and this paragraph (d), the cash or deferred arrangement is a nonqualified
cash or deferred arrangement and the elective contributions are currently includible in

income under section 402.

Example 2. (i) Employer N maintains Plan W, a profit-sharing plan that includes
a cash or deferred arrangement. Plan W provides for distributions upon a participant’s
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severance from employment, death or disability. All employees of Employer N and its
wholly owned subsidiary, Employer O, are eligible to participate in Plan W. Employer N
agrees to sell all issued and outstanding shares of Employer O to an unrelated entity,
Employer T, effective on December 31, 2006. Following the transaction, Employer O
will be a wholly owned subsidiary of Employer T. Additionally, individuals who are
employed by Employer O on the effective date of the sale continue to be employed by
Employer O following the sale. Following the transaction, all employees of Employer O
will cease to participate in Plan W and will become eligible to participate in the cash or
deferred arrangement maintained by Employer T, Plan X. No assets will be transferred
from Plan W to Plan X, except in the case of a direct rollover within the meaning of
section 401(a)(31).

(if) Employer O ceases to be a member of Employer N’s controlled group as a
result of the sale. Therefore, employees of Employer O who participated in Plan W will
have a severance from employment and are eligible to receive a distribution from Plan
W.

Example 3. (i) Employer Q maintains Plan Y, a profit-sharing plan that includes a
cash or deferred arrangement. Plan Y, the only plan maintained by Employer Q, does
not provide for loans. However, Plan Y provides that elective contributions under the
arrangement may be distributed to an eligible employee on account of hardship using
the deemed immediate and heavy financial need provisions of paragraph (d)(3)(iii)(B) of
this section and provisions regarding distributions necessary to satisfy financial need of
paragraphs (d)(3)(iv)(A) through (D) of this section. Employee A is an eligible employee
in Plan Y with an account balance of $50,000 attributable to elective contributions made
by Employee A. The total amount of elective contributions made by Employee A, who
has not previously received a distribution from Plan Y, is $20,000. Employee A
requests a $15,000 hardship distribution of his elective contributions to pay 6 months of
college tuition and room and board expenses for his dependent child. At the time of the
distribution request, the sole asset of Employee A (that is reasonably available to
Employee A within the meaning of paragraph (d)(3)(iv)(B) of this section) is a savings
account with an available balance of $10,000.

(ii) A distribution is made on account of hardship only if the distribution both is
made on account of an immediate and heavy financial need of the employee and is
necessary to satisfy the financial need. Under paragraph (d)(3)(iii)(B) of this section, a
distribution for payment of up to the next 12 months of post-secondary education and
room and board expenses for Employee A’s dependant child is deemed to be on
account of an immediate and heavy financial need of Employee A.

(iii) A distribution is treated as necessary to satisfy Employee A’s immediate and
heavy financial need to the extent the need may not be relieved from other resources
reasonably available to Employee A. Under paragraph (d)(3)(iv)(B) of this section,
Employee A’s $10,000 savings account is a resource that is reasonably available to the
employee and must be taken into account in determining the amount necessary to
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satisfy Employee A’s immediate and heavy financial need. Thus, Employee A may
receive a distribution of only $5,000 of his elective contributions on account of this
hardship, plus an amount necessary to pay any federal, state, or local income taxes or
penalties reasonably anticipated to result from the distribution.

Example 4. (i) The facts are the same as in Example 3. Employee B, another
employee of Employer Q has an account balance of $25,000, attributable to Employee
B'’s elective contributions. The total amount of elective contributions made by Employee
B, who has not previously received a distribution from Plan Y, is $15,000. Employee B
requests a $10,000 distribution- of his elective contributions to pay 6 months of college
tuition and room and board expenses for his dependent child. Employee B makes a
written representation (with respect to which Employer Q has no actual knowledge to
the contrary) that the need cannot reasonably be relieved: 1) through reimbursement or
compensation by insurance or otherwise; 2) by liquidation of the employee’s assets; 3)
by cessation of elective contributions or employee contributions under the plan; 4) by
other distributions or nontaxable (at the time of the loan) loans from plans maintained by
the employer or by any other employer; or 5) by borrowing from commercial sources on
reasonable commercial terms in an amount sufficient to satisfy the need.

(ii) Under paragraph (d)(3)(iii)(B) of this section, a distribution for payment of up
to the next 12 months of post-secondary education and room and board expenses for
Employee B’s dependant child is deemed to be on account of an Employee B’s
immediate and heavy financial need. In addition, because Employer Q can rely on
Employee B’s written representation, the distribution is considered necessary to satisfy
Employee B’s immediate and heavy financial need. Therefore, Employee B may receive
a $10,000 distribution of his elective contributions on account of hardship plus an
amount necessary to pay any federal, state, or local income taxes or penalties
reasonably anticipated to result from the distribution.

Example 5. (i) The facts are the same as in Example 3, except Plan Y provides
for hardship distributions using the safe harbor rule of paragraph (d)(3)(iv)(E) of this
section. Accordingly, Plan Y provides for a 6 month suspension of an eligible
employee’s elective contributions and employee contributions to the plan after the
receipt of a hardship distribution by such eligible employee.

(i) Under paragraph (d)(3)(iii)(B) of this section, a distribution for payment of up
to the next 12 months of post-secondary education and room and board expenses for
Employee A’s dependant child is deemed to be on account of an Employee A’s
immediate and heavy financial need. In addition, because Employee A is not eligible for
any other distribution or loan from Plan Y and Plan Y suspends Employee A’s elective
contributions and employee contributions following receipt of the hardship distribution,
the distribution will be deemed necessary to satisfy Employee A’'s immediate and heavy
financial need (and Employee A is not required to first liquidate his savings account).
Therefore, Employee A may receive a $15,000 distribution of his elective contributions
on account of hardship plus an amount necessary to pay any federal, state, or local



86—
income taxes or penalties reasonably anticipated to result from the distribution.

Example 6. Employer R maintains a pre-ERISA money purchase pension plan
that includes a cash or deferred arrangement that is not a rural cooperative plan.
Elective contributions under the arrangement may be distributed to an employee on
account of hardship. Under paragraph (d)(1) of this section, hardship is a permissible
distribution event only in a profit-sharing, stock bonus or rural cooperative plan. Since
elective contributions under the arrangement may be distributed before a permissible
distribution event occurs, the cash or deferred arrangement does not satisfy this
paragraph (d), and is not a qualified cash or deferred arrangement. Moreover, the plan
is not a qualified plan because a money purchase pension plan may not provide for
payment of benefits upon hardship. See §1.401-1(b)(1)(i).

(e) Additional requirements for qualified cash or deferred arrangements--(1)

Qualified plan requirement. A cash or deferred arrangement satisfies this paragraph (e)

only if the plan of which it is a part is a profit-sharing, stock bonus, pre-ERISA money
purchase or rural cooperative plan that otherwise satisfies the requirements of section
401(a) (taking into account the cash or deferred arrangement). A plan that includes a
cash or deferred arrangement may provide for other contributions, including employer
contributions (other than elective contributions), employee contributions, or both.
However, except as expressly permitted under section 401(m), 410(b)(2)(A)(ii) or
416(c)(2)(A), elective contributions and matching contributions taken into account under
§1.401(k)-2(a) may not be taken into account for purposes of determining whether any
other contributions under any plan (including the plan to which the contributions are
made) satisfy the requirements of section 401(a).

(2) Election requirements--(i) Cash must be available. A cash or deferred

arrangement satisfies this paragraph (e) only if the arrangement provides that the
amount that each eligible employee may defer as an elective contribution is available to

the employee in cash. Thus, for example, if an eligible employee is provided the option
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to receive a taxable benefit (other than cash) or to have the employer contribute on the
employee’s behalf to a profit-sharing plan an amount equal to the value of the taxable
benefit, the arrangement is not a qualified cash or deferred arrangement. Similarly, if an
employee has the option to receive a specified amount in cash or to have the employer
contribute an amount in excess of the specified cash amount to a profit-sharing plan on
the employee’s behalf, any contribution made by the employer on the employee’s behalf
in excess of the specified cash amount is not treated as made pursuant to a qualified
cash or deferred arrangement. This cash availability requirement applies even if the
cash or deferred arrangement is part of a cafeteria plan within the meaning of section
125.

(ii) Frequency of elections. A cash or deferred arrangement satisfies this

paragraph (e) only if the arrangement provides an employee with an effective
opportunity to make (or change) a cash or deferred election at least once during each
plan year. Whether an employee has an effective opportunity is determined based on
all the relevant facts and circumstances, including notice of the availability of the
election, the period of time during which an election may be made, and any other
conditions on elections.

(3) Separate accounting requirement--(i) General rule. A cash or deferred
arrangement satisfies this paragraph (e) only if the portion of an employee’s benefit
subject to the requirements of paragraphs (c) and (d) of this section is determined by an
acceptable separate accounting between that portion and any other benefits. Separate
accounting is not acceptable unless gains, losses, withdrawals, and other credits or

charges are separately allocated on a reasonable and consistent basis to the accounts
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subject to the requirements of paragraphs (c) and (d) of this section and to other
accounts. Subject to section 401(a)(4), forfeitures are not required to be allocated to
the accounts in which benefits are subject to paragraphs (c) and (d) of this section.

(i) Satisfaction of separate accounting requirement. The requirements of

paragraph (e)(3)(i) of this section are treated as satisfied if all amounts held under a
plan that includes a cash or deferred arrangement (and, if applicable, under another
plan to which QNECs and QMACs are made) are subject to the requirements of
paragraphs (c) and (d) of this section.

(4) Limitations on cash or deferred arrangements of state and local governments-

-(i) General rule. A cash or deferred arrangement does not satisfy the requirements of
this paragraph (e) if the arrangement is adopted after May 6, 1986, by a State or local
government or political subdivision thereof, or any agency or instrumentality thereof (a
governmental unit). For purposes of this paragraph (e)(4), an employer that has made
a legally binding commitment to adopt a cash or deferred arrangement is treated as
having adopted the arrangement on that date.

(i) Rural cooperative plans and Indian tribal governments. This paragraph (e)(4)

does not apply to a rural cooperative plan or to a plan of an employer which is an Indian
tribal government (as defined in section 7701(a)(40)), a subdivision of an Indian tribal
government (determined in accordance with section 7871(d)), an agency or
instrumentality of an Indian tribal government or subdivision thereof, or a corporation
chartered under Federal, State or tribal law which is owned in whole or in part by any of
the entities in this paragraph (e)(4)(ii).

(iii) Adoption after May 6, 1986. A cash or deferred arrangement is treated as
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adopted after May 6, 1986, with respect to all employees of any employer that adopts
the arrangement after such date.

(iv) Adoption before May 7, 1986. If a governmental unit adopted a cash or

deferred arrangement before May 7, 1986, then any cash or deferred arrangement
adopted by the unit at any time is treated as adopted before that date. If an employer
adopted an arrangement prior to such date, all employees of the employer may
participate in the arrangement.

(5) One-vyear eligibility requirement. A cash or deferred arrangement satisfies

this paragraph (e) only if no employee is required to complete a period of service with
the employer maintaining the plan extending beyond the period permitted under section
410(a)(1) (determined without regard to section 410(a)(1)(B)(i)) to be eligible to make a
cash or deferred election under the arrangement.

(6) Other benefits not contingent upon elective contributions--(i) General rule. A

cash or deferred arrangement satisfies this paragraph (e) only if no other benefit is
conditioned (directly or indirectly) upon the employee’s electing to make or not to make
elective contributions under the arrangement. The preceding sentence does not apply
to --

(A) Any matching contribution (as defined in §1.401(m)-1(a)(2)) made by reason
of such an election;

(B) Any benefit, right or feature (such as a plan loan) that requires, or results in,
an amount to be withheld from an employee’s pay (e.g. to pay for the benefit or to repay
the loan), to the extent the cash or deferred arrangement restricts elective contributions

to amounts available after such withholding from the employee’s pay (after deduction of
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all applicable income and employment taxes);

(C) Any reduction in the employer’s top-heavy contributions under section
416(c)(2) because of matching contributions that resulted from the elective
contributions; or

(D) Any benefit that is provided at the employee’s election under a plan
described in section 125(d) in lieu of an elective contribution under a qualified cash o.r
deferred arrangement.

(ii) Definition of other benefits. For purposes of this paragraph (e)(6), other

benefits include, but are not limited to, benefits under a defined benefit plan; nonelective
contributions under a defined contribution plan; the availability, cost, or amount of health
benefits; vacations or vacation pay: life insurance; dental plans; legal services plans;
loans (including plan loans); financial planning services; subsidized retirement benefits;
stock options; property subject to section 83; and dependent care assistance. Also,
increases in salary and bonuses (other than those actually subject to the cash or
deferred election) are benefits for purposes of this paragraph (e)(6). The ability to make
after-tax employee contributions is a benefit, but that benefit is not contingent upon an
employee’s electing to make or not make elective contributions under the arrangement
merely because the amount of elective contributions reduces dollar-for-dollar the
amount of after-tax employee contributions that may be made. Additionally, benefits
under any other plan or arrangement (whether or not qualified) are not contingent upon
an employee’s electing to make or not to make elective contributions under a cash or
deferred arrangement merely because the elective contributions are or are not taken

into account as compensation under the other plan or arrangement for purposes of
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determining benefits.

(iii) Effect of certain statutory limits. Any benefit under an excess benefit plan

described in section 3(36) of the Employee Retirement Income Security Act of 1974 that
is dependent on the employee’s electing to make or not to make elective contributions is
not treated as contingent.

(iv) Nonqualified deferred compensation. Participation in a nonqualified deferred

compensation plan is treated as contingent for purposes of this paragraph (e)(6) only to
the extent that an employee may receive additional deferred compensation under the
nonqualified plan to the extent the employee makes or does not make elective
contributions. Deferred compensation under a nonqualified plan of deferred
compensation that is dependent on an employee’s having made the maximum elective
deferrals under section 402(g) or the maximum elective contributions permitted under
the terms of the plan also is not treated as contingent.

(v) Plan loans and distributions. A loan or distribution of elective contributions is

not a benefit conditioned on an employee’s electing to make or not make elective
contributions under the arrangement merely because the amount of the loan or
distribution is based on the amount of the employee’s account balance.

(vi) Examples. The following examples illustrate the application of this paragraph

(e)(6):

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
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contributions under the cash or deferred arrangement.

Example 2. Employer T maintains a cash or deferred arrangement for all its
employees. Employer T also maintains a nonqualified deferred compensation plan for
two highly paid executives, Employees R and C. Under the terms of the arrangements,
Employees R and C may defer a maximum of 10% of their compensation, and may
allocate their deferral between the cash or deferred arrangement and the nonqualified
deferred compensation plan in any way they choose (subject to the overall 10%
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) Plan provision requirement. A plan that includes a cash or deferred

arrangement satisfies this paragraph (e) only if it provides that the nondiscrimination
requirements of section 401(k) will be met. Thus, the plan must provide for satisfaction
of one of the specific alternatives described in paragraph (b)(1)(ii) of this section and, if
with respect to that alternative there are optional choices, which of the optional choices
will apply. For example, a plan that uses the ADP test of section 401(k)(3), as
described in paragraph (b)(1)(ii)(A) of this section, must specify whether it is using the
current year testing method or prior year testing method. Additionally, a plan that uses
the prior year testing method must specify whether the ADP for eligible NHCEs for the
first plan year is 3% or the ADP for the eligible NHCEs for the first plan year. Similarly,
a plan that uses the safe harbor method of section 401(k)(12), as described in
paragraph (b)(1)(ii)(B) of this section, must specify whether the safe harbor contribution
will be the nonelective safe harbor contribution or the matching safe harbor contribution
and is not permitted to provide that ADP testing will be used if the requirements for the
safe harbor are not satisfied. For purposes of this paragraph (e)(7), a plan may

incorporate by reference the provisions of section 401(k)(3) and §1.401(k)-2 if that is the



-03—
nondiscrimination test being applied.

(f) Effective dates--(1) General rule. This section and §§1.401(k)-2 through

1.401(k)-6 apply to plan years that begin on or after the date that is 12 months after the
issuance of these regulations in final form, except as otherwise provided in this
paragraph (f).

(2) Collectively bargained plans. In the case of a plan maintained pursuant to

one or more collective bargaining agreements between employee representatives and
one or more employers in effect on the date described in paragraph (f)(1) of this section,
the provisions of this section and §§1.401(k)-2 through 1.401(k)-6 apply to the later of
the first plan year beginning after the termination of the last such agreement or the plan
year described in paragraph (f)(1) of this section.

§1.401(k)-2 ADP test.

(a) Actual deferral percentage (ADP) test--(1) In general--(i) ADP test formula. A

cash or deferred arrangement satisfies the ADP test for a plan year only if--

(A) The ADP for the eligible HCEs for the plan year is not more than the ADP for
the eligible NHCEs for the applicable year multiplied by 1.25; or

(B) The excess of the ADP for the eligible HCEs for the plan year over the ADP
for the eligible NHCES for the applicable year is not more than 2 percentage points, and
the ADP for the eligible HCEs for the plan year is not more than the ADP for the eligible
NHCEs for the applicable year multiplied by 2.

(i) HCEs as sole eligible employees. If, for the applicable year for determining

the ADP of the NHCEs for a plan year, there are no eligible NHCEs (i.e, all of the

eligible employees under the cash or deferred arrangement for the applicable year are
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HCEs), the arrangement is deemed to satisfy the ADP test for the plan year.

(iii) Special rule for early participation. If a cash or deferred arrangement

provides that employees are eligible to participate before they have completed the
minimum age and service requirements of section 410(a)(1)(A), and if the plan applies
section 410(b)(4)(B) in determining whether the cash or deferred arrangement meets
the requirements of section 410(b)(1), then in determining whether the arrangement
meets the requirements under paragraph (a)(1) of this section, either--

(A) Pursuant to section 401(k)(3)(F), the ADP test is performed under the plan
(determined without regard to disaggregation under §1.410(b)-7(c)(3)), using the ADP
for all eligible HCEs for the plan year and the ADP of eligible NHCEs for the applicable
year, disregarding all NHCEs who have not met the minimum age and service
requirements of section 410(a)(1)(A); or

(B) Pursuant to §1.401(k)-1(b)(4), the plan is disaggregated into separate plans
and the ADP test is performed separately for all eligible employees who have completed
the minimum age and service requirements of section 410(a)(1)(A) and for all eligible
employees who have not completed the minimum age and service requirements of
section 410(a)(1)(A).

(2) Determination of ADP--(i) General rule. The ADP for a group of eligible

employees (either eligible HCEs or eligible NHCESs) for a plan year or applicable year is
the average of the ADRs of the eligible employees in that group for that year. The ADP
for a group of eligible employees is calculated to the nearest hundredth of a percentage
point.

(i) Determination of applicable year under current year and prior year testing
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method. The ADP test is applied using the prior year testing method or the current year
testing method. Under the prior year testing method, the applicable year for
determining the ADP for the eligible NHCEs is the plan year immediately preceding the
plan year for which the ADP test is being performed. Under the prior year testing
method, the ADP for the eligible NHCEs is determined using the ADRs for the eligible
employees who were NHCEs in that preceding plan year, regardless of whether those
NHCEs are eligible employees or NHCEs in the plan year for which the ADP test is
being calculated. Under the current year testing method, the applicable year for
determining the ADP for the eligible NHCEs is the same plan year as the plan year for
which the ADP test is being performed. Under either method, the ADP for eligible HCEs
is the average of the ADRs of the eligible HCEs for the plan year for which the ADP test
is being performed. See paragraph (c) of this section for additional rules for the prior
year testing method.

(3) Determination of ADR--(i) General rule. The ADR of an eligible employee for

a plan year or applicable year is the sum of the employee’s elective contributions taken
into account with respect to such employee for the year, determined under the rules of
paragraphs (a)(4) and (5) of this section, and the qualified nonelective contributions and
qualified matching contributions taken into account with respect to such employee under
paragraph (a)(6) of this section for the year, divided by the employee’s compensation
taken into account for the year. The ADR is calculated to the nearest hundredth of a
percentage point. If no elective contributions, qualified nonelective contributions, or
qualified matching contributions are taken into account under this section with respect to

an eligible employee for the year, the ADR of the employee is zero.
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(i) ADR of HCEs eligible under more than one arrangement--(A) General rule.

Pursuant to section 401(k)(3)(A), the ADR of an HCE who is an eligible employee in
more than one cash or deferred arrangement of the same employer is calculated by
treating all contributions with respect to such HCE under any such arrangement as
being made under the cash or deferred arrangement being tested. Thus, the ADR for
such an HCE is calculated by accumulating all contributions under any cash or deferred
arrangement (other than a cash or deferred arrangement described in paragraph
(@)(3)(ii)(B) of this section) that would be taken into account under this section for the
plan year, if the cash or deferred arrangement under which the contribution was made
applied this section and had the same plan year. For example, in the case of a plan
with a 12-month plan year, the ADR for the plan year of that plan for an HCE who
participates in multiple cash or deferred arrangements of the same employer is the sum
of all contributions during such 12-month period that would be taken into account with
respect to the HCE under all such arrangements in which the HCE is an eligible
employee, divided by the HCE’s compensation for that 12-month period (determined
using the compensation definition for the plan being tested), without regard to the plan
year of the other plans and whether those plans are satisfying this section or §1.401(k)-
3.

(B) Plans not permitted to be aggregated. Cash or deferred arrangements under

plans that are not permitted to be aggregated under §1.401(k)-1(b)(4) (determined
without regard to the prohibition on aggregating plans with inconsistent testing methods
set forth in §1.401(k)-1(b)(4)(iii)(B) and the prohibition on aggregating plans with

different plan years set forth in §1.410(b)-7(d)(5)) are not aggregated under this
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paragraph (a)(3)(ii).

(iii) Examples. The following examples illustrate the application of this paragraph

(a)@):

Example 1. (i) Employee A, an HCE with compensation of $120,000, is eligible to
make elective contributions under Plan S and Plan T, two profit-sharing plans
maintained by Employer H with calendar year plan years, each of which includes a cash
or deferred arrangement. During the current plan year, Employee A makes elective
contributions of $6,000 to Plan S and $4,000 to Plan T.

(if) Under each plan, the ADR for Employee A is determined by dividing
Employee A’s total elective contributions under both arrangements by Employee A’s
compensation taken into account under the plan for the year. Therefore, Employee A’s
ADR under each plan is 8.33% ($10,000/$120,000).

Example 2. (i) The facts are the same as in Example 1, except that Plan T
defines compensation (for deferral and testing purposes) to exclude all bonuses paid to
an employee. Plan S defines compensation (for deferral and testing purposes) to
include bonuses paid to an employee. During the current year, Employee A’s
compensation included a $10,000 bonus. Therefore, Employee A’s compensation
under Plan T is $110,000 and Employee A’'s compensation under Plan S is $120,000.

(i) Employee A’'s ADR under Plan T is 9.09% ($10,000/$110,000) and under
Plan S, Employee A’s ADR is 8.33% ($10,000/$120,000).

Example 3. (i) Employer J sponsors two profit-sharing plans, Plan U and Plan V,
each of which includes a cash or deferred arrangement. Plan U’s plan year begins on
July 1 and ends on June 30. Plan V has a calendar year plan year. Compensation
under both plans is limited to the participant's compensation during the period of
participation. Employee B is an HCE who participates in both plans. Employee B’s
monthly compensation and elective contributions to each plan for the 2005 and 2006
calendar years are as follows:

Calendar Monthly Monthly Elective Monthly Elective

year Compensation Contribution to Plan | Contribution to Plan V
U

2005 $10,000 $500 $400

2006 $11,500 $700 $550

(if) Under Plan U, Employee B’s ADR for the plan year ended June 30, 2006, is
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equal to Employee B'’s total elective contributions under Plan U and Plan V for the plan
year ending June 30, 2006 divided by Employee B’s compensation for that period.
Therefore, Employee B's ADR under Plan U for the plan year ending June 30, 2006, is
(($900 x 6) + ($1,250 x 6 )) / (($10,000 x 6) + ($11,500 x 6)), or 10%.

(iii) Under Plan V, Employee B’s ADR for the plan year ended December 31,
2005, is equal to total elective contributions under Plan U and V for the plan year ending
December 31, 2005, divided by Employee B’'s compensation for that period. Therefore,
Employee B’s ADR under Plan V for the plan year ending December 31, 2005, is
($10,800/$120,000), or 9%.

Example 4. (i) The facts are the same as Example 3, except that Employee B
first becomes eligible to participate in Plan U on January 1, 2006.

(ii) Under Plan U, Employee B’s ADR for the plan year ended June 30, 20086, is
equal to Employee B'’s total elective contributions under Plan U and V for the plan year
ending June 30, 2006, divided by Employee B’s compensation for that period.
Therefore, Employee B’s ADR under Plan U for the plan year ending June 30, 2006, is
(($400 x 6)+ ($1,250 x 6 )) / (($10,000 x 6) + ($11,500 x 6)), or 7.67%.

(4) Elective contributions taken into account under the ADP test--(i) General rule.

An elective contribution is taken into account in determining the ADR for an eligible
employee for a plan year or applicable year only if each of the following requirements is
satisfied:

(A) The elective contribution is allocated to the eligible employee’s account under
the plan as of a date within that year. For purposes of this rule, an elective contribution
is considered allocated as of a date within a year only if--

(1) The allocation is not contingent on the employee’s participation in the plan or
performance of services on any date subsequent to that date; and

(2) The elective contribution is actually paid to the trust no later than the end of
the 12-month period immediately following the year to which the contribution relates.

(B) The elective contribution relates to compensation that either--

(1) Would have been received by the employee in the year but for the



—99-
employee’s election to defer under the arrangement; or

(2) Is attributable to services performed by the employee in the year and, but for
the employee’s election to defer, would have been received by the employee within 2%
months after the close of the year, but only if the plan so provides for elective
contributions that relate to compensation that would have been received after the close
of a year to be allocated to such prior year rather than the year in which the
compensation would have been received.

(i) Elective contributions for partners and self-employed individuals. For

purposes of this paragraph (a)(4), a partner’s distributive share of partnership income is
treated as received on the last day of the partnership taxable year and a sole
proprietor's compensation is treated as received on the last day of the individual’s
taxable year. Thus, an elective contribution made on behalf of a partner or sole
proprietor is treated as allocated to the partner’s account for the plan year that includes
the last day of the partnership taxable year, provided the requirements of paragraph
(a)(4)(i) of this section are met.

(iii) Elective contributions for HCEs. Elective contributions of an HCE must

include any excess deferrals, as described in §1.402(g)-1(a), even if those excess
deferrals are distributed, pursuant to §1.402(g)-1(e).

(5) Elective contributions not taken into account under the ADP test--(i) General

rule. Elective contributions that do not satisfy the requirements of paragraph (a)(4)(i) of
this section may not be taken into account in determining the ADR of an eligible
employee for the plan year or applicable year with respect to which the contributions

were made, or for any other plan year. Instead, the amount of the elective contributions
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must satisfy the requirements of section 401(a)(4) (without regard to the ADP test) for
the plan year for which they are allocated under the plan as if they were nonelective
contributions and were the only nonelective contributions for that year. See

§§1.401(a)(4)-1(b)(2)(ii)(B) and 1.410(b)-7(c)(1).

(ii) Elective contributions for NHCEs. Elective contributions of an NHCE shall not
include any excess deferrals, as described in §1.402(g)-1(a), to the extent the excess
deferrals are prohibited under section 401(a)(30). However, to the extent that the
excess deferrals are not prohibited under section 401(a)(30), they are included in
elective contributions even if distributed pursuant to §1.402(g)-1(e).

(iii) Elective contributions treated as catch-up contributions. Elective

contributions that are treated as catch-up contributions under section 414(v) because
they exceed a statutory limit or employer-provided limit (within the meaning of
§1.414(v)-1(b)(1)) are not taken into account under paragraph (a)(4) of this section for
the plan year for which the contributions were made, or for any other plan year.

(iv) Elective contributions used to satisfy the ACP test. Except to the extent

necessary to demonstrate satisfaction of the requirement of §1.401(m)-2(a)(6)(ii),
elective contributions taken into account for the ACP test under §1.401(m)-2(a)(6) are
not taken into account under paragraph (a)(4) of this section.

(6) Qualified nonelective contributions and qualified matching contributions that

may be taken into account under the ADP test. Qualified nonelective contributions and

qualified matching contributions may be taken into account in determining the ADR for
an eligible employee for a plan year or applicable year but only to the extent the

contributions satisfy the following requirements.
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(i) Timing of allocation. The qualified nonelective contribution or qualified
matching contribution is allocated to the employee’s account as of a date within that
year within the meaning of paragraph (a)(4)(i)(A) of this section. Consequently, under
the prior year testing method, in order to be taken into account in calculating the ADP
for the eligible NHCEs for the applicable year, a qualified nonelective contribution or
qualified matching contribution must be contributed no later than the end of the 12-
month period immediately following the applicable year even though the applicable year
is different than the plan year being tested.

(il) Requirement that amount satisfy section 401(a)(4). The amount of nonelective

contributions, including those qualified nonelective contributions taken into account
under this paragraph (a)(6) and those qualified nonelective contributions taken into
account for the ACP test of section 401(m)(2) under §1.401(m)-2(a)(6), satisfies the
requirements of section 401(a)(4). See §1.401(a)(4)-1(b)(2). The amount of
nonelective contributions, excluding those qualified nonelective contributions taken into
account under this paragraph (a)(6) and those qualified nonelective contributions taken
into account for the ACP test of section 401(m)(2) under §1.401(m)-2(a)(6), satisfies the
requirements of section 401(a)(4). See §1.401(a)(4)-1(b)(2). In the case of an
employer that is applying the special rule for employer-wide plans in §1.414(r)-1(c)(2)(ii)
with respect to the cash or deferred arrangement, the determination of whether the
qualified nonelective contributions satisfy the requirements of this paragraph (a)(6)(ii)
must be made on an employer-wide basis regardless of whether the plans to which the
qualified nonelective contributions are made are satisfying the requirements of section

410(b) on an employer-wide basis. Conversely, in the case of an employer that is
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treated as operating qualified separate lines of business, and does not apply the special
rule for employer-wide plans in §1.414(r)-1(c)(2)(ii) with respect to the cash or deferred
arrangement, then the determination of whether the qualified nonelective contributions
satisfy the requirements of this paragraph (a)(6)(ii) is not permitted to be made on an
employer-wide basis regardless of whether the plans to which the qualified nonelective
contributions are made are satisfying the requirements of section 410(b) on that basis.

(iii) Aggregation must be permitted. The plan that contains the cash or deferred

arrangement and the plan or plans to which the qualified nonelective contributions or
qualified matching contributions are made, are plans that would be permitted to be
aggregated under §1.401(k)-1(b)(4). If the plan year of the plan that contains the cash
or deferred arrangement is changed to satisfy the requirement under §1.410(b)-7(d)(5)
that aggregated plans have the same plan year, qualified nonelective contributions and
qualified matching contributions may be taken into account in the resulting short plan
year only if such qualified nonelective contributions and qualified matching contributions
could have been taken into account under an ADP test for a plan with the same short
plan year.

(iv) Disproportionate contributions not taken into account--(A) General rule.

Qualified nonelective contributions cannot be taken into account for a plan year for an
NHCE to the extent such contributions exceed the product of that NHCE's
compensation and the greater of 5% or two times the plan's representative contribution
rate. Any qualified nonelective contribution taken into account under an ACP test under
§1.401(m)-2(a)(6) (including the determination of the representative contribution rate for

purposes of §1.401(m)-2(a)(6)(v)(B)), is not permitted to be taken into account for
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purposes of this paragraph (a)(6) (including the determination of the representative
contribution rate under paragraph (a)(6)(iv)(B) of this section).

(B) Definition of representative contribution rate. For purposes of this paragraph

(a)(6)(iv), the plan's representative contribution rate is the lowest applicable contribution
rate of any eligible NHCE among a group of eligible NHCEs that consists of half of all
eligible NHCEs for the plan year (or, if greater, the lowest applicable contribution rate of
any eligible NHCE in the group of all eligible NHCEs for the plan year and who is
employed by the employer on the last day of the plan year).

(C) Definition of applicable contribution rate. For purposes of this paragraph

(a)(6)(iv), the applicable contribution rate for an eligible NHCE is the sum of the qualified
matching contributions taken into account under this paragraph (a)(6) for the eligible
NHCE for the plan year and the qualified nonelective contributions made for that eligible
NHCE for the plan year, divided by that eligible NHCE's compensation for the same
period.

(v) Qualified matching contributions. Qualified matching contributions satisfy this

paragraph (a)(6) only to the extent that such qualified matching contributions are
matching contributions that are not precluded from being taken into account under the
ACP test for the plan year under the rules of §1.401(m)-2(a)(5)(ii).

(vi) Contributions only used once. Qualified nonelective contributions and

qualified matching contributions can not be taken into account under this paragraph
(a)(6) to the extent such contributions are taken into account for purposes of satisfying
any other ADP test, any ACP test, or the requirements of §1.401(k)-3, 1.401(m)-3 or

1.401(k)-4. Thus, for example, matching contributions that are made pursuant to
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§1.401(k)-3(c) cannot be taken into account under the ADP test. Similarly, if a plan
switches from the current year testing method to the prior year testing method pursuant
to §1.401(k)-2(c), qualified nonelective contributions that are taken into account under
the current year testing method for a year may not be taken into account under the prior

year testing method for the next year
(7) Examples. The following examples illustrate the application of this paragraph
(a):

Example 1. (i) Employer X has three employees, A, B, and C. Employer X
sponsors a profit-sharing plan (Plan Z) that includes a cash or deferred arrangement.
Each year, Employer X determines a bonus attributable to the prior year. Under the
cash or deferred arrangement, each eligible employee may elect to receive none, all or
any part of the bonus in cash. X contributes the remainder to Plan Z. The portion of the
bonus paid in cash, if any, is paid 2 months after the end of the plan year and thus is
included in compensation for the following plan year. Employee A is an HCE, while
Employees B and C are NHCEs. The plan uses the current year testing method and
defines compensation to include elective contributions and bonuses paid during each
" plan year. In February of 2005, Employer X determined that no bonuses will be paid for
2004. In February of 2006, Employer X provided a bonus for each employee equal to
10% of regular compensation for 2005. For the 2005 plan year, A, B, and C have the
following compensation and make the following elections:

Employee Compensation Elective Contribution
A $100,000 $4,340
B 60,000 2,860
C 45,000 1,250

(i) For each employee, the ratio of elective contributions to the employee’s
compensation for the plan year is:

Employee | Ratio of Elective Contribution to Compensation | ADR

A $4,340/$100,000 4.34%

B 2,860/60,000 4.77
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C 1,250/45,000 2.78

(iii) The ADP for the HCEs (Employee A) is 4.34%. The ADP for the NHCEs is
3.78% ((4.77% + 2.78%)/2). Because 4.34% is less than 4.73% (3.78% multiplied by
1.25), the plan satisfies the ADP test under paragraph (a)(1)(i) of this section.

Example 2. (i) The facts are the same as in Example 1, except that elective
contributions are made pursuant to a salary reduction agreement throughout the plan
year, and no bonuses are paid. As provided by section 414(s)(2), Employer X includes
elective contributions in compensation. During the year, B and C defer the same
amount as in Example 1, but A defers $5,770. Thus, the compensation and elective
contributions for A, B, and C are:

Employee Gross Compensation Elective Contributions ADR
A $ 100,000 $5,770 5.77%
B 60,000 2,860 4.77
C 45,000 1,250 2.78

(ii) The ADP for the HCEs (Employee A) is 5.77 %. The ADP for the NHCEs is
3.78% ((4.77% + 2.78%)/2). Because 5.77% exceeds 4.73% (3.78% x 1.25), the plan
does not satisfy the ADP test under paragraph (a)(1)(i) of this section. However,
because the ADP for the HCEs does not exceed the ADP for the NHCEs by more than
2 percentage points and the ADP for the HCEs does not exceed the ADP for the
NHCEs multiplied by 2 (3.78% x 2 = 7.56%), the plan satisfies the ADP test under
paragraph (a)(1)(ii) of this section.

Example 3. (i) Employees D through L are eligible employees in Plan T, a
profit-sharing plan that contains a cash or deferred arrangement. The plan is a calendar
year plan that uses the prior year testing method. Plan T provides that elective
contributions are included in compensation (as provided under section 414(s)(2)). Each
eligible employee may elect to defer up to 6% of compensation under the cash or
deferred arrangement. Employees D and E are HCEs. The compensation, elective
contributions, and ADRs of Employees D and E for the 2006 plan year are shown
below:

Employee | Compensation for Elective Contributions | ADR for 2006 Plan Year
2006 Plan Year for 2006 Plan Year

D $100,000 $10,000 10%
E $95,000 $4,750 5%
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(ii) During the 2005 plan year, Employees F through L were eligible NHCEs. The
compensation, elective contributions and ADRs of Employees F through L for the 2005
plan year are shown in the following table:

Employee | Compensation for Elective Contributions | ADR for 2005 Plan Year
2005 Plan Year for 2005 Plan Year
F $60,000 $3,600 6%
G $40,000 $1,600 4%
H $30,000 $1,200 4%
I $20,000 $ 600 3%
J $20,000 $600 3%
K $10,000 $300 3%
L $5,000 $150 3%

(iii) The ADP for 2006 for the HCEs is 7.5%. Because Plan T is using the prior
year testing method, the applicable year for determining the NHCE ADP is the prior plan
year (i.e., 2005). The NHCE ADP is determined using the ADRs for NHCEs eligible
during the prior plan year (without regard to whether they are eligible under the plan
during the plan year). The ADP for the NHCEs is 3.71% (the sum of the individual
ADRs, 26%, divided by 7 employees). Because 7.5% exceeds 4.64% (3.71% x 1.25),
Plan T does not satisfy the ADP test under paragraph (a)(1)(i) of this section. In
addition, because the ADP for the HCEs exceeds the ADP for the NHCEs by more than
2 percentage points, Plan T does not satisfy the ADP test under paragraph (a)(1)(ii) of
this section. Therefore, the cash or deferred arrangement fails to be a qualified cash or
deferred arrangement unless the ADP failure is corrected under paragraph (b) of this
section.

Example 4. (i) Plan U is a calendar year profit-sharing plan that contains a cash
or deferred arrangement and uses the current year testing method. Plan U provides that
elective contributions are included in compensation (as provided under section
414(s)(2)). The following amounts are contributed under Plan U for the 2006 plan year:
(A) QNECs equal to 2% of each employee’s compensation; (B) Contributions equal to
6% of each employee’s compensation that are not immediately vested under the terms
of the plan; (C) 3% of each employee’s compensation that the employee may elect to
receive as cash or to defer under the plan. Both types of nonelective contributions are
made for the HCEs (employees M and N) and the NHCEs (employees O through S) for
the plan year and are contributed after the end of the plan year and before the end of
the following plan year. In addition, neither type of nonelective contributions is used for
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any other ADP or ACP test.

(ii) For the 2006 plan year, the compensation, elective contributions, and actual
deferral ratios of employees M through S are shown in the following table:

Employee Compensation Elective Contributions | Actual Deferral Ratio
M $100,000 $3,000 3%

N $100,000 $2,000 2%

o $ 60,000 $1,800 3%

P $40,000 0 0

Q $30,000 0 0

R $5,000 0 0

S $20,000 0 0

(iii) The elective contributions alone do not satisfy the ADP test of section
401(k)(3) and paragraph (a)(1) of this section because the ADP for the HCEs,
consisting of employees M and N, is 2.5% and the ADP for the NHCEs is 0.6%.

(iv) The 2% QNECs satisfies the timing requirement of paragraph (a)(6)(i) of this
section because it is paid within 12-month after the plan year for which allocated. All
nonelective contributions also satisfy the requirements relating to section 401(a)(4) set
forth in paragraph (a)(6)(ii) of this section (because all employees receive an 8%
nonelective contribution and the nonelective contributions excluding the QNECs is 6%
for all employees). In addition, the QNECSs are not disproportionate under paragraph
(a)(6)(iv) of this section because no QNEC for an NHCE exceeds the product of the
plan’s applicable contribution rate (2%) and that NHCE’s compensation.

(v) Because the rules of paragraph (a)(6) of this section are satisfied, the 2%
QNECs may be taken into account in applying the ADP test of section 401(k)(3) and
paragraph (a)(1) of this section. The 6% nonelective contributions, however, may not
be taken into account because they are not QNECs.

(vi) If the 2% QNECs are taken into account, the ADP for the HCEs is 4.5%, and
the actual deferral percentage for the NHCEs is 2.6%. Because 4.5% is not more than
two percentage points greater than 2.6 percent, and not more than two times 2.6, the
cash or deferred arrangement satisfies the ADP test of section 401(k)(3) under
paragraph (a)(1)(ii) of this section.

Example 5. (i) The facts are the same as Example 4, except the plan uses the
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prior year testing method. In addition, the NHCE ADP for the 2005 plan year (the prior
plan year) is 0.8% and no QNECs are contributed for the 2005 plan year during 2005 or
2006.

(ii) In 2007, it is determined that the elective contributions alone do not satisfy the
ADP test of section 401(k)(3) and paragraph (a)(1) of this section for 2006 because the
2006 ADP for the eligible HCEs, consisting of employees M and N, is 2.5% and the
2005 ADP for the eligible NHCEs is 0.8%. An additional QNEC of 2% of compensation
is made for each eligible NHCE in 2007 and allocated for 2005.

(iii) The 2% QNECs that are made in 2007 and allocated for the 2005 plan year
do not satisfy the timing requirement of paragraph (a)(6)(i) of this section for the
applicable year for the 2005 plan year because they were not contributed before the last
day of the 2006 plan year. Accordingly, the 2% QNECSs do not satisfy the rules of
paragraph (a)(6) of this section and may not be taken into account in applying the ADP
test of section 401(k)(3) and paragraph (a)(1) of this section for the 2006 plan year. The
cash or deferred arrangement fails to be a qualified cash or deferred arrangement
unless the ADP failure is corrected under paragraph (b) of this section.

Example 6. (i) The facts are the same as Example 4, except that the ADP for the
HCEs is 4.6% and there is no 6% nonelective contribution under the plan. The
employer would like to take into account the 2% QNEC in determining the ADP for the
NHCEs but not in determining the ADP for the HCEs.

(i) The elective contributions alone fail the requirements of section 401(k) and
paragraph (a)(1) of this section because the HCE ADP for the plan year (4.6%) exceeds
0.75% (0.6% x 1.25) and 1.2% (0.6% x 2).

(iii) The 2% QNECs may not be taken into account in determining the ADP of the
NHCEs because they fail to satisfy the requirements relating to section 401(a)(4) set
forth in paragraph (a)(6)(ii) of this section. This is because the amount of nonelective
contributions, excluding those QNECs that would be taken into account under the ADP
test, would be 2% of compensation for the HCEs and 0% for the NHCEs. Therefore,
the cash or deferred arrangement fails to be a qualified cash or deferred arrangement
unless the ADP failure is corrected under paragraph (b) of this section.

Example 7. (i) The facts are the same as Example 6, except that Employee R
receives a QNEC in an amount of $500 and no QNECs are made on behalf of the other

employees.

(i) If the QNEC could be taken into account under paragraph (a)(6) of this
section, the ADP for the NHCEs would be 2.6% and the plan would satisfy the ADP test.
The QNEC is disproportionate under paragraph (a)(6)(iv) of this section, and cannot be
taken into account under paragraph (a)(6) of this section, to the extent it exceeds the
greater of 5% and two times the plan’s representative contribution rate (0%), multiplied
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by Employee R’s compensation. The plan’s representative contribution rate is 0%
because it is the lowest applicable contribution rate among a group of NHCEs that is at
least half of all NHCEs, or all the NHCEs who are employed on the last day of the plan
year. Therefore, the QNEC may be taken into account under the ADP test only to the
extent it does not exceed 5% times Employee R’s compensation (or $250) and the cash
or deferred arrangement fails to satisfy the ADP test and must correct under paragraph
(b) of this section.

Example 8. (i) The facts are the same as in Example 4 except that the plan
changes from the current year testing method to the prior year testing method for the
following plan year (2006 plan year). The ADP for the HCEs for the 2006 plan year is
3.5%.

(if) The 2% QNECs may not be taken into account in determining the ADP for the
NHCEs for the applicable year (2005 plan year) in satisfying the ADP test for the 2006
plan year because they were taken into account in satisfying the ADP test for the 2005
plan year. Accordingly, the NHCE ADP for the applicable year is 0.6%. The elective
contributions for the plan year fail the requirements of section 401(k) and paragraph
(a)(1) of this section because the HCE ADP for the plan year (3.5%) exceeds the ADP
limit of 1.2% (the greater of 0.75% (0.6% x 1.25) and 1.2% (0.6% x 2)), determined
using the applicable year ADP for the NHCEs. Therefore, the cash or deferred
arrangement fails to be a qualified cash or deferred arrangement unless the ADP failure
is corrected under paragraph (b) of this section.

Example 9. (i)(A) Employer N maintains Plan X, a profit sharing plan that
contains a cash or deferred arrangement and that uses the current year testing method.
Plan X provides for employee contributions, elective contributions, and matching
contributions. Matching contributions on behalf of nonhighly compensated employees
are qualified matching contributions (QMACSs) and are contributed during the 2005 plan
year. Matching contributions on behalf of highly compensated employees are not
QMACs, because they fail to satisfy the nonforfeitability requirement of §1.401(k)-1(c).
The elective contributions and matching contributions with respect to HCEs for the 2005
plan year are shown in the following table:

Elective Total Matching | Matching QMACs
Contributions | Contributions contributions
that are not
QMACs

Highly compensated 15% 5% 5% 0%
employees

(B) The elective contributions and matching contributions with respect to the
NHCEs for the 2005 plan year are shown in the following table:
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Elective Total Matching | Matching
Contributions | Contributions contributions | QMACs
that are not
QMACs
Nonhighly compensated | 11% 4% 0% 4%
employees

(if) The plan fails to satisfy the ADP test of section 401(k)(3)(A) and paragraph
(a)(1) of this section because the ADP for HCEs (15%) is more than 125% of the ADP
for NHCEs (11%), and more than 2 percentage points greater than 11%. However, the
plan provides that QMACs may be used to meet the requirements of section
401(k)(3)(A)(ii) provided that they are not used for any other ADP or ACP test. QMACs
equal to 1% of compensation are taken into account for each NHCE in applying the
ADP test. After this adjustment, the applicable ADP and ACP (taking into account the
provisions of §1.401(m)-2(a)(5)(ii)) for the plan year are as follows:

Actual Deferral Percentage | Actual Contribution

Percentage
HCEs 15% 5%
Nonhighly compensated 12 3

employees

(iii) The elective contributions and QMACs taken into account for purposes of the
ADP test of section 401(k)(3) satisfy the requirements of section 401(k)(3)(A)(ii) under
paragraph (a)(1)(ii) of this section because the ADP for HCEs (15%) is not more than

the ADP for NHCEs multiplied by 1.25 (12% x 1.25 = 15%).

(b) Correction of excess contributions--(1) Permissible correction methods--(i) In

general. A cash or deferred arrangement does not fail to satisfy the requirements of
section 401(k)(3) and paragraph (a)(1) of this section if the employer, in accordance
with the terms of the plan that includes the cash or deferred arrangement, uses any of
the following correction methods--

(A) Qualified nonelective contributions or qualified matching contributions. The

employer makes qualified nonelective contributions or qualified matching contributions
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that are taken into account under this section and, in combination with other amounts
taken into account under paragraph (a) of this section, allow the cash or deferred
arrangement to satisfy the requirements of paragraph (a)(1) of this section.

(B) Excess contributions distributed. Excess contributions are distributed in

accordance with paragraph (b)(2) of this section.

(C) Excess contributions recharacterized. Excess contributions are

recharacterized in accordance with paragraph (b)(3) of this section.

(if) Combination of correction methods. A plan may provide for the use of any of

the correction methods described in paragraph (b)(1)(i) of this section, may limit elective
contributions in @ manner designed to prevent excess contributions from being made, or
may use a combination of these methods, to avoid or correct excess contributions. A
plan may require or permit an HCE to elect whether any excess contributions are to be
recharacterized or distributed. If the plan uses a combination of correction methods,
any contribution made under paragraph (b)(1)(i)(A) of this section must be taken into
account before application of the correction methods in paragraph (b)(1)(i)(B) or (C) of

this section. (iii) Exclusive means of correction. A failure to satisfy the requirements of

paragraph (a)(1) of this section may not be corrected using any method other than the
ones described in paragraphs (b)(1)(i) and (ii) of this section. Thus, excess
contributions for a plan year may not remain unallocated or be 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).

(2) Corrections through distribution--(i) General rule. This paragraph (b)(2)
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contains the rules for correction of excess contributions through a distribution from the
plan. Correction through a distribution generally involves a 4 step process. First, the
plan must determine, in accordance with paragraph (b)(2)(ii) of this section, the total
amount of excess contributions that must be distributed under the plan. Second, the
plan must apportion the total amount of excess contributions among HCEs in
accordance with paragraph (b)(2)(iii) of this section. Third, the plan must determine the
income allocable to excess contributions in accordance with paragraph (b)(2)(iv) of this
section. Finally, the plan must distribute the apportioned excess contributions and
allocable income in accordance with paragraph (b)(2)(v) of this section. Paragraph
(b)(2)(vi) of this section provides rules relating to the tax treatment of these distributions.
Paragraph (b)(2)(vii) provides other rules relating to these distributions.

(ii) Calculation of total amount to be distributed. The following procedures must

be used to determine the total amount of the excess contributions to be distributed--

(A) Calculate the dollar amount of excess contributions for each HCE. The

amount of excess contributions attributable to a given HCE for a plan year is the amount
(if any) by which the HCE’s contributions taken into account under this section must be
reduced for the HCE’s ADR to equal the highest permitted ADR under the plan. To
calculate the highest permitted ADR under a plan, the ADR of the HCE with the highest
ADR is reduced by the amount required to cause that HCE’s ADR to equal the ADR of
the HCE with the next highest ADR. If a lesser reduction would enable the arrangement
to satisfy the requirements of paragraph (b)(2)(ii)(C) of this section, only this lesser
reduction is used in determining the highest permitted ADR.

(B) Determination of the total amount of excess contributions. The process
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described in paragraph (b)(2)(ii)(A) of this section must be repeated until the
arrangement would satisfy the requirements of paragraph (b)(2)(ii)(C) of this section.
The sum of all reductions for all HCEs determined under paragraph (b)(2)(ii)(A) of this
section is the total amount of excess contributions for the plan year.

(C) Satisfaction of ADP. A cash or deferred arrangement satisfies this paragraph

(b)(2)(ii)(C) if the arrangement would satisfy the requirements of paragraph (a)(1)(ii) of
this section if the ADR for each HCE were determined after the reductions described in
paragraph (b)(2)(ii)(A) of this section.

(iii) Apportionment of total amount of excess contributions among the HCEs. The

following procedures must be used in apportioning the total amount of excess
contributions determined under paragraph (b)(2)(ii) of this section among the HCEs:

(A) Calculate the dollar amount of excess contributions for each HCE. The

contributions of the HCE with the highest dollar amount of contributions taken into
account under this section are reduced by the amount required to cause that HCE’s
contributions to equal the dollar amount of the contributions taken into account under
this section for the HCE with the next highest dollar amount of contributions taken
account under this section. If a lesser apportionment to the HCE would enable the plan
to apportion the total amount of excess contributions, only the lesser apportionment
would apply.

(B) Limit on amount apportioned to any individual. For purposes of this

paragraph (b)(2)(iii), the amount of contributions taken into account under this section
with respect to an HCE who is an eligible employee in more than one plan of an

employer is determined by taking into account all contributions otherwise taken into
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account with respect to such HCE under any plan of the employer during the plan year
of the plan being tested as being made under the plan being tested. However, the
amount of excess contributions apportioned for a plan year with respect to any HCE
must not exceed the amount of contributions actually contributed to the plan for the
HCE for the plan year. Thus, in the case of an HCE who is an eligible employee in
more than one plan of the same employer to which elective contributions are made and
whose ADR is calculated in accordance with paragraph (a)(3)(ii) of this section, the
amount required to be distributed under this paragraph (b)(2)(iii) shall not exceed the
contributions actually contributed to the plan and taken into account under this section
for the plan year.

(C) Apportionment to additional HCEs. The procedure in paragraph (b)(2)(iii)(A)

of this section must be repeated until the total amount of excess contributions
determined under paragraph (b)(2)(ii) of this section have been apportioned.

(iv) Income allocable to excess contributions--(A) General rule. The income

allocable to excess contributions is equal to the sum of the allocable gain or loss for the
plan year and, to the extent the excess contributions are or will be credited with
allocable gain or loss for the period after the close of the plan year (gap period), the
allocable gain or loss for the gap period.

(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 participant’s accounts. See §1.401(a)(4)-1(c)(8).
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(C) Alternative method of allocating plan year income. A plan may allocate
income to excess contributions for the plan year by multiplying the income for the plan
year allocable to the elective contributions and other amounts taken account under this
section (including contributions made for the plan year), by a fraction, the numerator of
which is the excess contributions for the employee for the plan year, and the
denominator of which is the account balance attributable to elective contributions and
other contributions taken into account under this section as of the beginning of the plan
year (including any additional amount of such contributions made for the plan year).

(D) Safe harbor method of allocating gap period income. A plan may use the

safe harbor method in this paragraph (b)(2)(iv)(D) to determine income on excess
contributions for the gap period. Under this safe harbor method, income on excess
contributions for the gap period is equal to 10% of the income allocable to excess
contributions for the plan year that would be determined under paragraph (b)(2)(iv)(C) of
this section, multiplied by the number of calendar months that have elapsed since the
end of the plan year. For purposes of calculating the number of calendar months that
have elapsed under the safe harbor method, a corrective distribution that is made on or
before the fifteenth day of a month is treated as made on the last day of the preceding
month and a distribution made after the fifteenth day of a month is treated as made on
the last day of the month.

(E) Alternative method for allocating plan year and gap period income. A plan

may determine the allocable gain or loss for the aggregate of the plan year and the gap
period by applying the alternative method provided by paragraph (b)(2)(iv)(C) of this

section to this aggregate period. This is accomplished by substituting the income for
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the plan year and the gap period for the income for the plan year and by substituting the
contributions taken into account under this section for the plan year and the gap period
for the contributions taken account under this section for the plan year in determining
the fraction that is multiplied by that income.

(v) Distribution. Within 12 months after the close of the plan year in which the
excess contribution arose, the plan must distribute to each HCE the excess
contributions apportioned to such HCE under paragraph (b)(2)(iii) of this section and the
allocable income. Except as otherwise provided in this paragraph (b)(2)(v) and
paragraph (b)(4)(i) of this section, a distribution of excess contributions must be in
addition to any other distributions made during the year and must be designated as a
corrective distribution by the employer. In the event of a complete termination of the
plan during the plan year in which an excess contribution arose, the corrective
distribution must be made as soon as administratively feasible after the date of
termination of the plan, but in no event later than 12 months after the date of
termination. If the entire account balance of an HCE is distributed prior to when the
plan makes a distribution of excess contributions in accordance with this paragraph
(b)(2), the distribution is deemed to have been a corrective distribution of excess
contributions (and income) to the extent that a corrective distribution would otherwise
have been required.

(vi) Tax treatment of corrective distributions--(A) General rule. Except as

provided in paragraph (b)(2)(vi)(B) of this section, a corrective distribution of excess
contributions (and income) that is made within 2%2 months after the end of the plan year

for which the excess contributions were made is includible in the employee’s gross
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income on the earliest date any elective contributions by the employee during the plan
year would have been received by the employee had the employee originally elected to
receive the amounts in cash. A corrective distribution of excess contributions (and
income) that is made more than 2%z months after the end of the plan year for which the
contributions were made is includible in the employee’s gross income in the employee’s
taxable year in which distributed. Regardless of when the corrective distribution is
made, it is not subject to the early distribution tax of section 72(t). See paragraph (b)(4)
of this section for additional rules relating to the employer excise tax on amounts
distributed more than 2%2 months after the end of the plan year. See also §1.402(c)-2,
A-4 for restrictions on rolling over distributions that are excess contributions.

(B) Rule for de minimis distributions. If the total amount of excess contributions,

determined under this paragraph (b)(2), and excess aggregate contributions determined
under §1.401(m)-2(b)(2) distributed to a recipient under a plan for any plan year is less
than $100 (excluding income), a corrective distribution of excess contributions (and
income) is includible in the gross income of the recipient in the taxable year of the
recipient in which the corrective distribution is made.

(vii) Other rules--(A) No employee or spousal consent required. A corrective

distribution of excess contributions (and income) may be made under the terms of the
plan without regard to any notice or consent otherwise required under sections
411(a)(11) and 417.

(B) Treatment of corrective distributions as elective contributions. Excess

contributions are treated as employer contributions for purposes of sections 404 and

415 even if distributed from the plan.
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(C) No reduction of required minimum distribution. A distribution of excess
contributions (and income) is not treated as a distribution for purposes of determining
whether the plan satisfies the minimum distribution requirements of section 401(a)(9).
See §1.401(a)(9)-5, Q&A-9(b).

(D) Partial distributions. Any distribution of less than the entire amount of excess

contributions (and allocable income) with respect to any HCE is treated as a pro rata
distribution of excess contributions and allocable income.

(viii) Examples. The following examples illustrate the application of this paragraph
(b)(2). For purposes of these examples, none of the plans provide for catch-up
contributions under section 414(v). The examples are as follows:

Example 1. (i) Plan P, a calendar year profit-sharing plan that includes a cash or
deferred arrangement, provides for distribution of excess contributions to HCEs to the
extent necessary to satisfy the ADP test. Employee A, an HCE, has elective
contributions of $12,000 and $200,000 in compensation, for an ADR of 6%, and
Employee B, a second HCE, has elective contributions of $8,960 and compensation of
$128,000, for an ADR of 7%. The ADP for the NHCEs is 3%. Under the ADP test, the
ADP of the two HCEs under the plan may not exceed 5% (i.e., 2 percentage points
more than the ADP of the NHCESs under the plan). The ADP for the 2 HCEs under the
plan is 6.5%. Therefore, there must be a correction of excess contributions.

(ii) The total amount of excess contributions for the HCEs is determined under
paragraph (b)(2)(ii) of this section as follows: the elective contributions of Employee B
(the HCE with the highest ADR) are reduced by $1,280 in order to reduce his ADR to
6% ($7,680/$128,000), which is the ADR of Employee A.

(iii) Because the ADP of the HCEs determined after the $1,280 reduction to
Employee B still exceeds 5%, further reductions in elective contributions are necessary
in order to reduce the ADP of the HCEs to 5%. The elective contributions of Employee
A and Employee B are each reduced by 1% of compensation ($2,000 and $1,280
respectively). Because the ADP of the HCEs determined after the reductions equals
5%, the plan would satisfy the requirements of (a)(1)(ii) of this section.

(iv) The total amount of excess contributions ($4,560 = $1,280+$2,000+$1,280)
is apportioned among the HCEs under paragraph (b)(2)(iii) of this section first to the
HCE with the highest amount of elective contributions. Therefore, Employee A is
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apportioned $3,040 (the amount required to cause Employee A'’s elective contributions
to equal the next highest dollar amount of elective contributions).

(v) Because the total amount of excess contributions has not been apportioned,
further apportionment is necessary. The balance ($1,520) of the total amount of excess
contributions is apportioned equally among Employee A and Employee B ($760 to
each).

(vi) Therefore, the cash or deferred arrangement will satisfy the requirements of
paragraph (a)(1) of this section if, by the end of the 12 month period following the end of
the 2006 plan year, Employee A receives a corrective distribution of excess
contributions equal to $3,800 ($3,040 + $760) and allocable income and Employee B
receives a corrective distribution of $760 and allocable income.

Example 2. (i) The facts are the same as in Example 1, except Employee A’s
ADR is based on $3,000 of elective contributions to this plan and $9,000 of elective
contributions to another plan of the employer.

(i) The total amount of excess contributions ($4,560 = $1,280+$2,000+$1,280) is
apportioned among the HCEs under paragraph (b)(2)(iii) of this section first to the HCE
with the highest amount of elective contributions. The amount of elective contributions
for Employee A is $12,000. Therefore, Employee A is apportioned $3,040 (the amount
required to cause Employee A's elective contributions to equal the next highest dollar
amount of elective contributions). However, pursuant to paragraph (b)(2)(iii)(B) of this
section, no more than the amount actually contributed to the plan may be apportioned to
an HCE. Accordingly, no more than $3,000 may be apportioned to Employee A.
Therefore, the remaining $1,560 must be apportioned to Employee B.

(i) The cash or deferred arrangement will satisfy the requirements of paragraph
(a)(1) of this section if, by the end of the 12 month period following the end of the 2006
plan year, Employee A receives a corrective distribution of excess contributions equal to
$3,000 (total amount of elective contributions actually contributed to the plan for
Employee A) and allocable income and Employee B receives a corrective distribution of
$1,560 and allocable income.

Example 3. (i) The facts are the same as in Example 1. The plan allocates
income on a daily basis. The corrective distributions are made in February 2007. The
excess contribution that must be distributed to Employee A as a corrective distribution is
$3,800. This amount must be increased (or decreased) to reflect gains (or losses)
allocable to that amount during the 2006 plan year. The plan uses a reasonable
method that satisfies paragraph (b)(2)(iv)(B) of this section to determine the gain during
the 2006 plan year allocable to the $3,800 as $145. Therefore, as of the end of the
2006 plan year, the amount of corrective distribution that is required would be $3,945.

(il) Because the plan allocates income on a daily basis, excess contributions are
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credited with gain or loss during the gap period. Therefore, the corrective distribution
must include income allocable to $3,945 through the date of distribution. For the period
from January 1 through the date of distribution, the income allocable to $3,945 is $105.
Therefore, the plan will satisfy the requirements of paragraph (a)(1) of this section if
Employee A receives a corrective distribution of $4,050.

Example 4. (i) The facts are the same as in Example 1. The plan determines
plan year income using the alternative method for calculating income provided in
paragraph (b)(2)(iv)(C) of this section and using the portion of the participant’s account
attributable to elective contributions, including elective contributions made for the plan
year. The plan uses the safe harbor method provided in paragraph (b)(2)(iv)(D) of this
section for allocating gap period income. The corrective distribution is made during the
last week of February 2007. At the beginning of the 2006 plan year, $100,000 of
Employee A's plan account was attributable to elective contributions. During the 2006
plan year, $10,000 in elective contributions were contributed to the plan for Employee A.
The income allocable to Employee A's account attributable to elective contributions for
the 2006 plan year is $8,000.

(i) Therefore, the plan year income allocable to the $3,800 corrective distribution
for Employee A is $266.65 ($8,000 multiplied by $3,800 divided by $110,000).
Therefore, as of the end of the 2006 plan year, the amount of corrective distribution that
is required is $4,066.65. This amount must be increased by the gap period income of
$53.32 (10% multiplied by $266.65 (2006 plan year income attributable to the excess
contribution) multiplied by 2 (number of calendar months since end of 2006 plan year).
Therefore, the plan will satisfy the requirements of paragraph (a)(1) of this section if
Employee A receives a corrective distribution of $4,119.97.

Example 5. (i) The facts are the same as in Example 4, except that the plan
provides for quarterly valuations based on the account balance at the end of the
quarter.

(i) Because the plan’s method for allocating income does not allocate any
income to amounts distributed during the quarter, Employee A will not be credited with
an allocation of income with respect to the amount distributed. Accordingly, Plan P
need not plan adjust the distribution of excess contribution for income during the gap
period and thus satisfies paragraph (a)(1) of this section if Employee A receives a
corrective distribution of $4,066.65.

(3) Recharacterization of excess contributions--(i) General rule. Excess

contributions are recharacterized in accordance with this paragraph (b)(3) only if the
excess contributions that would have to be distributed under (b)(2) of this section if the

plan was correcting through distribution of excess contributions are recharacterized as
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described in paragraph (b)(3)(ii) of this section, and all of the conditions set forth in
paragraph (b)(3)(iii) of this section are satisfied.

(i) Treatment of recharacterized excess contributions. Recharacterized excess

contributions are includible in the employee’s gross income as if such amounts were
distributed under paragraph (b)(2) of this section. The recharacterized excess
contributions must be treated as employee contributions for purposes of section 72,
sections 401(a)(4) and 401(m). This requirement is not treated as satisfied unless the
payor or plan administrator reports the recharacterized excess contributions as
employee contributions to the Internal Revenue Service and the employee by timely
providing such Federal tax forms and accompanying instructions and timely taking such
other action as prescribed by the Commissioner in revenue rulings, notices and other
guidance published in the Internal Revenue Bulletin (see 601.601(d)(2) of this chapter)
as well as the applicable federal tax forms and accompanying instructions.

(iii) Additional rules--(A) Time of recharacterization. Excess contributions may

not be recharacterized under this paragraph (b)(3) after 22 months after the close of
the plan year to which the recharacterization relates. Recharacterization is deemed to
have occurred on the date on which the last of those HCEs with excess contributions to
be recharacterized is notified in accordance with paragraph (b)(3)(ii) of this section.

(B) Employee contributions must be permitted under plan. The amount of

recharacterized excess contributions, in combination with the employee contributions
actually made by the HCE, may not exceed the maximum amount of employee
contributions (determined without regard to the ACP test of section 401(m)(2)) permitted

under the provisions of the plan as in effect on the first day of the plan year.



-122-

(C) Treatment of recharacterized excess contributions. Recharacterized excess
contributions continue to be treated as employer contributions for all other purposes
under the Internal Revenue Code, including sections 401(a) (other than sections
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 §1.401(k)-
1(c) and (d); must be deducted under section 404; and are treated as employer
contributions described in section 415(c)(2)(A) and §1.415-6(b).

(4) Rules applicable to all corrections--(i) Coordination with distribution of excess

deferrals--(A) Treatment of excess deferrals that reduce excess contributions. The

amount of excess contributions (and allocable income) to be distributed under
paragraph (b)(2) of this section or the amount of excess contributions recharacterized
under paragraph (b)(3) of this section with respect to an employee for a plan year, is
reduced by any amounts previously distributed to the employee from the plan to correct
excess deferrals for the employee’s taxable year ending with or within the plan year in
accordance with section 402(g)(2).

(B) Treatment of excess contributions that reduce excess deferrals. Under

§1.402(g)-1(e), the amount required to be distributed to correct an excess deferral to an
employee for a taxable year is reduced by any excess contributions (and allocable
income) previously distributed or excess contributions recharacterized with respect to
the employee for the plan year beginning with or within the taxable year. The amount of
excess contributions includible in the gross income of the employee, and the amount of
excess contributions reported by the payer or plan administrator as includible in the

gross income of the employee, does not include the amount of any reduction under
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§1.402(g)-1(e)(6).

(i) Forfeiture of match on distributed excess contributions. A matching

contribution is taken into account under section 401(a)(4) even if the match is with
respect to an elective contribution that is distributed or recharacterized under this
paragraph (b). This requires that, after correction of excess contributions, each level of
matching contributions be currently and effectively available to a group of employees
that satisfies section 410(b). See §1.401(a)(4)-4(e)(3)(iii)(G). Thus, a plan that
provides the same rate of matching contributions to all employees will not meet the
requirements of section 401(a)(4) if elective contributions are distributed under this
paragraph (b) to HCEs to the extent needed to meet the requirements of section
401(k)(3), while matching contributions attributable to those elective contributions
remain allocated to the HCEs’ accounts. Under section 411(a)(3)(G) and §1.411(a)-
4(b)(7), a plan may forfeit matching contributions attributable to excess contributions,
excess aggregate contributions or excess deferrals to avoid a violation of section
401(a)(4). See also §1.401(a)(4)-11(g)(vii)(B) regarding the use of additional
allocations to the accounts of NHCEs for the purpose of correcting a discriminatory rate
of matching contributions.

(iii) Permitted forfeiture of QMAC. Pursuant to section 401(k)(8)(E), a qualified

matching contribution is not treated as forfeitable under §1.401(k)-1(c) merely because
under the plan it is forfeited in accordance with paragraph (b)(4)(ii) of this section.

(iv) No requirement for recalculation. If excess contributions are distributed or

recharacterized in accordance with paragraphs (b)(2) and (3) of this section, the cash or

deferred arrangement is treated as meeting the nondiscrimination test of section
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401(k)(3) regardless of whether the ADP for the HCEs, if recalculated after the
distributions or recharacterizations, would satisfy section 401(k)(3).

(v) Treatment of excess contributions that are catch-up contributions. A cash or

deferred arrangement does not fail to meet the requirements of section 401(k)(3) and
paragraph (a)(1) of this section merely because excess contributions that are catch-up
contributions because they exceed the ADP limit, as described in §1.414(v)-1(b)(1)(iii),
are not corrected in accordance with this paragraph (b).

(5) Failure to timely correct--(i) Failure to correct within 22 months after end of

plan year. If a plan does not correct excess contributions within 22 months after the
close of the plan year for which the excess contributions are made, the employer will be
liable for a 10% excise tax on the amount of the excess contributions. See section 4979
and §54.4979-1 of this chapter. Qualified nonelective contributions and qualified
matching contributions properly taken into account under paragraph (a)(6) of this
section for a plan year may enable a plan to avoid having excess contributions, even if
the contributions are made after the close of the 2%2 month period.

(i) Eailure to correct within 12 months after end of plan year. If excess

contributions are not corrected within 12 months after the close of the plan year for
which they were made, the cash or deferred arrangement will fail to satisfy the
requirements of section 401(k)(3) for the plan year for which the excess contributions
are made and all subsequent plan years during which the excess contributions remain
in the trust.

(c) Additional rules for prior year testing method--(1) Rules for change in testing

method--(i) General rule. A plan is permitted to change from the prior year testing
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method to the current year testing method for any plan year. A plan is permitted to
change from the current year testing method to the prior year testing method only in
situations described in paragraph (c)(1)(ii) of this section. For purposes of this
paragraph (c)(1), a plan that uses the safe harbor method described in §1.401(k)-3 or a
SIMPLE 401(k) plan is treated as using the current year testing method for that plan
year.

(ii) Situations permitting a change to the prior year testing method. The

situations described in this paragraph (c)(1)(ii) are:

(A) The plan is not the result of the aggregation of two or more plans, and the
current year testing method was used under the plan for each of the 5 plan years
preceding the plan year of the change (or if lesser, the number of plan years the plan
has been in existence, including years in which the plan was a portion of another plan).

(B) The plan is the result of the aggregation of two or more plans, and for each of
the plans that are being aggregated (the aggregating plans), the current year testing
method was used for each of the 5 plan years preceding the plan year of the change (or
if lesser, the number of plan years since that aggregating plan has been in existence,
including years in which the aggregating plan was a portion of another plan).

(C) A transaction described in section 410(b)(6)(C)(i) and §1.410(b)-2(f) occurs
and--

(1) As a result of the transaction, the employer maintains both a plan using the
prior year testing method and a plan using the current year testing method; and

(2) The change from the current year testing method to the prior year testing

method occurs within the transition period described in section 410(b)(6)(C)(ii).



-126-

(2) Calculation of ADP under the prior year testing method for the first plan year--

(i) Plans that are not successor plans. If, for the first plan year of any plan (other than a

successor plan), the plan uses the prior year testing method, the plan is permitted to
use either that first plan year as the applicable year for determining the ADP for eligible
NHCEs, or use 3% as the ADP for eligible NHCEs, for applying the ADP test for that
first plan year. A plan (other than a successor plan) that uses the prior year testing
method but has elected for its first plan year to use that year as the applicable year is
not treated as changing its testing method in the second plan year and is not subject to
the limitations on double counting on QNECs under paragraph (a)(6)(vi) of this section
for the second plan year.

(ii) First plan year defined. For purposes of this paragraph (c)(2), the first plan

year of any plan is the first year in which the plan provides for elective contributions.
Thus, the rules of this paragraph (c)(2) do not apply to a plan (within the meaning of
§1.410(b)-7(b)) for a plan year if for such plan year the plan is aggregated under
§1.401(k)-1(b)(4) with any other plan that provides for elective contributions in the prior
year.

(iii) Successor plans. A plan is a successor plan if 50% or more of the eligible

employees for the first plan year were eligible employees under a qualified cash or
deferred arrangement maintained by the employer in the prior year. If a plan thatis a
successor plan uses the prior year testing method for its first plan year, the ADP for the
group of NHCEs for the applicable year must be determined under paragraph (c)(4) of
this section.

(3) Plans using different testing methods for the ADP and ACP test. Except as
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otherwise provided in this paragraph (c)(3), a plan may use the current year testing
method or prior year testing method for the ADP test for a plan year without regard to
whether the current year testing method or prior year testing method is used for the
ACP test for that year. For example, a plan may use the prior year testing method for
the ADP test and the current year testing method for its ACP test for the plan year.
However, plans that use different testing methods under this paragraph (c)(3) cannot
use--

(i) The recharacterization method of paragraph (b)(3) of this section to correct
excess contributions for a plan year;

(if) The rules of §1.401(m)-2(a)(6)(ii) to take elective contributions into account
under the ACP test (rather than the ADP test); or

(i) The rules of paragraph (a)(6)(v) of this section to take qualified matching
contributions into account under the ADP test (rather than the ACP test).

(4) Rules for plan coverage changes--(i) In general. A plan that uses the prior

year testing method and experiences a plan coverage change during a plan year
satisfies the requirements of this section for that year only if the plan provides that the
ADP for the NHCEsS for the plan year is the weighted average of the ADPs for the prior
year subgroups.

(i) Optional rule for minor plan coverage changes. If a plan coverage change

occurs and 90% or more of the total number of the NHCEs from all prior year subgroups
are from a single prior year subgroup, then, in lieu of using the weighted averages
described in paragraph (c)(4)(i) of this section, the plan may provide that the ADP for

the group of eligible NHCEs for the prior year under the plan is the ADP of the NHCEs
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for the prior year of the plan under which that single prior year subgroup was eligible.
(iii) Definitions. The following definitions apply for purposes of this paragraph
(c)(4):

(A) Plan coverage change. The term plan coverage change means a change in

the group or groups of eligible employees under a plan on account of--

(1) The establishment or amendment of a plan;

(2) A plan merger or spinoff under section 414(l);

(3) A change in the way plans (within the meaning of §1.410(b)-7(b)) are
combined or separated for purposes of §1.401(k)-1(b)(4) (e.g., permissively aggregating
plans not previously aggregated under §1.410(b)-7(d), or ceasing to permissively
aggregate plans under §1.410(b)-7(d));

(4) A reclassification of a substantial group of employees that has the same
effect as amending the plan (e.g., a transfer of a substantial group of employees from
one division to another division); or

(5) A combination of any of paragraphs (c)(4)(iii)(A)(1) through (4) of this section.

(B) Prior year subgroup. The term prior year subgroup means all NHCEs for the

prior plan year who, in the prior year, were eligible employees under a specific plan
maintained by the employer that included a qualified cash or deferred arrangement and
who would have been eligible employees in the prior year under the plan being tested if
the plan coverage change had first been effective as of the first day of the prior plan
year instead of first being effective during the plan year. The determination of whether
an NHCE is a member of a prior year subgroup is made without regard to whether the

NHCE terminated employment during the prior year.
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(C) Weighted average of the ADPs for the prior year subgroups. The term

weighted average of the ADPs for the prior year subgroups means the sum, for all prior
year subgroups, of the adjusted ADPs for the plan year. The term adjusted ADP with
respect to a prior year subgroup means the ADP for the prior plan year of the specific
plan under which the members of the prior year subgroup were eligible employees on
the first day of the prior plan year, multiplied by a fraction, the numerator of which is the
number of NHCES in the prior year subgroup and denominator of which is the total
number of NHCEs in all prior year subgroups.

(iv) Examples. The following examples illustrate the application of this paragraph

(c)(4):

Example 1. (i) Employer B maintains two calendar year plans, Plan O and Plan
P, each of which includes a cash or deferred arrangement. The plans were not
permissively aggregated under §1.410(b)-7(d) for the 2005 plan year. Both plans use
the prior year testing method. Plan O had 300 eligible employees who were NHCEs for
the 2005 plan year, and their ADP for that year was 6%. Sixty of the eligible employees
who were NHCEs for the 2005 plan year under Plan O, terminated their employment
during that year. Plan P had 100 eligible employees who were NHCEs for 2005, and
the ADP for those NHCES for that plan was 4%. Plan O and Plan P are permissively
aggregated under §1.410(b)-7(d) for the 2006 plan year.

(i) The permissive aggregation of Plan O and Plan P for the 2006 plan year
under § 1.410(b)-7(d) is a plan coverage change that results in treating the plans as one
plan (Plan OP) for purposes of §1.401(k)-1(b)(4). Therefore, the prior year ADP for the
NHCEs under Plan OP for the 2006 plan year is the weighted average of the ADPs for
the prior year subgroups: the Plan O prior year subgroup and the Plan P prior year
subgroup.

(ii) The Plan O prior year subgroup consists of the 300 employees who, in the
2005 plan year, were eligible NHCEs under Plan O and who would have been eligible
under Plan OP for the 2005 plan year if Plan O and Plan P had been permissively
aggregated for that plan year. The Plan P prior year subgroup consists of the 100
employees who, in the 2005 plan year, were eligible NHCEs under Plan P and would
have been eligible under Plan OP for the 2005 plan year if Plan O and Plan P had been
permissively aggregated for that plan year.
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(iv) The weighted average of the ADPs for the prior year subgroups is the sum of
the adjusted ADP for the Plan O prior year subgroup and the adjusted ADP for the Plan
P prior year subgroup. The adjusted ADP for the Plan O prior year subgroup is 4.5%,
calculated as follows: 6% (the ADP for the NHCEs under Plan O for the 2005 plan year)
x 300/400 (the number of NHCEs in the Plan O prior year subgroup divided by the total
number of NHCEs in all prior year subgroups). The adjusted ADP for the Plan P prior
year subgroup is 1%, calculated as follows: 4% (the ADP for the NHCEs under Plan P
for the 2005 plan year) x 100/400 (the number of NHCEs in the Plan P prior year
subgroup divided by the total number of NHCEs in all prior year subgroups). Thus, the
prior year ADP for NHCEs under Plan OP for the 2006 plan year is 5.5% (the sum of
adjusted ADPs for the prior year subgroups, 4.5% plus 1%).

(v) As provided in paragraph (c)(4)(iii)(B) of this section, the determination of
whether an NHCE is a member of a prior year subgroup is made without regard to
whether that NHCE terminated employed during the prior year. Thus, the prior ADP for
the NHCEs under Plan OP for the 2006 plan year is unaffected by the termination of the
60 NHCEs covered by Plan O during the 2005 plan year.

Example 2. (i) The facts are the same as Example 1, except that the 60
employees who terminated employment during the 2005 plan are instead spun-off to
another plan.

(i) The permissive aggregation of Plan O and Plan P for the 2006 plan year
under §1.410(b)-7(d) is a plan coverage change that results in treating the plans as one
plan (Plan OP) for purposes of §1.401(k)-1(b)(4) and the spin-off of the 60 employees is
a plan coverage change. Therefore, the prior year ADP for the NHCEs under Plan OP
for the 2006 plan year is the weighted average of the ADPs for the prior year
subgroups: the Plan O prior year subgroup and the Plan P prior year subgroup.

(iiif) For purposes of determining the prior year subgroups, the employees who
would have been eligible employees in the prior year under the plan being tested are
determined as if both plan coverage changes had first been effective as of the first day
of the prior plan year. The Plan O prior year subgroup consists of the 240 employees
who, in the 2005 plan year, were eligible NHCEs under Plan O and would have been
eligible under Plan OP for the 2005 plan year if the spin-off had occurred at the
beginning of the 2005 plan year and Plan O and Plan P had been permissively
aggregated under §1.410(b)-7(d) for that plan year. The Plan P prior year subgroup
consists of the 100 employees who, in the 2005 plan year, were eligible NHCEs under
Plan P and would have been eligible under Plan OP for the 2005 plan year if Plan O and
Plan P had been permissively aggregated under §1.410(b)-7(d) for that plan year.

(iv) The weighted average of the ADPs for the prior year subgroups is the sum of
the adjusted ADP with respect to the prior year subgroup consisting of eligible NHCEs
from Plan O and the adjusted ADP with respect to the prior year subgroup consisting of
eligible NHCEs from Plan P. The adjusted ADP for the prior year subgroup consisting
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of eligible NHCEs under Plan O is 4.23%, calculated as follows: 6% (the ADP for the
NHCEs under Plan O for the 2005 plan year) x 240/340 (the number of NHCEs in that
prior year subgroup divided by the total number of NHCEs in all prior year subgroups).
The adjusted ADP for the prior year subgroup consisting of the eligible NHCEs from
Plan P is 1.18%, calculated as follows: 4% (the ADP for the NHCEs under Plan P for
the 2005 plan year) x 100/340 (the number of NHCEs in that prior year subgroup
divided by the total number of NHCEs in all prior year subgroups). Thus, the prior year
ADP for NHCEs under Plan OP for the 2006 plan year is 5.41% (the sum of adjusted
ADPs for the prior year subgroups, 4.23% plus 1.18%).

Example 3. (i) The facts are the same as in Example 1, except that instead of
Plan O and Plan P being permissively aggregated for the 2006 plan year, 200 of the
employees eligible under Plan O were spun-off from Plan O and merged into Plan P.

(ii) The spin-off from Plan O and merger to Plan P for the 2006 plan year are plan
coverage changes for Plan P. Therefore, the prior year ADP for the NHCEs under Plan
P for the 2006 plan year is the weighted average of the ADPs for the prior year
subgroups under Plan P. There are 2 subgroups under Plan P for the 2006 plan year.
The Plan O prior year subgroup consists of the 200 employees who, in the 2005 plan
year, were eligible NHCEs under Plan O and who would have been eligible under Plan
P for the 2005 plan year if the spin-off and merger had occurred on the first day of the
2005 plan year. The Plan P prior year subgroup consists of the 100 employees who, in
the 2005 plan year, were eligible NHCEs under Plan P for the 2005 plan year.

(iii) The weighted average of the ADPs for the prior year subgroups is the sum of
the adjusted ADP for the Plan O prior year subgroup and the adjusted ADP for the Plan
P prior year subgroup. The adjusted ADP for the Plan O prior year subgroup is 4.0%,
calculated as follows: 6% (the ADP for the NHCEs under Plan O for the 2005 plan year)
x 200/300 (the number of NHCEs in the Plan O prior year subgroup divided by the total
number of NHCEs in all prior year subgroups). The adjusted ADP for the Plan P prior
year subgroup is 1.33%, calculated as follows: 4% (the ADP for the NHCEs under Plan
P for the 2005 plan year) x 100/300 (the number of NHCESs in the Plan P prior year
subgroup divided by the total number of NHCEs in all prior year subgroups). Thus, the
prior year ADP for NHCEs under Plan P for the 2006 plan year is 5.33% (the sum of
adjusted ADPs for the 2 prior year subgroups, 4.0% plus 1.33%).

(iv) The spin-off from Plan O for the 2006 plan year is a plan coverage change for
Plan O. Therefore, the prior year ADP for the NHCEs under Plan O for the 2006 plan
year is the weighted average of the ADPs for the prior year subgroups under Plan O. In
this case, there is only one prior year subgroup under Plan O, the employees who were
NHCEs of Employer B for the 2005 plan year and who were eligible for the 2005 plan
year under Plan O. Because there is only one prior year subgroup under Plan O, the
weighted average of the ADPs for the prior year subgroup under Plan O is equal to the
NHCE ADP for the prior year (2005 plan year) under Plan O, or 6%.
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Example 4. (i) Employer C maintains a calendar year plan, Plan Q, which
includes a cash or deferred arrangement that uses the prior year testing method. Plan Q
covers employees of Division A and Division B. In 2005, Plan Q had 500 eligible
employees who were NHCEs, and the ADP for those NHCEs for 2005 was 2%.

Effective January 1, 2006, Employer C amends the eligibility provisions under Plan Q to
exclude employees. of Division B effective January 1, 2006. In addition, effective on that
same date, Employer C establishes a new calendar year plan, Plan R, which includes a
cash or deferred arrangement that uses the prior year testing method. The only eligible
employees under Plan R are the 100 employees of Division B who were eligible
employees under Plan Q.

(if) Plan R is a successor plan, within the meaning of paragraph (c)(2)(iii) of this
section (because all of the employees were eligible employees under Plan Q in the prior
year). Therefore, Plan R cannot use the first plan year rule set forth in paragraph
(e)(2)(i) of this section.

(iii) The amendment to the eligibility provisions of Plan Q and the establishment
of Plan R are plan coverage changes within the meaning of paragraph (c)(4)(iii)(A) of
this section for Plan Q and Plan R. Accordingly, each plan must determine the NHCE
ADP for the 2006 plan year under the rules set forth in paragraph (c)(4) of this section.

(iv) The prior year ADP for NHCEs under Plan Q is the weighted average of the
ADPs for the prior year subgroups. Plan Q has only one prior year subgroup (because
the only NHCEs who would have been eligible employees under Plan Q for the 2005
plan year if the amendment to the Plan Q eligibility provisions had occurred as of the
first day of that plan year were eligible employees under Plan Q). Therefore, for
purposes of the 2006 plan year under Plan Q, the ADP for NHCEs for the prior year is
the weighted average of the ADPs for the prior year subgroups, or 2%, the same as if
the plan amendment had not occurred.

(v) Similarly, Plan R has only one prior year subgroup (because the only NHCEs
who would have been eligible employees under Plan R for the 2005 plan year if the plan
were established as of the first day of that plan year were eligible employees under Plan
Q). Therefore, for purposes of the 2006 testing year under Plan R, the ADP for NHCEs
for the prior year is the weighted average of the ADPs for the prior year subgroups, or
2%, the same as that of Plan Q.

Example 5. (i) The facts are the same as in Example 4, except that the
provisions of Plan R extend eligibility to 50 hourly employees who previously were not
eligible employees under any qualified cash or deferred arrangement maintained by
Employer C.

(i) Plan R is a successor plan (because 100 of Plan R’s 150 eligible employees
were eligible employees under another qualified cash or deferred arrangement
maintained by Employer C in the prior year). Therefore, Plan R cannot use the first plan
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year rule set forth in paragraph (c)(2)(i) of this section.

(iii) The establishment of Plan R is a plan coverage change that affects Plan R.
Because the 50 hourly employees were not eligible employees under any qualified cash
or deferred arrangement of Employer C for the prior plan year, they do not comprise a
prior year subgroup. Accordingly, Plan R still has only one prior year subgroup.
Therefore, for purposes of the 2006 testing year under Plan R, the ADP for NHCEs for
the prior year is the weighted average of the ADPs for the prior year subgroups, or 2%,
the same as that of Plan Q.

§1.401(k)-3 Safe harbor requirements.

(a) ADP test safe harbor. A cash or deferred arrangement satisfies the ADP safe
harbor provision of section 401(k)(12) for a plan year if the arrangement satisfies the
safe harbor contribution requirement of paragraph (b) or (c) of this section for the plan
year, the notice requirement of paragraph (d) of this section, the plan year requirements
of paragraph (e) of this section, and the additional rules of paragraphs (f), (g) and (h) of
this section, as applicable. Pursuant to section 401(k)(12)(E)(ii), the safe harbor
contribution requirement of paragraph (b) or (c) of this section must be satisfied without
regard to section 401(l). The contributions made under paragraphs (b) and (c) of this
section are referred to as safe harbor nonelective contributions and safe harbor
matching contributions, respectively.

(b) Safe harbor nonelective contribution requirement--(1) General rule. The safe

harbor nonelective contribution requirement of this paragraph is satisfied if, under the
terms of the plan, the employer is required to make a qualified nonelective contribution
on behalf of each eligible NHCE equal to at least 3% of the employee’s safe harbor
compensation.

(2) Safe harbor compensation defined. For purposes of this section, safe harbor

compensation means compensation as defined in §1.401(k)-6 (which incorporates the
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definition of compensation in §1.414(s)-1); provided, however, that the rule in the last
sentence of §1.414(s)-1(d)(2)(iii) (which generally permits a definition of compensation
to exclude all compensation in excess of a specified dollar amount) does not apply in
determining the safe harbor compensation of NHCEs. Thus, for example, the plan may
limit the period used to determine safe harbor compensation to the eligible employee’s
period of participation.

(c) Safe harbor matching contribution requirement--(1) In general. The safe

harbor matching contribution requirement of this paragraph (c) is satisfied if, under the
plan, qualified matching contributions are made on behalf of each eligible NHCE in an
amount determined under the basic matching formula of section 401(k)(12)(B)(i)(1), as
described in paragraph (c)(2) of this section, or under an enhanced matching formula of
section 401(k)(12)(B)(i)(ll), as described in paragraph (c)(3) of this section.

(2) Basic matching formula. Under the basic matching formula, each eligible

NHCE receives qualified matching contributions in an amount equal to the sum of--

(i) 100% of the amount of the employee’s elective contributions that do not
exceed 3% of the employee’s safe harbor compensation; and

(ii) 50% of the amount of the employee’s elective contributions that exceed 3% of
the employee’s safe harbor compensation but that do not exceed 5% of the employee’s
safe harbor compensation.

(3) Enhanced matching formula. Under an enhanced matching formula, each

eligible NHCE receives a matching contribution under a formula that, at any rate of
elective contributions by the employee, provides an aggregate amount of qualified

matching contributions at least equal to the aggregate amount of qualified matching
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contributions that would have been provided under the basic matching formula of
paragraph (c)(2) of this section. In addition, under an enhanced matching formula, the
ratio of matching contributions on behalf of an employee under the plan for a plan year
to the employee’s elective contributions may not increase as the amount of an
employee’s elective contributions increases.

(4) Limitation on HCE matching contributions. The safe harbor matching

contribution requirement of this paragraph (c) is not satisfied if the ratio of matching
contributions made on account of an HCE’s elective contributions under the cash or
deferred arrangement for a plan year to those elective contributions is greater than the
ratio of matching contributions to elective contributions that would apply with respect to
any eligible NHCE with elective contributions at the same percentage of safe harbor
compensation.

(5) Use of safe harbor match not precluded by certain plan provisions--(i) Safe

harbor matching contributions on employee contributions. The safe harbor matching

contribution requirement of this paragraph (c) will not fail to be satisfied merely because
safe harbor matching contributions are made on both elective contributions and
employee contributions if safe harbor matching contributions are made with respect to
the sum of elective contributions and employee contributions on the same terms as safe
harbor matching contributions are made with respect to elective contributions.
Alternatively, the safe harbor matching contribution requirement of this paragraph (c)
will not fail to be satisfied merely because safe harbor matching contributions are made
on both elective contributions and employee contributions if safe harbor matching

contributions on elective contributions are not affected by the amount of employee
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contributions.

(i) Periodic matching contributions. The safe harbor matching contribution

requirement of this paragraph (c) will not fail to be satisfied merely because the plan
provides that safe harbor matching contributions will be made separately with respect to
each payroll period (or with respect to all payroll periods ending with or within each
month or quarter of a plan year) taken into account under the plan for the plan year,
provided that safe harbor matching contributions with respect to any elective
contributions made during a plan year quarter are contributed to the plan by the last day
of the immediately following plan year quarter.

(6) Permissible restrictions on elective contributions by NHCEs--(i) General rule.

The safe harbor matching contribution requirement of this paragraph (c) is not satisfied
if elective contributions by NHCEs are restricted, unless the restrictions are permitted by
this paragraph (c)(6).

(ii) Restrictions on election periods. A plan may limit the frequency and duration

of periods in which eligible employees may make or change cash or deferred elections
under a plan. However, an employee must have a reasonable opportunity (including a
reasonable period after receipt of the notice described in paragraph (d) of this section)
to make or change a cash or deferred election for the plan year. For purposes of this
paragraph (c)(6)(ii), a 30-day period is deemed to be a reasonable period to make or
change a cash or deferred election.

(iii) Restrictions on amount of elective contributions. A plan is permitted to limit

the amount of elective contributions that may be made by an eligible employee under a

plan, provided that each NHCE who is an eligible employee is permitted (unless the
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employee is restricted under paragraph (c)(6)(v) of this section) to make elective
contributions in an amount that is at least sufficient to receive the maximum amount of
matching contributions available under the plan for the plan year, and the employee is
permitted to elect any lesser amount of elective contributions. However, a plan may
require eligible employees to make cash or deferred elections in whole percentages of
compensation or whole dollar amounts.

(iv) Restrictions on types of compensation that may be deferred. A plan may limit

the types of compensation that may be deferred by an eligible employee under a plan,
provided that each eligible NHCE is permitted to make elective contributions under a
definition of compensation that would be a reasonable definition of compensation within
the meaning of §1.414(s)-1(d)(2). Thus, the definition of compensation from which
elective contributions may be made is not required to satisfy the nondiscrimination
requirement of §1.414(s)-1(d)(3).

(v) Restrictions due to limitations under the Internal Revenue Code. A plan may

limit the amount of elective contributions made by an eligible employee under a plan--

(A) Because of the limitations of section 402(g) or section 415; or

(B) Because, on account of a hardship distribution, an employee’s ability to make
elective contributions has been suspended for 6 months in accordance with
§1.401(k)-1(d)(3)(iv)(E).

(7) Examples. The following examples illustrate the safe harbor contribution
requirement of this paragraph (c):

Example 1. (i) Beginning January 1, 2006, Employer A maintains Plan L

covering employees (including HCEs and NHCEs) in Divisions D and E. Plan L contains
a cash or deferred arrangement and provides qualified matching contributions equal to
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100% of each eligible employee’s elective contributions up to 3% of compensation and
50% of the next 2% of compensation. For purposes of the matching contribution
formula, safe harbor compensation is defined as all compensation within the meaning of
section 415(c)(3) (a definition that satisfies section 414(s)). Also, each employee is
permitted to make elective contributions from all safe harbor compensation within the
meaning of section 415(c)(3) and may change a cash or deferred election at any time.
Plan L limits the amount of an employee’s elective contributions for purposes of section
402(g) and section 415, and, in the case of a hardship distribution, suspends an
employee’s ability to make elective contributions for 6 months in accordance with
§1.401(k)-1(d)(3)(iv)(E). All contributions under Plan L are nonforfeitable and are
subject to the withdrawal restrictions of section 401(k)(2)(B). Plan L provides for no
other contributions and Employer A maintains no other plans. Plan L is maintained on a
calendar-year basis and all contributions for a plan year are made within 12 months
after the end of the plan year.

(if) Based on these facts, matching contributions under Plan L are safe harbor
matching contributions because they are qualified matching contributions equal to the
basic matching formula. Accordingly, Plan L satisfies the safe harbor contribution
requirement of this paragraph (c).

Example 2. (i) The facts are the same as in Example 1, except that instead of
providing a basic matching contribution, Plan L provides a qualified matching
contribution equal to 100% of each eligible employee’s elective contributions up to 4%
of safe harbor compensation.

(i) Plan L’s formula is an enhanced matching formula because each eligible
NHCE receives safe harbor matching contributions at a rate that, at any rate of elective
contributions, provides an aggregate amount of qualified matching contributions at least
equal to the aggregate amount of qualified matching contributions that would have been
received under the basic safe harbor matching formula, and the rate of matching
contributions does not increase as the rate of an employee’s elective contributions
increases. Accordingly, Plan L satisfies the safe harbor contribution requirement of this

paragraph (c).

Example 3. (i) The facts are the same as in_Example 1, except that instead of
permitting each employee to make elective contributions from all compensation within
the meaning of section 415(c)(3), each employee’s elective contributions under Plan L
are limited to 15% of the employee’s “basic compensation.” Basic compensation is
defined under Plan L as compensation within the meaning of section 415(c)(3), but
excluding overtime pay.

(i) The definition of basic compensation under Plan L is a reasonable definition of
compensation within the meaning of §1.414(s)-1(d)(2).

(i) Plan L will not fail to satisfy the safe harbor contribution requirement of this
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paragraph (c) merely because Plan L limits the amount of elective contributions and the
types of compensation that may be deferred by eligible employees, provided that each
eligible NHCE may make elective contributions equal to at least 4% of the employee’s
safe harbor compensation.

Example 4. (i) The facts are the same as in Example 1, except that Plan L
provides that only employees employed on the last day of the plan year will receive a
safe harbor matching contribution.

(ii) Even if the plan that provides for employee contributions and matching
contributions satisfies the minimum coverage requirements of section 410(b)(1) taking
into account this last-day requirement, Plan L would not satisfy the safe harbor
contribution requirement of this paragraph (c) because safe harbor matching
contributions are not made on behalf of all eligible NHCEs who make elective
contributions.

(iii) The result would be the same if, instead of providing safe harbor matching
contributions under an enhanced formula, Plan L provides for a 3% safe harbor
nonelective contribution that is restricted to eligible employees under the cash or
deferred arrangement who are employed on the last day of the plan year.

Example 5. (i) The facts are the same as in Example 1, except that instead of
providing qualified matching contributions under the basic matching formula to
employees in both Divisions D and E, employees in Division E are provided qualified
matching contributions under the basic matching formula, while safe harbor matching
contributions continue to be provided to employees in Division D under the enhanced
matching formula described in Example 2.

(i) Even if Plan L satisfies §1.401(a)(4)-4 with respect to each rate of matching
contributions available to employees under the plan, the plan would fail to satisfy the
safe harbor contribution requirement of this paragraph (c) because the rate of matching
contributions with respect to HCEs in Division D at a rate of elective contributions
between 3% and 5% would be greater than that with respect to NHCEs in Division E at
the same rate of elective contributions. For example, an HCE in Division D who would
have a 4% rate of elective contributions would have a rate of matching contributions of
100% while an NHCE in Division E who would have the same rate of elective
contributions would have a lower rate of matching contributions.

(d) Notice requirement--(1) General rule. The notice requirement of this

paragraph (d) is satisfied for a plan year if each eligible employee is given written notice
of the employee’s rights and obligations under the plan and the notice satisfies the

content requirement of paragraph (d)(2) of this section and the timing requirement of
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paragraph (d)(3) of this section.

(2) Content requirement--(i) General rule. The content requirement of this

paragraph (d)(2) is satisfied if the notice is--

(A) Sufficiently accurate and comprehensive to inform the employee of the
employee’s rights and obligations under the plan; and

(B) Written in a manner calculated to be understood by the average employee
eligible to participate in the plan.

(if) Minimum content requirement. Subject to the requirements of paragraph

(d)(2)(iii) of this section, a notice is not considered sufficiently accurate and
comprehensive unless the notice accurately describes--

(A) The safe harbor matching contribution or safe harbor nonelective contribution
formula used under the plan (including a description of the levels of safe harbor
matching contributions, if any, available under the plan);

(B) Any other contributions under the plan or matching contributions to another
plan on account of elective contributions or employee contributions under the plan
(including the potential for discretionary matching contributions) and the conditions
under which such contributions are made;

(C) The plan to which safe harbor contributions will be made (if different than the
plan containing the cash or deferred arrangement);

(D) The type and amount of compensation that may be deferred under the plan;

(E) How to make cash or deferred elections, including any administrative
requirements that apply to such elections;

(F) The periods available under the plan for making cash or deferred elections;
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(G) Withdrawal and vesting provisions applicable to contributions under the plan;
and
(H) Information that makes it easy to obtain additional information about the plan
(including an additional copy of the summary plan description) such as telephone
numbers, addresses and, if applicable, electronic addresses, of individuals or offices
from whom employees can obtain such plan information.

(iii) References to SPD. A plan will not fail to satisfy the content requirements of

this paragraph (d)(2) merely because, in the case of information described in paragraph
(d)(2)(ii}(B) of this section (relating to any other contributions under the plan), paragraph
(d)(2)(ii)(C) of this section (relating to the plan to which safe harbor contributions will be
made) or paragraph (d)(2)(ii)(D) of this section (relating to the type and amount of
compensation that may be deferred under the plan), the notice cross-references the
relevant portions of a summary plan description that provides the same information that
would be provided in accordance with such paragraphs and that has been provided (or
is concurrently provided) to employees.

(3) Timing requirement--(i) General rule. The timing requirement of this

paragraph (d)(3) is satisfied if the notice is provided within a reasonable period before
the beginning of the plan year (or, in the year an employee becomes eligible, within a
reasonable period before the employee becomes eligible). The determination of
whether a notice satisfies the timing requirement of this paragraph (d)(3) is based on all
of the relevant facts and circumstances.

(il) Deemed satisfaction of timing requirement. The timing requirement of this

paragraph (d)(3) is deemed to be satisfied if at least 30 days (and no more than 90
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days) before the beginning of each plan year, the notice is given to each eligible
employee for the plan year. In the case of an employee who does not receive the
notice within the period described in the previous sentence because the employee
becomes eligible after the 90th day before the beginning of the plan year, the timing
requirement is deemed to be satisfied if the notice is provided no more than 90 days
before the employee becomes eligible (and no later than the date the employee
becomes eligible). Thus, for example, the preceding sentence would apply in the case
of any employee eligible for the first plan year under a newly established plan that
provides for elective contributions, or would apply in the case of the first plan year in
which an employee becomes eligible under an existing plan that provides for elective
contributions.

(e) Plan year requirement--(1) General rule. Except as provided in this

paragraph (e) or in paragraph (f) of this section, a plan will fail to satisfy the
requirements of section 401(k)(12) and this section unless plan provisions that satisfy
the rules of this section are adopted before the first day of the plan year and remain in
effect for an entire 12-month plan year. Moreover, if, as described under paragraph
(9)(4) of this section, safe harbor matching or nonelective contributions will be made to
another plan for a plan year, provisions specifying that the safe harbor contributions will
be made in the other plan and providing that the contributions will be QNECs or QMACs
must also be adopted before the first day of that plan year.

(2) Initial plan year. A newly established plan (other than a successor plan within

the meaning of §1.401(k)-2(c)(2)(iii)) will not be treated as violating the requirements of

this paragraph (e) merely because the plan year is less than 12 months, provided that
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the plan year is at least 3 months long (or, in the case of a newly established employer
that establishes the plan as soon as administratively feasible after the employer comes
into existence, a shorter period). Similarly, a cash or deferred arrangement will not fail
to satisfy the requirement of this paragraph (e) if it is added to an existing profit sharing,
stock bonus, or pre-ERISA money purchase pension plan for the first time during that
year provided that--

(i) The plan is not a successor plan; and

(if) The cash or deferred arrangement is made effective no later than 3 months
prior to the end of the plan year.

(3) Change of plan year. A plan that has a short plan year as a result of

changing its plan year will not fail to satisfy the requirements of paragraph (e)(1) of this
section merely because the plan year has less than 12 months, provided that--

(i) The plan satisfied the requirements of this section for the immediately
preceding plan year; and

(i) The plan satisfies the requirements of this section for the immediately
following plan year.

(4) Final plan year. A plan that terminates during a plan year will not fail to

satisfy the requirements of paragraph (e)(1) of this section merely because the final plan
year is less than 12 months, provided that--

(i) The plan would satisfy the requirements of paragraph (g) of this section,
treating the termination of the plan as a reduction or suspension of safe harbor
matching contributions, other than the requirement that employees have a reasonable

opportunity to change their cash or deferred elections and, if applicable, employee
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contribution elections; or
(i) The plan termination is in connection with a transaction described in section
410(b)(6)(C) or the employer incurs a substantial business hardship comparable to a
substantial business hardship described in section 412(d).

(f) Plan amendments adopting safe harbor nonelective contributions--(1) General

rule. Notwithstanding paragraph (e)(1) of this section, a plan that provides for the use of
the current year testing method may be amended after the first day of the plan year and
no later than 30 days before the last day of the plan year to adopt the safe harbor
method of this section using nonelective contributions under paragraph (b) of this
section, but only if the plan provides the contingent and follow-up notices described in
this section. A plan amendment made pursuant to this paragraph (f)(1) for a plan year
may provide for the use of the safe harbor method described in this section solely for
that plan year and a plan sponsor is not limited in the number of years for which it is
permitted to adopt an amendment providing for the safe harbor method of this section
using nonelective contributions under paragraph (b) of this section.

(2) Contingent notice provided. A plan satisfies the requirement to provide the

contingent notice under this paragraph (f)(2) if it provides a notice that would satisfy the
requirements of paragraph (d) of this section, except that, in lieu of setting forth the safe
harbor contributions used under the plan as set forth in paragraph (d)(2)(ii)(A) of this
section, the notice specifies that the plan may be amended during the plan year to
include the safe harbor nonelective contribution and that, if the plan is amended, a
follow-up notice will be provided.

(3) Follow-up notice requirement. A plan satisfies the requirement to provide a
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follow-up notice under this paragraph (f)(3) if, no later than 30 days before the last day
of the plan year, each eligible employee is given a notice that states that the safe harbor
nonelective contributions will be made for the plan year. This notice is permitted to be
combined with a contingent notice provided under paragraph (f)(2) of this section for the
next plan year.

(9) Permissible reduction or suspension of safe harbor matching contributions—
(1) General rule. A plan that provides for safe harbor matching contributions will not fail
to satisfy the requirements of section 401(k)(3) for a plan year merely because the plan
is amended during a plan year to reduce or suspend safe harbor matching contributions
on future elective contributions (and, if applicable, employee contributions) provided
that--

(i) All eligible employees are provided the supplemental notice in accordance with
paragraph (g)(2) of this section;

(i) The reduction or suspension of safe harbor matching contributions is effective
no earlier than the later of 30 days after eligible employees are provided the notice
described in paragraph (g)(2) of this section and the date the amendment is adopted,;

(iii) Eligible employees are given a reasonable opportunity (including a
reasonable period after receipt of the supplemental notice) prior to the reduction or
suspension of safe harbor matching contributions to change their cash or deferred
elections and, if applicable, their employee contribution elections;

(iv) The plan is amended to provide that the ADP test will be satisfied for the
entire plan year in which the reduction or suspension occurs using the current year

testing method described in §1.401(k)-2(a)(2)(ii); and
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(v) The plan satisfies the requirements of this section (other than this paragraph

(g)) with respect to amounts deferred through the effective date of the amendment.

(2) Notice of suspension requirement. The notice of suspension requirement of
this paragraph (g)(2) is satisfied if each eligible employee is given a written notice that
explains--

(i) The consequences of the amendment which reduces or suspends matching
contributions on future elective contributions and, if applicable, employee contributions;

(if) The procedures for changing their cash or deferred election and, if applicable,
their employee contribution elections; and

(iii) The effective date of the amendment.

(h) Additional rules--(1) Contributions taken into account. A contribution is taken

into account for purposes of this section for a plan year if and only if the contribution
would be taken into account for such plan year under the rules of §1.401(k)-2(a) or
1.401(m)-2(a). Thus, for example, a safe harbor matching contribution must be made
within 12 months of the end of the plan year. Similarly, an elective contribution that
would be taken into account for a plan year under §1.401(k)-2(a)(4)(i)(B)(2) must be
taken into account for such plan year for purposes of this section, even if the
compensation would have been received after the close of the plan year.

(2) Use of safe harbor nonelective contributions to satisfy other

nondiscrimination tests. A safe harbor nonelective contribution used to satisfy the

nonelective contribution requirement under paragraph (b) of this section may also be
taken into account for purposes of determining whether a plan satisfies section

401(a)(4). Thus, these contributions are not subject to the limitations on qualified
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nonelective contributions under §1.401(k)-2(a)(6)(ii), but are subject to the rules
generally applicable to nonelective contributions under section 401(a)(4). See
§1.401(a)(4)-1(b)(2)(ii). However, pursuant to section 401(k)(12)(E)(ii), to the extent
they are needed to satisfy the safe harbor contribution requirement of paragraph (b) of
this section, safe harbor nonelective contributions may not be taken into account under
any plan for purposes of section 401(l) (including the imputation of permitted disparity
under §1.401(a)(4)-7).

(3) Early participation rules. Section 401(k)(3)(F) and §1.401(k)-2(a)(1)(iii)(A),

which provide an alternative nondiscrimination rule for certain plans that provide for
early participation, do not apply for purposes of section 401(k)(12) and this section.
Thus, a plan is not treated as satisfying this section with respect to the eligible
employees who have not completed the minimum age and service requirements of
section 410(a)(1)(A) unless the plan satisfies the requirements of this section with
respect to such eligible employees.

(4) Satisfying safe harbor contribution requirement under another defined

contribution plan. Safe harbor matching or nonelective contributions may be made to

the plan that contains the cash or deferred arrangement or to another defined
contribution plan that satisfies section 401(a) or 403(a). If safe harbor contributions are
made to another defined contribution plan, the safe harbor plan must specify the plan to
which the safe harbors are made and contribution requirement of paragraph (b) or (c) of
this section must be satisfied in the other defined contribution plan in the same manner
as if the contributions were made to the plan that contains the cash or deferred

arrangement. Consequently, the plan to which the contributions are made must have
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the same plan year as the plan containing the cash and deferred arrangement and each
employee eligible under the plan containing the cash or deferred arrangement must be
eligible under the same conditions under the other defined contribution plan. The plan
to which the safe harbor contributions are made need not be a plan that can be
aggregated with the plan that contains the cash or deferred arrangement.

(5) Contributions used only once. Safe harbor matching or nonelective

contributions cannot be used to satisfy the requirements of this section with respect to
more than one plan.

§1.401(k)-4 SIMPLE 401(k) plan requirements.

(a) General rule. A cash or deferred arrangement satisfies the SIMPLE 401(k)
plan provision of section 401(k)(11) for a plan year if the arrangement satisfies the
requirements of paragraphs (b) through (i) of this section for that year. A plan that
contains a cash or deferred arrangement that satisfies this section is referred to as a
SIMPLE 401(k) plan. Pursuant to section 401(k)(11), a SIMPLE 401(k) plan is treated
as satisfying the ADP test of section 401(k)(3)(A)(ii) for that year.

(b) Eligible employer--(1) General rule. A SIMPLE 401(k) plan must be

established by an eligible employer. Eligible employer for purposes of this section
means, with respect to any plan year, an employer that had no more than 100
employees who received at least $5,000 of SIMPLE compensation, as defined in
paragraph (e)(5) of this section, from the employer for the prior calendar year.

(2) Special rule. An eligible employer that establishes a SIMPLE 401(k) plan for
a plan year and that fails to be an eligible employer for any subsequent plan year, is

treated as an eligible employer for the 2 plan years following the last plan year the
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employer was an eligible employer. [f the failure is due to any acquisition, disposition,
or similar transaction involving an eligible employer, the preceding sentence applies
only if the provisions of section 410(b)(6)(C)(i) are satisfied.

(c) Exclusive plan--(1) General rule. The SIMPLE 401(k) plan must be the

exclusive plan for each SIMPLE 401(k) plan participant for the plan year. This
requirement is satisfied if there are no contributions made, or benefits accrued, for
services during the plan year on behalf of any SIMPLE 401(k) plan participant under
any other qualified plan maintained by the employer. Other qualified plan for purposes
of this section means any plan, contract, pension, or trust described in section
219(g)(5)(A) or (B).

(2) Special rule. A SIMPLE 401(k) plan will not be treated as failing the
requirements of this paragraph (c) merely because any SIMPLE 401(k) plan participant
receives an allocation of forfeitures under another plan of the employer.

(d) Election and notice--(1) General rule. An eligible employer establishing or

maintaining a SIMPLE 401 (k) plan must satisfy the election and notice requirements in
paragraphs (d)(2) and (d)(3) of this section.

(2) Employee elections--(i) Initial plan year of participation. For the plan year in

which an employee first becomes eligible under the SIMPLE 401(k) plan, the employee
must be permitted to make a cash or deferred election under the plan during a 60-day
period that includes either the day the employee becomes eligible or the day before.

(if) Subsequent plan years. For each subsequent plan year, each eligible

employee must be permitted to make or modify his cash or deferred election during the

60-day period immediately preceding such plan year.
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(iii) Election to terminate. An eligible employee must be permitted to terminate

his cash or deferred election at any time. If an employee does terminate his cash or
deferred election, the plan is permitted to provide that such employee cannot have
elective contributions made under the plan for the remainder of the plan year.

(3) Employee notices. The employer must notify each eligible employee within a

reasonable time prior to each 60-day election period, or on the day the election period
starts, that he or she can make a cash or deferred election, or modify a prior election, if
applicable, during that period. The notice must state whether the eligible employer will
make the matching contributions described in paragraph (e)(3) of this section or the
nonelective contributions described in paragraph (e)(4) of this section.

(e) Contributions--(1) General rule. A SIMPLE 401(k) plan satisfies the

contribution requirements of this paragraph (e) for a plan year only if no contributions
may be made to the SIMPLE 401(k) plan during such year, other than contributions
described in this paragraph (e) and rollover contributions described in §1.402(c)-2,
Q&A-1(a).

(2) Elective contributions. Subject to the limitations on annual additions under

section 415, each eligible employee must be permitted to make an election to have up
to $10,000 of elective contributions made on the employee's behalf under the SIMPLE
401(k) plan for a plan year. The $10,000 limit is increased beginning in 2006 in the
same manner as the $160,000 amount is adjusted under section 415(d), except that
pursuant to section 408(p)(2)(E)(ii) the base period shall be the calendar quarter
beginning July 1, 2004 and any increase which is not a multiple of $500 is rounded to

the next lower multiple of $500.
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(3) Matching contributions. Each plan year, the eligible employer must contribute

a matching contribution to the account of each eligible employee on whose behalf
elective contributions were made for the plan year. The amount of the matching
contribution must equal the lesser of the eligible employee's elective contributions for
the plan year or 3% of the eligible employee's SIMPLE compensation for the entire plan
year.

(4) Nonelective contributions. For any plan year, in lieu of contributing matching

contributions described in paragraph (e)(3) of this section, an eligible employer may, in
accordance with plan terms, contribute a nonelective contribution to the account of each
eligible employee in an amount equal to 2% of the eligible employee's SIMPLE
compensation for the entire plan year. The eligible employer may limit the nonelective
contributions to those eligible employees who received at least $5,000 of SIMPLE
compensation from the employer for the entire plan year.

(5) SIMPLE compensation. Except as otherwise provided, the term SIMPLE

compensation for purposes of this section means the sum of wages, tips, and other
compensation from the eligible employer subject to federal income tax withholding (as
described in section 6051(a)(3)) and the employee’s elective contributions made under
any other plan, and if applicable, elective deferrals under a section 408(p) SIMPLE IRA
plan, a section 408(k)(6) SARSEP, or a plan or contract that satisfies the requirements
of section 403(b), and compensation deferred under a section 457 plan, required to be
reported by the employer on Form W-2 (as described in section 6051(a)(8)). For self-
employed individuals, SIMPLE compensation means net earnings from self-employment

determined under section 1402(a) prior to subtracting any contributions made under the
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SIMPLE 401(k) plan on behalf of the individual.

(f) Vesting. All benefits attributable to contributions described in paragraph (e) of
this section must be nonforfeitable at all times.

(g9) Plan year. The plan year of a SIMPLE 401(k) plan must be the whole
calendar year. Thus, in general, a SIMPLE 401(k) plan can be established only on
January 1 and can be terminated only on December 31. However, in the case of an
employer that did not previously maintain a SIMPLE 401(k) plan, the establishment date
can be as late as October 1 (or later in the case of an employer that comes into
existence after October 1 and establishes the SIMPLE 401(k) plan as soon as
administratively feasible after the employer comes into existence).

(h) Other rules. A SIMPLE 401(k) plan is not treated as a top-heavy plan under
section 416. See section 416(g)(4)(G).

§1.401(k)-5_ Special rules for mergers, acquisitions and similar events. [Reserved)].

§1.401(k)-6 Definitions.

Unless otherwise provided, the definitions of this section govern for purposes of
section 401(k) and the regulations thereunder.

Actual contribution percentage (ACP) test. Actual contribution percentage test or

ACP test means the test described in §1.401(m)-2(a)(1).

Actual deferral percentage (ADP). Actual deferral percentage or ADP means the

ADP of the group of eligible employees as defined in §1.401(k)-2(a)(2).

Actual deferral percentage (ADP) test. Actual deferral percentage test or ADP

test means the test described in §1.401(k)-2(a)(1).

Actual deferral ratio (ADR). Actual deferral ratio or ADR means the ADR of an
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eligible employee as defined in §1.401(k)-2(a)(3).

Cash or deferred arrangement. Cash or deferred arrangement is defined in

§1.401(k)-1(a)(2).
Cash or deferred election. Cash or deferred election is defined in §1.401(k)-

1(a)(3).

Compensation. Compensation means compensation as defined in section

414(s) and §1.414(s)-1. The period used to determine an employee’s 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. A plan 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. In the case of an HCE whose ADR is determined under §1.401(k)-2(a)(3)(ii),
period of participation includes periods under another plan for which elective
contributions are aggregated under §1.401(k)-2(a)(3)(ii). See also section 401(a)(17)
and §1.401(a)(17)-1(c)(1).

Current year testing method. Current year testing method means the testing

method described in §1.401(k)-2(a)(2)(ii) or §1.401(m)-2(a)(2)(ii) under which the
applicable year is the current plan year.

Elective contributions. Elective contributions means employer contributions

made to a plan pursuant to a cash or deferred election under a cash or deferred

arrangement (whether or not the arrangement is a qualified cash or deferred
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arrangement under §1.401(k)-1(a)(4)).

Eligible employee--(1) General rule. Eligible employee means an employee who

is directly or indirectly eligible to make a cash or deferred election under the plan for all
or a portion of the plan year. For example, if an employee must perform purely
ministerial or mechanical acts (e.g., formal application for participation or consent to
payroll withholding) in order to be eligible to make a cash or deferred election for a plan
year, the employee is an eligible employee for the plan year without regard to whether

the employee performs the acts.

(2) Conditions on eligibility. An employee who is unable to make a cash or
deferred election because the employee has not contributed to another plan is also an
eligible employee. By contrast, if an employee must perform additional service (e.g.,
satisfy a minimum period of service requirement) in order to be eligible to make a cash
or deferred election for a plan year, the employee is not an eligible employee for the
plan year unless the service is actually performed. See §1.401(k)-1(e)(5), however, for
certain limits on the use of minimum service requirements. An employee who would be
eligible to make elective contributions but for a suspension due to a distribution, a loan,
or an election not to participate in the plan, is treated as an eligible employee for
purposes of section 401(k)(3) for a plan year even though the employee may not make
a cash or deferred election by reason of the suspension. Finally, an employee does not
fail to be treated as an eligible employee merely because the employee may receive no
additional annual additions because of section 415(c)(1).

(3) Certain one-time elections. An employee is not an eligible employee merely

because the employee, upon commencing employment with the employer or upon the
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employee’s first becoming eligible to make a cash or deferred election under any
arrangement of the employer, is given the one-time opportunity to elect, and the
employee does in fact elect, not to be eligible to make a cash or deferred election under
the plan or any other plan maintained by the employer (including plans not yet
established) for the duration of the employee’s employment with the employer. This
rule applies in addition to the rules in §1.401(k)-1(a)(3)(v) relating to the definition of a
cash or deferred election. 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 eljgible under another plan (whether or not
terminated) of the employer.

Eligible HCE. Eligible HCE means an eligible employee who is an HCE.

Eligible NHCE. Eligible NHCE means an eligible employee who is not an HCE.

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

Emplovee stock ownership plan (ESOP). Employee stock ownership plan or

ESOP means the portion of a plan that is an ESOP within the meaning of
§1.410(b)-7(c)(2).

Employer. Employer means an employer within the meaning of §1.410(b)-9.

Excess contributions. Excess contributions means, with respect to a plan year,

the amount of total excess contributions apportioned to an HCE under §1.401(k)-
2(b)(2)(iii).

Excess deferrals. Excess deferrals means excess deferrals as defined in

§1.402(g)-1(e)(3)-

Highly compensated employee (HCE). Highly compensated employee or HCE
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has the meaning provided in section 414(q).

Matching contributions. Matching contributions means matching contributions as

defined in §1.401(m)-1(a)(2).

Nonelective contributions. Nonelective contributions means employer

contributions (other than matching contributions) with respect to which the employee
may not elect to have the contributions paid to the employee in cash or other benefits
instead of being contributed to the plan.

Non-employee stock ownership plan (non-ESOP). Non-employee stock

ownership plan or non-ESOP means the portion of a plan that is not an ESOP within the

meaning of §1.410(b)-7(c)(2).

Non-highly compensated employee (NHCE). Non-highly compensated employee

or NHCE means an employee who is not an HCE.
Plan. Plan is defined in §1.401(k)-1(b)(4).

Pre-ERISA money purchase pension plan. (1) Pre-ERISA money purchase

pension plan is a pension plan--

(i) That is a defined contribution plan (as defined in section 414(i));

(i) That was in existence on June 27, 1974, and as in effect on that date,
included a salary reduction agreement; and

(i) Under which neither the employee contributions nor the employer
contributions, including elective contributions, may exceed the levels (as a percentage
of compensation) provided for by the contribution formula in effect on June 27, 1974.

(2) A plan was in existence on June 27, 1974, if it was a written plan adopted on

or before that date, even if no funds had yet been paid to the trust associated with the
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plan.

Prior year testing method. Prior year testing method means the testing method

under which the applicable year is the prior plan year, as described in
§1.401(k)-2(a)(2)(ii) or §1.401(m)-2(a)(2)(ii).

Qualified matching contributions (QMACs). Qualified matching contributions or

QMACs means matching contributions that, except as provided otherwise in §1.401(k)-
1(c) and (d), satisfy the requirements of §1.401(k)-1(c) and (d) as though the
contributions were elective contributions, without regard to whether the contributions are
actually taken into account under the ADP test under §1.401(k)-2(a)(6) or the ACP test
under §1.401(m)-2(a)(6). Thus, the matching contributions must satisfy the vesting
requirements of §1.401(k)-1(c) and be subject to the distribution requirements of
§1.401(k)-1(d) when they are contributed to the plan. See also §1.401(k)-2(b)(4)(iii) for
a rule providing that a matching contribution does not fail to qualify as a QMAC solely
because it is forfeitable under section 411(a)(3)(G) because it is a matching contribution
with respect to an excess deferral, excess contribution, or excess aggregate

contribution.

Qualified nonelective contributions (QNECs). Qualified nonelective contributions

or QNECs means employer contributions, other than elective contributions or matching
contributions, that, except as provided otherwise in §1.401(k)-1(c) and (d), satisfy the
requirements of §1.401(k)-1(c) and (d) as though the contributions were elective
contributions, without regard to whether the contributions are actually taken into account
under the ADP test under §1.401(k)-2(a)(6) or the ACP test under §1.401(m)-2(a)(6).

Thus, the nonelective contributions must satisfy the vesting requirements of §1.401(k)-
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1(c) and be subject to the distribution requirements of §1.401(k)-1(d) when they are
contributed to the plan.

Rural cooperative plans. Rural cooperative plan means a plan described in

section 401(k)(7).
Par. 3. Sections 1.401(m)-0 through 1.401(m)-2 are revised and sections
1.401(m)-3 through 1.401(m)-5 are added to read as follows:

§1.401(m)-0 Table of contents.

This section contains first a list of section headings and then a list of the
paragraphs in each section in §§1.401(m)-1 through 1.401(m)-5.
LIST OF SECTIONS
§1.401(m)-1 Employee contributions and matching contributions.
§1.401(m)-2 ACP test.
§1.401(m)-3 Safe harbor requirements.
§1.401(m)-4 Special rules for mergers, acquisitions and similar events. [Reserved].
§1.401(m)-5 Definitions.
LIST OF PARAGRAPHS

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

a) General nondiscrimination rules.

1) Nondiscriminatory amount of contributions.

i) Exclusive means of amounts testing.

i) Testing benefits, rights and features.

2) Matching contributions.

i) Ingeneral.

(i) Employer contributions made on account of an employee contribution or elective
deferral.

(iii) Employer contributions not on account of an employee contribution or elective
deferral.

(3) Employee contributions.

(i) In general.

(i) Certain contributions not treated as employee contributions.

(iii) Qualified cost-of-living arrangements.

(b) Nondiscrimination requirements for amount of contributions.

(
(
(
(
(
(
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1) Matching contributions and employee contributions.
2) Automatic satisfaction by certain plans.
3) Anti-abuse provisions.
4) Aggregation and restructuring.
(i) Ingeneral.

(i) Aggregation of employee contributions and matching contributions within a plan.
(iii) Aggregation of plans.

(A) In general.

(B) Arrangements with inconsistent ACP testing methods.

(iv) Disaggregation of plans and separate testing.

A) In general.

B) Restructuring prohibited.

v) Certain disaggregation rules not applicable.

) Additional requirements.

) Separate testing for employee contributions and matching contributions.

)

)

(
(
(
(

Plan provision requirement.
Effective date.

(
(
(
(c
(1
(2
(d

§1.401(m)-2 ACP test.

(a) Actual contribution percentage (ACP) test.
(1) In general.
(i) ACP test formula.
(i) HCEs as sole eligible employees.
(iii) Special rule for early participation.
(2) Determination of ACP.
(i) General rule.

(i) Determination of applicable year under current year and prior year testing method.
(3) Determination of ACR.

(i) General rule.

(i) ACR of HCEs eligible under more than one plan.

(A) General rule.

(B) Plans not permitted to be aggregated.

(iii) Example.

(4) Employee contributions and matching contributions taken into account under the
ACP test.

(i) Employee contributions.

(ii) Recharacterized elective contributions.

(iii) Matching contributions.

(5) Matching contributions not taken into account under the ACP test.

i) General rule.

ii) Disproportionate matching contributions.

A) Matching contributions in excess of 100%.

B) Representative matching rate.

C) Definition of matching rate.

(
(
(
(
(
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(iii) Qualified matching contributions used to satisfy the ADP test.

(iv) Matching contributions taken into account under safe harbor provisions.

(v) Treatment of forfeited matching contributions.

(6) Qualified nonelective contributions and elective contributions that may be taken into
account under the ACP test.

(i) Timing of allocation.

(i) Elective contributions taken into account under the ACP test.

(iii) Requirement that amount satisfy section 401(a)(4).

(iv) Aggregation must be permitted.

(v) Disproportionate contributions not taken into account.

(A) General rule.

(B) Definition of representative contribution rate.

(C) Definition of applicable contribution rate.

(vi) Contribution only used once.

(7) Examples.

(b) Correction of excess aggregate contributions.

(1) Permissible correction methods.

(i) In general.

(A) Additional contributions.

(B) Excess aggregate contributions distributed or forfeited.

(i) Combination of correction methods.

(iii) Exclusive means of correction.

(2) Correction through distribution.

(i) General rule.

(i) Calculation of total amount to be distributed.

(A) Calculate the dollar amount of excess aggregate contributions for each HCE.
(B) Determination of the total amount of excess aggregate contributions.

(C) Satisfaction of ACP.

(i) Apportionment of total amount of excess aggregate contributions among the HCEs.
(A) Calculate the dollar amount of excess aggregate contributions for each HCE.
(B) Limit on amount apportioned to any HCE.

(C) Apportionment to additional HCEs.

(iv) Income allocable to excess aggregate contributions.

(A) General rule.

(B) Method of allocating income.

(C) Alternative method of allocating income for the plan year.

(D) Safe harbor method of allocating gap period income.

(E) Alternative method of allocating plan year and gap period income.

(F) Allocable income for recharacterized elective contributions.
(v) Distribution and forfeiture.

(vi) Tax treatment of corrective distributions.

(A) General rule.

(B) Rule for de minimis distributions.

(3) Other rules.

(i) No employee or spousal consent required.
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(i) Treatment of corrective distributions and forfeited contributions as employer
contributions.
(i) No reduction of required minimum distribution.
(iv) Partial correction.
(v) Matching contributions on excess contributions, excess deferrals and excess
aggregate contributions.
(A) Corrective distributions not permitted.
(B) Coordination with section 401(a)(4).
(vi) No requirement for recalculation.

4) Failure to timely correct.
i) Failure to correct within 22 months after end of plan year.
iy Failure to correct within 12 months after end of plan year.
5) Examples.
c) Additional rules for prior year testing method.
1) Rules for change in testing method.
2) Calculation of ACP under the prior year testing method for the first plan year.
i) Plans that are not successor plans.
ii) First plan year defined.

ii) Plans that are successor plans.

) Plans using different testing methods for the ACP and ADP test.
(4) Rules for plan coverage change.
(i) Ingeneral.
(i) Optional rule for minor plan coverage changes.
(iii) Definitions.
(A) Plan coverage change.

)
)

(
(
(i
(
(
(
(
(
(i
(i
(3

(B) Prior year subgroup.
(C) Weighted average of the ACPs for the prior year subgroups.
(iv) Examples.

§1.401(m)-3 Safe harbor requirements.

(a) ACP test safe harbor.

(b) Safe harbor nonelective contribution requirement.

(c) Safe harbor matching contribution requirement.

(d) Limitation on contributions.

(1) General rule.

(2) Matching rate must not increase.

Limit on matching contributions.

Limitation on rate of match.

HCEs participating in multiple plans.

Permissible restrictions on elective deferrals by NHCEs.
i) General rule.

ii) Restrictions on election periods.

iii) Restrictions on amount of contributions.

iv) Restrictions on types of compensation that may be deferred.

vvvvvv

2
3
4
5
6

(
(
(
(
(
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(
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(v) Restrictions due to limitations under the Internal Revenue Code.
(e) Notice requirement.

(f) Plan year requirement.

(1) General rule.

(2) Initial plan year.

(3) Change of plan year.

(4) Final plan year.

(g) Plan amendments adopting nonelective safe harbor contributions.

(h) Permissible reduction or suspension of safe harbor matching contributions.
(1) General rule.
(2) Notice of suspension requirement.
(i) Reserved.
(j) Other rules.
(

(

(

(

1
2
3
4
g
h
1
2
i)
)
) Contributions taken into account.

) Use of safe harbor nonelective contributions to satisfy other nondiscrimination tests.
) Early participation rules.

) Satisfying safe harbor contribution requirement under another defined contribution
plan.

(5) Contributions used only once.

(6) Plan must satisfy ACP with respect to employee contributions.

1
2
3
4

§1.401(m)-4 Special rules for mergers, acquisitions and similar events. [Reserved].

§1.401(m)-5 Definitions.

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

(a) General nondiscrimination rules--(1) Nondiscriminatory amount of

contributions--(i) Exclusive means of amounts testing. A defined contribution plan does

not satisfy section 401(a) for a plan year unless the amount of employee contributions
and matching contributions to the plan for the plan year satisfies section 401(a)(4). The
amount of employee contributions and matching contributions under a plan satisfies the
requirements of section 401(a)(4) with respect to amounts if and only if the amount of
employee contributions and matching contributions satisfies the nondiscrimination test
of section 401(m) under paragraph (b) of this section and the plan satisfies the

additional requirements of paragraph (c) of this section. See §1.401(a)(4)-1(b)(2)(ii)(B).
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(ii) Testing benefits, rights and features. A plan that provides for employee

contributions or matching contributions must satisfy the requirements of section
401(a)(4) relating to benefits, rights and features in addition to the requirement
regarding amounts described in paragraph (a)(1)(i) of this section. For example, the
right to make each level of employee contributions and the right to each level of
matching contributions under the plan are benefits, rights or features subject to the
requirements of section 401(a)(4). See §1.401(a)(4)-4(e)(3)(i) and (iii)(F) through (G).

(2) Matching contributions--(i) In general. For purposes of section 401(m), this

section and §§1.401(m)-2 through 1.401(m)-5, matching contributions are--

(A) Any employer contribution (including a contribution made at the employer's
discretion) to a defined contribution plan on account of an employee contribution to a
plan maintained by the employer;

(B) Any employer contribution (including a contribution made at the employer’s
discretion) to a defined contribution plan on account of an elective deferral; and

(C) Any forfeiture allocated on the basis of employee contributions, matching
contributions, or elective deferrals.

(i) Employer contributions made on account of an employee contribution or

elective deferral. Whether an employer contribution is made on account of an employee

contribution or an elective deferral is determined on the basis of all the relevant facts
and circumstances, including the relationship between the employer contribution and
employee actions outside the plan. An employer contribution made to a defined
contribution plan on account of contributions made by an employee under an employer-

sponsored savings arrangement that are not held in a plan that is intended to be a
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qualified plan or a plan described in §1.402(g)-1(b) is not a matching contribution.

(iii) Employer contributions not on account of an employee contribution or

elective deferral. An employer contribution is not a matching contribution made on
account of an elective deferral if it is contributed before the cash or deferred election is
made or before the employee’s performance of services with respect to which the
elective deferral is made (or when the cash that is subject to the cash or deferred
election would be currently available, if earlier). In addition, an employer contribution is
not a matching contribution made on account of an employee contribution if it is
contributed before the employee contribution.

(3) Employee contributions--(i) In general. For purposes of section 401(m), this

section and §§1.401(m)-2 through 1.401(m)-5, employee contributions are contributions
to a plan that are designated or treated at the time of contribution as after-tax employee
contributions (e.g., by treating the contributions as taxable income subject to applicable
withholding requirements) and are allocated to an individual account for each eligible
employee to which attributable earnings and losses are allocated. See §1.401(k)-

1(a)(2)(ii). The term employee contributions includes--

(A) Employee contributions to the defined contribution portion of a plan described
in section 414(k);

(B) Employee contributions applied to the purchase of whole life insurance
protection or survivor benefit protection under a defined contribution plan;

(C) Amounts attributable to excess contributions within the meaning of section
401(k)(8)(B) that are recharacterized as employee contributions under §1.401(k)-

2(b)(3); and
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(D) Employee contributions to a plan or contract that satisfies the requirements of
section 403(b).

(ii) Certain contributions not treated as employee contributions. The term

employee contributions does not include repayment of loans, repayment of distributions
described in section 411(a)(7)(C), or employee contributions that are transferred to the
plan from another plan.

(iii) Qualified cost-of-living arrangements. Employee contributions to a qualified

cost-of-living arrangement described in section 415(k)(2)(B) are treated as employee
contributions to a defined contribution plan, without regard to the requirement that the
employee contributions be allocated to an individual account to which attributable
earnings and losses are allocated.

(b) Nondiscrimination requirements for amount of contributions--(1) Matching

contributions and employee contributions. The matching contributions and employee

contributions under a plan satisfy this paragraph (b) for a plan year only if the plan
satisfies--

()The ACP test of section 401(m)(2) described in §1.401(m)-2;

(ii) The ACP safe harbor provisions of section 401(m)(11) described in
§1.401(m)-3; or

(iii) The SIMPLE 401(k) provisions of sections 401(k)(11) and 401(m)(10)
described in §1.401(k)-4.

(2) Automatic satisfaction by certain plans. Notwithstanding paragraph (b)(1) of

this section, the requirements of this section are treated as satisfied with respect to

employee contributions and matching contributions under a collectively bargained plan



-166-
(or the portion of a plan) that automatically satisfies section 410(b). See
§§1.401(a)(4)-1(c)(5) and 1.410(b)-2(b)(7). Additionally, the requirements of sections
401(a)(4) and 410(b) do not apply to a governmental plan (within the meaning of section
414(d)) maintained by a State or local government or political subdivision thereof (or
agency or instrumentality thereof). See sections 401(a)(5)(G), 403(b)(12)(C) and
410(c)(1)(A).

(3) Anti-abuse provisions. Sections 1.401(m)-1 through 1.401(m)-5 are designed

to provide simple, practical rules that accommodate legitimate plan changes. At the
same time, the rules are intended to be applied by employers in a manner that does not
make use of changes in plan testing procedures or other plan provisions to inflate
inappropriately the ACP for NHCEs (which is used as a benchmark for testing the ACP
for HCEs) or to otherwise manipulate the nondiscrimination testing requirements of this
paragraph (b). Further, this paragraph (b) is part of the overall requirement that benefits
or contributions not discriminate in favor of HCEs. Therefore, a plan will not be treated
as satisfying the requirements of this paragraph (b) if there are repeated changes to
plan testing procedures or plan provisions that have the effect of distorting the ACP so
as to increase significantly the permitted ACP for HCEs, or otherwise manipulate the
nondiscrimination rules of this paragraph, if a principal purpose of the changes was to
achieve such a result.

(4) Aggregation and restructuring--(i) In general. This paragraph (b)(4) contains

the exclusive rules for aggregating and disaggregating plans that provide for employee
contributions and matching contributions for purposes of this section and §§1.401(m)-2

through 1.401(m)-5.
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(if) Aggregation of employee contributions and matching contributions within a

plan. Except as otherwise specifically provided in this paragraph (b)(4) and §1.401(m)-
3(f)(1), a plan must be subject to a single test under paragraph (b)(1) of this section with
respect to all employee contributions and matching contributions and all eligible
employees under the plan. Thus, for example, if two groups of employees are eligible
for matching contributions under a plan, all employee contributions and matching
contributions under the plan must be subject to a single test, even if they have
significantly different features, such as different rates of match.

(iii) Aggregation of plans--(A) In general. 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), as
modified by paragraph (b)(4)(v) of this section. Thus, for example, two plans (within the
meaning of §1.410(b)-7(b)) that are treated as a single plan pursuant to the permissive
aggregation rules of §1.410(b)-7(d) are treated as a single plan for purposes of sections
401(k) and 401(m).

(B) Arrangements with inconsistent ACP testing methods. Pursuant to paragraph

(b)(4)(ii) of this section, a single testing method must apply with respect to all employee
contributions and matching contributions and all eligible employees under a plan. Thus,
in applying the permissive aggregation rules of §1.410(b)-7(d), an employer may not
aggregate plans (within the meaning of §1.410(b)-7(b)) that apply inconsistent testing
methods. For example, a plan (within the meaning of §1.410(b)-7) that applies the
current year testing method may not be aggregated with another plan that applies the

prior year testing method. Similarly, an employer may not aggregate a plan (within the
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meaning of §1.410(b)-7) that is using the ACP safe harbor provisions of section
401(m)(11) and another plan that is using the ACP test of section 401(m)(2).

(iv) Disaggregation of plans and separate testing--(A) In general. If employee

contributions or matching contributions are included in a plan (within the meaning of
§1.410(b)-7(b)) that is mandatorily disaggregated under the rules of section 410(b) (as
modified by this paragraph (b)(4)), the matching contributions and employee
contributions under that plan must be disaggregated in a consistent manner. For
example, in the case of an employer that is treated as operating qualified separate lines
of business under section 414(r), if the eligible employees under a plan which provides
for employee contributions or matching contributions are in more than one qualified
separate line of business, only those employees within each qualified separate line of
business may be taken into account in determining whether each disaggregated portion
of the plan complies with the requirements of section 401(m), unless the employer is
applying the special rule for employer-wide plans in §1.414(r)-1(c)(2)(ii) with respect to
the plan. Similarly, if a plan that provides for employee contributions or matching
contributions under which employees are permitted to participate before they have
completed the minimum age and service requirements of section 410(a)(1) applies
section 410(b)(4)(B) for determining whether the plan complies with section 410(b)(1),
then the plan must be treated as two separate plans, one comprising all eligible
employees who have met the minimum age and service requirements of section
410(a)(1) and one comprising all eligible employees who have not met the minimum

age and service requirements of section 410(a)(1), unless the plan is using the rule in

§1.401(m)-2(a)(1)(iii)(A).
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(B) Restructuring prohibited. Restructuring under §1.401(a)(4)-9(c) may not be
used to demonstrate compliance with the requirements of section 401(m). See
§1.401(a)(4)-9(c)(3)(ii).

(v) Certain disaggregation rules not applicable. The mandatory disaggregation

rules relating to section 401(k) plans and section 401(m) plans set forth in §1.410(b)-
7(c)(1) and to ESOP and non-ESOP portions of a plan set forth in §1.410(b)-7(c)(2)
shall not apply for purposes of this section and §§1.401(m)-2 through 1.401(m)-5.
Accordingly, notwithstanding §1.410(b)-7(d)(2), an ESOP and a non-ESOP which are
different plans (within the meaning of §1.410(b)-7(b)) are permitted to be aggregated for
these purposes.

(c) Additional requirements--(1) Separate testing for employee contributions and

matching contributions. Under §1.410(b)-7(c)(1), the group of employees who are

eligible to make employee contributions or eligible to receive matching contributions
must satisfy the requirements of section 410(b) as if those employees were covered
under a separate plan. The determination of whether the separate plan satisfies the
requirements of section 410(b) must be made without regard to the modifications to the
disaggregation rules set forth in paragraph (b)(4)(v) of this section. In addition, except
as expressly permitted under section 401(k), 410(b)(2)(A)(ii), or 416(c)(2)(A), employee
contributions, matching contributions and elective contributions taken into account
under §1.401(m)-2(a)(6) may not be taken into account for purposes of determining
whether any other contributions under any plan (including the plan to which the
employee contributions or matching contributions are made) satisfy the requirements of

section 401(a). See also §1.401(a)(4)-11(g)(3)(vii) for special rules relating to
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corrections of violations of the minimum coverage requirements or discriminatory rates
of matching contributions.

(2) Plan provision requirement. A plan that provides for employee contributions

or matching contributions satisfies this section only if it provides that the
nondiscrimination requirements of section 401(m) will be met. Thus, the plan must
provide for satisfaction of one of the specific alternatives described in paragraph (b)(1)
of this section and, if with respect to that alternative there are optional choices, which of
the optional choices will apply. For example, a plan that uses the ACP test of section
401(m)(2), as described in paragraph (b)(1)(i) of this section, must specify whether it is
using the current year testing method or prior year testing method. Additionally, a plan
that uses the prior year testing method must specify whether the ACP for eligible
NHCEs for the first plan year is 3% or the ACP for the eligible NHCEs for the first plan
year. Similarly, a plan that uses the safe harbor method of section 401(m)(11), as
described in paragraph (b)(1)(ii) of this section, must specify whether the safe harbor
contribution will be the nonelective safe harbor contribution or the matching safe harbor
contribution and is not permitted to provide that ACP testing will be used if the
requirements for the safe harbor are not satisfied. For purposes of this paragraph
(c)(2), a plan may incorporate by reference the provisions of section 401(m)(2) and
§1.401(m)-2 if that is the nondiscrimination test being applied.

(d) Effective date. This section and §§1.401(m)-2 through 1.401(m)-5 apply to

plan years that begin on or after the date that is 12 months after the issuance of these

regulations in final form.



-171-
§1.401(m)-2 ACP test.

(a) Actual contribution percentage (ACP) test--(1) In general--(i) ACP test

formula. A plan satisfies the ACP test for a plan year only if--

(A) The ACP for the eligible HCEs for the plan year is not more than the ACP for
the eligible NHCEs for the applicable year multiplied by 1.25; or

(B) The excess of the ACP for the eligible HCEs for the plan year over the ACP
for the eligible NHCESs for the applicable year is not more than 2 percentage points, and
the ACP for the eligible HCEs for the plan year is not more than the ACP for the eligible
NHCEs for the applicable year multiplied by 2.

(i) HCEs as sole eligible employees. If, for the applicable year there are no

eligible NHCEs (i.e., all of the eligible employees under the plan for the applicable year
are HCEs), the plan is deemed to satisfy the ACP test.

(iii) Special rule for early participation. If a plan providing for employee

contributions or matching contributions provides that employees are eligible to
participate before they have completed the minimum age and service requirements of
section 410(a)(1)(A), and if the plan applies section 410(b)(4)(B) in determining whether
the plan meets the requirements of section 410(b)(1), then in determining whether the
plan meets the requirements under paragraph (a)(1) of this section either--

(A) Pursuant to section 401(m)(5)(C), the ACP test is performed under the plan
(determined without regard to disaggregation under §1.410(b)-7(c)(3)), using the ACP
for all eligible HCEs for the plan year and the ACP of eligible NHCES for the applicable
year, disregarding all NHCEs who have not met the minimum age and service

requirements of section 410(a)(1)(A); or



-172-

(B) Pursuant to §1.401(m)-1(b)(4), the plan is disaggregated into separate plans
and the ACP test is performed separately for all eligible employees who have completed
the minimum age and service requirements of section 410(a)(1)(A) and for all eligible
employees who have not completed the minimum age and service requirements of
section 410(a)(1)(A).

(2) Determination of ACP--(i) General rule. The ACP for a group of eligible

employees (either eligible HCEs or eligible NHCES) for a plan year or applicable year is
the average of the ACRs of eligible employees in the group for that year. The ACP for a
group of eligible employees is calculated to the nearest hundredth of a percentage
point.

(i) Determination of applicable year under current year and prior year testing

method. The ACP test is applied using the prior year testing method or the current year
testing method. Under the prior year testing method, the applicable year for
determining the ACP for the eligible NHCEs is the plan year immediately preceding the
plan year for which the ACP test is being calculated. Under the prior year testing
method, the ACP for the eligible NHCEs is determined using the ACRs for the eligible
employees who were NHCEs in that preceding plan year, regardless of whether those
NHCEs are eligible employees or NHCESs in the plan year for which the ACP test is
being performed. Under the current year testing method, the applicable year for
determining the ACP for eligible NHCEs is the same plan year as the plan year for
which the ACP test is being calculated. Under either method, the ACP for the eligible
HCEs is the determined using the ACRs of eligible employees who are HCEs for the

plan year for which the ACP test is being performed. See paragraph (c) of this section
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for additional rules for the prior year testing method.

(3) Determination of ACR--(i) General rule. The ACR of an eligible employee for

the plan year or applicable year is the sum of the employee contributions and matching
contributions taken into account with respect to such employee (determined under the
rules of paragraphs (a)(4) and (a)(5) of this section), and the qualified nonelective and
elective contributions taken into account under paragraph (a)(6) of this section for the
year, divided by the employee’s compensation taken into account for the year. The
ACR is calculated to the nearest hundredth of a percentage point. If no employee
contributions, matching contributions, elective contributions, or qualified nonelective
contributions are taken into account under this section with respect to an eligible
employee for the year, the ACR of the employee is zero.

(i) ACR of HCEsS eligible under more than one plan--(A) General rule. Pursuant

to section 401(m)(2)(B), the ACR of an HCE who is an eligible employee in more than
one plan of an employer to which matching contributions or employee contributions are
made is calculated by treating all contributions with respect to such HCE under any
such plan as being made under the plan being tested. Thus, the ACR for such an HCE
is calculated by accumulating all matching contributions and employee contributions
under any plan (other than a plan described in paragraph (a)(3)(ii)(B) of this section)
that would be taken into account under this section for the plan year, if the plan under
which the contribution was made applied this section and had the same plan year. For
example, in the case of a plan with a 12-month plan year, the ACR for the plan year of
that plan for an HCE who participates in multiple plans of the same employer that

provide for matching contributions or employee contributions is the sum of all such
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contributions during such 12-month period that would be taken into account with respect
to the HCE under all plans in which the HCE is an eligible employee, divided by the
HCE's compensation for that 12-month period (determined using the compensation
definition for the plan being tested), without regard to the plan year of the other plans
and whether those plans are satisfying this section or §1.401(m)-3.

(B) Plans not permitted to be aggregated. Contributions under plans that are not

permitted to be aggregated under §1.401(m)-1(b)(4) (determined without regard to the
prohibition on aggregating plans with inconsistent testing methods set forth in
§1.401(m)-1(b)(4)(iii)(B) and the prohibition on aggregating plans with different plan
years set forth in §1.410(b)-7(d)(5)) are not aggregated under this paragraph (a)(3)(ii).
(iii) Example. The following example illustrates the application of paragraph
(a)(3)(ii) of this section. See also §1.401(k)-2(a)(3)(iii) for additional examples of the
application of the parallel rule under section 401(k)(3)(A). The example is as follows:

Example. Employee A, an HCE with compensation of $120,000, is eligible to
make employee contributions under Plan S and Plan T, two calendar-year profit-sharing
plans of Employer H. Plan S and Plan T use the same definition of compensation. Plan
S provides a match equal to 50% of each employee’s contributions and Plan T has no
match. During the current plan year, Employee A elects to contribute $4,000 in
employee contributions to Plan T and $4,000 in employee contributions to Plan S.
There are no other contributions made on behalf of Employee A. Each plan must
calculate Employee A’s ACR by dividing the total employee contributions by Employee
A and matching contributions under both plans by $120,000. Therefore, Employee A’s
ACR under each plan is 8.33% ($4,000+ $4,000+ $2,000/$120,000).

(4) Employee contributions and matching contributions taken into account under

the ACP test--(i) Employee contributions. An employee contribution is taken into

account in determining the ACR for an eligible employee for the plan year or applicable

year in which the contribution is made. For purposes of the preceding sentence, an
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amount withheld from an employee’s pay (or a payment by the employee to an agent of
the plan) is treated as contributed at the time of such withholding (or payment) if the
funds paid are transmitted to the trust within a reasonable period after the withholding
(or payment).

(if) Recharacterized elective contributions. Excess contributions recharacterized

in accordance with §1.401(k)-2(b)(3) are taken into account as employee contributions
for the plan year that includes the time at which the excess contribution is includible in
the gross income of the employee under §1.401(k)-2(b)(3)(ii)(A).

(iii) Matching contributions. A matching contribution is taken into account in

determining the ACR for an eligible employee for a plan year or applicable year only if
each of the following requirements is satisfied--

(A) The matching contribution is allocated to the employee’s account under the
terms of the plan as of a date within that year;

(B) The matching contribution is made on account of (or the matching
contribution is allocated on the basis of) the employee’s elective deferrals or employee
contributions for that year; and

(C) The matching contribution is actually paid to the trust no later than the end of
the 12-month period immediately following the year that contains that date.

(5) Matching contributions not taken into account under the ACP test--(i) General

rule. Matching contributions that do not satisfy the requirements of paragraph (a)(4)(iii)
of this section may not be taken into account in the ACP test for the plan year with
respect to which the contributions were made, or for any other plan year. Instead, the

amount of the matching contributions must satisfy the requirements of section 401(a)(4)
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(without regard to the ACP test) for the plan year for which they are allocated under the
plan as if they were nonelective contributions and were the only nonelective
contributions for that year. See §§1.401(a)(4)-1(b)(2)(ii}(B) and 1.410(b)-7(c)(1).

(i) Disproportionate matching contributions--(A) Matching contributions in excess

of 100%. A matching contribution with respect to any employee contribution or elective
deferral for an NHCE is not taken into account under the ACP test to the extent the
matching rate with respect to the employee contribution or elective deferral exceeds the
greater of 100% and 2 times the plan’s representative matching rate.

(B) Representative matching rate. For purposes of this paragraph (a)(5)(ii), the

plan’s representative matching rate is the lowest matching rate for any eligible NHCE
among a group of NHCEs that consists of half of all eligible NHCEs in the plan for the
plan year who make elective deferrals or employee contributions for the plan year (or, if
greater, the lowest matching rate for all eligible NHCEs in the plan who are employed by
the employer on the last day of the plan year and who make elective deferrals or
employee contributions for the plan year).

(C) Definition of matching rate. For purposes of this paragraph (a)(5)(ii), the

matching rate for an employee is the matching contributions made for such employee
divided by the elective deferrals or employee contributions that are being matched.

(i) Qualified matching contributions used to satisfy the ADP test. Qualified

matching contributions that are taken into account for the ADP test of section 401(k)(3)
under §1.401(k)-2(a)(6) are not taken into account in determining an eligible employee’s
ACR.

(iv) Matching contributions taken into account under safe harbor provisions. A
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plan that satisfies the ACP safe harbor requirements of section 401(m)(11) for a plan
year but nonetheless must satisfy the requirements of this section because it provides
for employee contributions for such plan year is permitted to apply this section
disregarding all matching contributions with respect to all eligible employees. In
addition, a plan that satisfies the ADP safe harbor requirements of §1.401(k)-3 for a
plan year using qualified matching contributions but does not satisfy the ACP safe
harbor requirements of section 401(m)(11) for such plan year is permitted to apply this
section by excluding matching contributions with respect to all eligible employees that
do not exceed 4% of each employee’s compensation. If a plan disregards matching
contributions pursuant to this paragraph (a)(5)(iv), the disregard must apply with respect
to all eligible employees.

(v) Treatment of forfeited matching contributions. A matching contribution that is

forfeited because the contribution to which it relates is treated as an excess
contribution, excess deferral, or excess aggregate contribution is not taken into account
for purposes of this section.

(6) Qualified nonelective contributions and elective contributions that may be

taken into account under the ACP test. Qualified nonelective contributions and elective

contributions may be taken into account in determining the ACR for an eligible
employee for a plan year or applicable year, but only to the extent the contributions
satisfy the following requirements--

(i) Timing of allocation. The qualified nonelective contribution is allocated to the

employee’s account as of a date within that year (within the meaning of §1.401(k)-

2(a)(4)(i)(A)) and the elective contribution satisfies §1.401(k)-2(a)(4)(i). Consequently,
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under the prior year testing method, in order to be taken into account in calculating the
ACP for the group of eligible NHCEs for the applicable year, a qualified nonelective
contribution must be contributed no later than the end of the 12-month period following
the applicable year even though the applicable year is different than the plan year being
tested.

(ii) Elective contributions taken into account under the ACP test. Elective

contributions may be taken into account for the ACP test only if the cash or deferred
arrangement under which the elective contributions are made is required to satisfy the
ADP test in §1.401(k)-2(a)(1) and, then only to the extent that the cash or deferred
arrangement would satisfy that test, including such elective contributions in the ADP for
the plan year or applicable year. Thus, for example, elective deferrals made pursuant to
a salary reduction agreement under an annuity described in section 403(b) are not
permitted to be taken into account in an ACP test. Similarly, elective contributions
under a cash or deferred arrangement that is using the section 401(k) safe harbor
described in §1.401(k)-3 can not be taken into account in an ACP test.

(i) Requirement that amount satisfy section 401(a)(4). The amount of

nonelective contributions, including those qualified nonelective contributions taken into
account under this paragraph (a)(6) and those qualified nonelective contributions taken
into account for the ADP test under paragraph §1.401(k)-2(a)(6), and the amount of
nonelective contributions, excluding those qualified nonelective contributions taken into
account under this paragraph (a)(6) for the ACP test and those qualified nonelective
contributions taken into account for the ADP test under paragraph §1.401(k)-2(a)(6),

satisfies the requirements of section 401(a)(4). See §1.401(a)(4)-1(b)(2). In the case of
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an employer that is applying the special rule for employer-wide plans in §1.414(r)-
1(c)(2)(ii) with respect to the plan, the determination of whether the qualified nonelective
contributions satisfy the requirements of this paragraph (a)(6)(iii) must be made on an
employer-wide basis regardless of whether the plans to which the qualified nonelective
contributions are made are satisfying the requirements of section 410(b) on an
employer-wide basis. Conversely, in the case of an employer that is treated as
operating qualified separate lines of business, and does not apply the special rule for
employer-wide plans in §1.414(r)-1(c)(2)(ii) with respect to the plan, then the
determination of whether the qualified nonelective contributions satisfy the requirements
of this paragraph (a)(6)(iii) is not permitted to be made on an employer-wide basis
regardiess of whether the plans to which the qualified nonelective contributions are

made are satisfying the requirements of section 410(b) on that basis.

(iv) Aggregation must be permitted. The plan that provides for employee or

matching contributions and the plan or plans to which the qualified nonelective
contributions or elective contributions are made are plans that would be permitted to be
aggregated under §1.401(m)-1(b)(4). If the plan year of the plan that provides for
employee or matching contributions is changed to satisfy the requirement under
§1.410(b)-7(d)(5) that aggregated plans have the same plan year, qualified nonelective
contributions and elective contributions may be taken into account in the resulting short
plan year only if such qualified nonelective and elective contributions could have been
taken into account under an ADP test for a plan with that same short plan year.

(v) Disproportionate contributions not taken into account--(A) General rule.

Qualified nonelective contributions cannot be taken into account for an applicable year
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for an NHCE to the extent such contributions exceed the product that NHCE’s
compensation and the greater of 5% and 2 times the plan's representative contribution
rate. Any qualified nonelective contribution taken into account in an ADP test under
§1.401(k)-2(a)(6) (including the determination of the representative contribution rate for
purposes of §1.401(k)-2(a)(6)(iv)(B)) is not permitted to be taken into account for
purposes of this paragraph (a)(6) (including the determination of the representative
contribution rate for purposes of paragraph (a)(6)(v)(B) of this section).

(B) Definition of representative contribution rate. For purposes of this paragraph

(a)(6)(v), the plan's representative contribution rate is the lowest applicable contribution
rate of any eligible NHCE among a group of eligible NHCEs that consists of half of all
eligible NHCEs for the plan year (or, if greater, the lowest applicable contribution rate of
any eligible NHCE in the group of all eligible NHCEs for the applicable year and who is
employed by the employer on the last day of the applicable year).

(C) Definition of applicable contribution rate. For purposes of this paragraph

(a)(6)(v), the applicable contribution rate for an eligible NHCE is the sum of the
matching contributions taken into account under this section for the employee for the
plan year and the qualified nonelective contributions made for that employee for the
plan year, divided by that employee's compensation for the same period.

(vi) Contribution only used once. Qualified nonelective contributions can not be

taken into account under this paragraph (a)(6) to the extent such contributions are taken
into account for purposes of satisfying any other ACP test, any ADP test, or the
requirements of §1.401(k)-3, 1.401(m)-3 or 1.401(k)-4. Thus, for example, qualified

nonelective contributions that are made pursuant to §1.401(k)-3(b) cannot be taken into
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account under the ACP test. Similarly, if a plan switches from the current year testing
method to the prior year testing method pursuant to §1.401(m)-2(c)(1), qualified
nonelective contributions that are taken into account under the current year testing
method for a plan year may not be taken into account under the prior year testing
method for the next plan year.

(7) Examples. The following examples illustrate the application of this paragraph
(). See §1.401(k)-2(a)(6) for additional examples of the parallel rules under section
401(k)(3)(A). The examples are as follows:

Example 1. (i) Employer L maintains Plan U, a profit-sharing plan under which
$.50 matching contributions are made for each dollar of employee contributions. Plan U
uses the current year testing method. The chart below shows the average employee
contributions (as a percentage of compensation) and matching contributions (as a

percentage of compensation) for Plan U’s highly compensated employees and
nonhighly compensated employees for the 2006 plan year:

Employee Matching Actual Contribution
Contributions | Contributions Percentage

Highly compensated 4% 2% 6%

employees

Nonhighly compensated | 3% 1.5% 4.5%

employees

(i) The matching rate for all NHCEs is 50% and thus the matching contributions
are not disproportionate under paragraph (a)(5)(ii) of this section. Accordingly, they are
taken into account in determining the ACR of eligible employees, as shown in the
following table.

(iii) Because the ACP for the HCEs (6.0%,) exceeds 5.63% (4.5% x 1.25), Plan U
does not satisfy the ACP test under paragraph (a)(1)(i)(A) of this section. However,
because the ACP for the HCEs does not exceed the ACP for the NHCEs by more than
2 percentage points and the ACP for the HCEs does not exceed the ACP for the
NHCEs multiplied by 2 (4.5% x 2 = 9%), the plan satisfies the ACP test under paragraph
(@)(1)(i)(B) of this section.
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sharing plan of Employer M that includes a cash or deferred arrangement and permits
employee contributions. Under Plan V, a $.50 matching contribution is made for each
dollar of elective contributions and employee contributions. Plan V uses the current
year testing method and does not provide for elective contributions to be taken into

account in determining an eligible employee’s ACR. For the 2006 plan year, Employees

A and B are HCEs and the remaining employees are NHCEs. The compensation,
elective contributions, employee contributions, and matching contributions for the 2006
plan year are shown in the following table:

Employee Compensation Elective Employee Matching

Contributions Contributions Contributions
A $190,000 $15,000 $3,500 $9,250
B 100,000 $ 5,000 $10,000 $7,500
C 85,000 $12,000 $ 0 $6,000
D 70,000 $ 9,500 $ 0 $4,750
E 40,000 $ 10,000 $ 0 $5,000
F 10,000 $ 0 $ 0 $ 0

(i) The matching rate for all NHCEs is 50% and thus the matching contributions
are not disproportionate under paragraph (a)(5)(ii) of this section. Accordingly, they are
taken into account in determining the ACR of eligible employees, as shown in the

following table:

Employee Compensation Employee Matching ACR %
Contributions Contributions

A $190,000 $3,500 $9,250 6.71

B 100,000 $10,000 $7,500 17.50
C 85,000 $ 0 $6,000 7.06

D 70,000 $ 0 $4,750 6.79

E 40,000 $ 0 $ 5,000 12.50
F 10,000 $ 0 $ 0 0

(iii) The ACP for the HCEs is 12.11% ((6.71% + 17.50%)/2). The ACP for the
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NHCEs is 6.59% ((7.06% + 6.79% + 12.50% + 0.%)/4). Plan V fails to satisfy the ACP
test under paragraph (a)(1)(i)(A) of this section because the ACP of highly compensated
employees is more than 125% of the ACP of the nonhighly compensated employees
(6.59% x 1.25 = 8.24%). In addition, Plan V fails to satisfy the ACP test under
paragraph (a)(1)(i)(B) of this section because the ACP for the HCEs exceeds the ACP
of the other employees by more than 2 percentage points (6.59% + 2% = 8.59%).
Therefore, the plan fails to satisfy the requirements of section 401(m)(2) and paragraph
(a)(1) of this section unless the ACP failure is corrected under paragraph (b) of this
section.

Example 3. (i) The facts are the same as Example 2, except that the plan
provides that the nonhighly compensated employees’ elective contributions may be
used to meet the requirements of section 401(m) to the extent needed under that
section.

(ii) Pursuant to paragraph (a)(6)(ii) of this section, the $10,000 of elective
contributions for Employee E may be taken into account in determining the ACP rather
than the ADP to the extent that the plan satisfies the requirements of §1.401(k)-2(a)(1)
excluding from the ADP this $10,000. In this case, if the $10,000 were excluded from
the ADP for the NHCEs, the ADP for the highly compensated employees is 6.45%
(7.89% + 5.00%) /2 and the ADP for the nonhighly compensated employees would be
6.92% (14.12% + 13.57% + 0% +0%)/4) and the plan would satisfy the requirements of
§1.401(k)-2(a)(1) excluding from the ADP the elective contributions for NHCEs that are
taken into account under section 401(m).

(iii) After taking into account the $10,000 of elective contributions for Employee E
in the ACP test, the ACP for the nonhighly compensated employees is 12.84% (7.06% +
6.79% + 37.50 % + 0%) /4. Therefore the plan satisfies the ACP test because the ACP
for the HCEs (12.11%) is less than 1.25 times the ACP for the nonhighly compensated
employees.

Example 4. (i) The facts are the same as Example 2, except that Plan V
provides for a higher than 50% match rate on the elective contributions and employee
contributions for all NHCEs. The match rate is defined as the rate, rounded up to the
next whole percent, necessary to allow the plan to satisfy the ACP test, but not in
excess of 100%. In this case, an increase in the match rate from 50% to 74% will be
sufficient to allow the plan to satisfy the ACP test. Thus, for the 2006 plan year, the
compensation, elective contributions, employee contributions, matching contributions at
a 74% match rate of the eligible NHCEs (employees C through F) are shown in the
following table:

Employee Compensation Elective Employee Matching
Contributions Contributions Contributions
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C $ 85,000 $ 12,000 $ 0 $ 8,880
D 70,000 $ 9,500 $ 0 $ 7,030
E 40,000 $ 10,000 $ 0 $ 7,400
F 10,000 $0 $ 0 $ 0

(il) The matching rate for all NHCEs is 74% and thus the matching contributions
are not disproportionate under paragraph (a)(5)(ii) of this section. Therefore, the
matching contributions may be taken into account in determining the ACP for the

NHCEs.

(ii) The ACP for the NHCEs is 9.75% (10.45% + 10.04% + 18.50% + 0%)/4.
Because the ACP for the HCEs (12.11%) is less than 1.25 times the ACP for the
NHCEs, the plan satisfies the requirements of section 401(m).

Example 5. (i) The facts are the same as Example 4, except that: Employee E'’s
elective contributions are $2,000 (rather than $10,000) and pursuant to paragraph
(a)(6)(ii) of this section, the $2,000 of elective contributions for Employee E are taken
into account in determining the ACP rather than the ADP. In addition, Plan V provides
that the higher match rate is not limited to 100% and applies only for a specified group
of nonhighly compensated employees. The only member of that group is Employee E.

Under the plan provision, the higher match rate is a 400% match. Thus, for the 2006
plan year, the compensation, elective contributions, employee contributions, matching
contributions of the eligible NHCEs (employees C through F) are shown in the following

table:
Employee Compensation Elective Employee Matching
Contributions Contributions Contributions
C $ 85,000 $12,000 $ 0 $6,000
D 70,000 $ 9,500 $ 0 $4,750
E 40,000 $ 2,000 $ 0 $8,000
F 10,000 $ 0 $ 0 $ 0

(ii) If the entire matching contribution made on behalf of Employee E were taken

into account under the ACP test, Plan V would satisfy the test, because the ACP for the
NHCESs would be 9.71% (7.06% + 6.79% + 25.00% + 0%)/4. Because the ACP for the
HCEs (12.11%) is less than 1.25 times what the ACP for the NHCEs would be, the plan
would satisfy the requirements of section 401(m).

(i) Pursuant to paragraph (a)(5)(ii) of this section, however, matching
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contributions for an eligible NHCE that are based on a matching rate in excess of the
greater of 100% and twice the plan’s representative matching rate cannot be taken into
account in applying the ACP test. The plan’s representative matching rate is the lowest
matching rate for any eligible employee in a group of NHCESs that is at least half of all
eligible employees who are NHCEs in the plan for the plan year who make elective
contributions or employee contributions for the plan year. For Plan V, the group of
NHCEs who make such contributions consists of Employees C, D and E. The matching
rates for these three employees are 50%, 50% and 400% respectively. The lowest
matching rate for a group of NHCEs that is at least ¥z of all the NHCEs who make
elective contributions or employee contributions (or 2 NHCEs) is 50%. Because 400%
is more than twice the plan’s representative matching rate, only the matching
contributions made on behalf of Employee E that do not exceed 100% (or in this case
$2,000) satisfy the requirements of paragraph (a)(5)(ii) of this section and may be taken
into account under the ACP test. Accordingly, the ACP for the NHCEs is 5.96% (7.06%
+6.79% + 10% + 0%)/4 and the plan fails to satisfy the requirements of section
401(m)(2) and paragraph (a)(1) of this section unless the ACP failure is corrected under
paragraph (b) of this section.

Example 6. (i) The facts are the same as Example 2, except that Plan V
provides a QNEC equal to 13% of pay for Employee F that will be taken into account
under the ACP test to the extent the contributions satisfy the requirements of paragraph
(a)(6) of this section.

(i) Pursuant to paragraph (a)(6)(v) of this section, a QNEC cannot be taken into
account in determining an NHCE’s ACR to the extent it exceeds the greater of 5% and
the product of the employee’s compensation and the plan’s representative contribution
rate. The plan’s representative contribution rate is two times the lowest applicable
contribution rate for any eligible employee in a group of NHCEs that is at least half of all
eligible employees who are NHCEs in the plan for the plan year. For Plan V, the
applicable contribution rates for Employees C, D, E and F are 7.06%, 6.79%, 12.5%
and 13% respectively. The lowest applicable rate for a group of NHCEs that is at least
%2 of all the NHCEs is 12.50% (the lowest applicable rate for the group of NHCEs that
consists of Employees E and F).

(ii) Under paragraph (a)(6)(v)(B) of this section, the plan’s representative
contribution rate is 2 times 12.50% or 25.00%. Accordingly, the QNECs for Employee F
can be taken into account under the ACP test only to the extent they do not exceed
25.00% of compensation. In this case, all of the QNECs for Employee F may be taken
into account under the ACP test.

(iv) After taking into account the QNECs for Employee F, the ACP for the NHCEs
i5 9.84% (7.06% + 6.79% + 12.50% + 13%)/4. Because the ACP for the HCEs
(12.11%) is less than 1.25 times the ACP for the NHCEs, the plan satisfies the
requirements of section 401(m)(2) and paragraph (a)(1) of this section.
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(b) Correction of excess aggregate contributions--(1) Permissible correction

methods--(i) In general. A plan that provides for employee contributions or matching

contributions does not fail to satisfy the requirements of section 401(m)(2) and
paragraph (a)(1) of this section if the employer, in accordance with the terms of the
plan, uses either of the following correction methods--

(A) Additional contributions. The employer makes additional contributions that

are taken into account for the ACP test under this section that, in combination with the
other contributions taken into account under this section, allow the plan to satisfy the
requirements of paragraph (a)(1) of this section.

(B) Excess aggregate contributions distributed or forfeited. Excess aggregate

contributions are distributed or forfeited in accordance with paragraph (b)(2) of this
section.

(i) Combination of correction methods. A plan may provide for the use of either

of the correction methods described in paragraph (b)(1)(i) of this section, may limit
employee contributions or matching contributions in a manner that prevents excess
aggregate contributions from being made, or may use a combination of these methods,
to avoid or correct excess aggregate contributions. If a plan uses a combination of
correction methods, any contributions made under paragraph (b)(1)(i)(A) of this section
must be taken into account before application of the correction method in paragraph
(b)(1)(i)(B) of this section.

(iii) Exclusive means of correction. A failure to satisfy the requirements of

paragraph (a)(1) of this section may not be corrected using any method other than one

described in paragraph (b)(1)(i) or (i) of this section. Thus, excess aggregate
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contributions for a plan year may not be corrected by forfeiting vested matching
contributions, distributing nonvested matching contributions, recharacterizing matching
contributions, or not making matching contributions required under the terms of the
plan. Similarly, excess aggregate contributions for a plan year may not remain
unallocated or be allocated to a suspense account for allocation to one or more
employees in any future year. In addition, excess aggregate 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).

(2) Correction through distribution--(i) General rule. This paragraph (b)(2)

contains the rules for correction of excess aggregate contributions through a distribution
from the plan. Correction through a distribution generally involves a four step process.
First, the plan must determine, in accordance with paragraph (b)(2)(ii) of this section,
the total amount of excess aggregate contributions that must be distributed under the
plan. Second, the plan must apportion the total amount of excess aggregate
contributions among the HCEs in accordance with paragraph (b)(2)(iii) of this section.
Third, the plan must determine the income allocable to excess aggregate contributions
in accordance with paragraph (b)(2)(iv) of this section. Finally, the plan must distribute
the apportioned contributions, together with allocable income (or forfeit the apportioned
matching contributions, if forfeitable) in accordance with paragraph (b)(2)(v) of this
section. Paragraph (b)(2)(vi) of this section provides rules relating to the tax treatment
of these distributions.

(ii) Calculation of total amount to be distributed. The following procedures must

be used to determine the total amount of the excess aggregate contributions to be
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distributed--

(A) Calculate the dollar amount of excess aggregate contributions for each HCE.

The amount of excess aggregate contributions attributable to an HCE for a plan year is
the amount (if any) by which the HCE’s contributions taken into account under this
section must be reduced for the HCE’s ACR to equal the highest permitted ACR under
the plan. To calculate the highest permitted ACR under a plan, the ACR of the HCE
with the highest ACR is reduced by the amount required to cause that HCE’s ACR to
equal the ACR of the HCE with the next highest ACR. If a lesser reduction wouid
enable the plan to satisfy the requirements of paragraph (b)(2)(ii)(C) of this section, only
this lesser reduction applies.

(B) Determination of the total amount of excess aggregate contributions. The

process described in paragraph (b)(2)(ii)(A) of this section must be repeated until the
plan would satisfy the requirements of paragraph (b)(2)(ii)(C) of this section. The sum
of all reductions for all HCEs determined under paragraph (b)(2)(ii)(A) of this section is
the total amount of excess aggregate contributions for the plan year.

(C) Satisfaction of ACP. A plan satisfies this paragraph (b)(2)(ii)(C) if the plan

would satisfy the requirements of paragraph (a)(1)(i) of this section if the ACR for each
HCE were determined after the reductions described in paragraph (b)(2)(ii)(A) of this
section.

(iii) Apportionment of total amount of excess aggregate contributions among the

HCEs. The following procedures must be used in apportioning the total amount of

excess aggregate contributions determined under paragraph (b)(2)(ii) of this section

among the HCEs--
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(A) Calculate the dollar amount of excess aggregate contributions for each HCE.
The contributions with respect to the HCE with the highest dollar amount of
contributions taken account under this section are reduced by the amount required to
cause that HCE’s contributions to equal the dollar amount of contributions taken into
account under this section for the HCE with the next highest dollar amount of such
contributions. If a lesser apportionment to the HCE would enable the plan to apportion
the total amount of excess aggregate contributions, only the lesser apportionment would
apply.

(B) Limit on amount apportioned to any HCE. For purposes of this paragraph

(b)(2)(iii), the contributions for an HCE who is an eligible employee in more than one
plan of an employer to which matching contributions and employee contributions are
made is determined by adding together all contributions otherwise taken into account in
determining the ACR of the HCE under the rules of paragraph (a)(3)(ii) of this section.
However, the amount of contributions apportioned with respect to an HCE must not
exceed the amount of contributions taken into account under this section that were
actually made on behalf of the HCE to the plan for the plan year. Thus, in the case of
an HCE who is an eligible employee in more than one plan of the same employer to
which employee contributions or matching contributions are made and whose ACR is
calculated in accordance with paragraph (a)(3)(ii) of this section, the amount distributed
under this paragraph (b)(2)(iii) will not exceed such contributions actually contributed to
the plan for the plan year that are taken into account under this section for the plan
year.

(C) Apportionment to additional HCEs. The procedure in paragraph (b)(2)(iii)(A)
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of this section must be repeated until the total amount of excess aggregate contributions
have been apportioned.

(iv) Income allocable to excess aggregate contributions--(A) General rule. The

income allocable to excess aggregate contributions is equal to the sum of the allocable
gain or loss for the plan year and, to the extent the excess aggregate contributions are
or will be credited with allocable gain or loss for the period after the close of the plan
year (the gap period), the allocable gain or loss for the gap period.

(B) Method of allocating income. A plan may use any reasonable method for

computing the income allocable to excess aggregate 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).

(C) Alternative method of allocating income for the plan year. A plan may

allocate income to excess aggregate contributions for the plan year by multiplying the
income for the plan year allocable to employee contributions, matching contributions
and other amounts taken into account under this section (including the contributions for
the year), by a fraction, the numerator of which is the excess aggregate contributions for
the employee for the plan year, and the denominator of which is the account balance
attributable to employee contributions and matching contributions and other amounts
taken into account under this section as of the beginning of the plan year (including any
additional such contributions for the plan year).

(D) Safe harbor method of allocating gap period income. A plan may use the

safe harbor method in this paragraph (b)(2)(iv)(D) to determine income on excess
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aggregate contributions for the gap period. Under this safe harbor method, income on
excess aggregate contributions for the gap period is equal to 10% of the income
allocable to excess aggregate contributions for the plan year that would be determined
under paragraph (b)(2)(iv)(C) of this section, multiplied by the number of calendar
months that have elapsed since the end of the plan year. For purposes of calculating
the number of calendar months that have elapsed under the safe harbor method, a
corrective distribution that is made on or before the fifteenth day of a month is treated as
made on the last day of the preceding month and a distribution made after the fifteenth
day of a month is treated as made on the last day of the month.

(E) Alternative method of allocating plan year and gap period income. A plan

may determine the allocable gain or loss for the aggregate of the plan year and the gap
period by applying the alternative method provided by paragraph (b)(2)(iv)(C) of this
section to that aggregate period. This is accomplished by substituting the income for
the plan year and the gap period for the income for the plan year and by substituting the
contributions taken into account under this section for the plan year and the gap period
for the contributions taken into account for the plan year in determining the fraction that
is multiplied by that income.

(F) Allocable income for recharacterized elective contributions. If recharacterized

elective contributions are distributed as excess aggregate contributions, the income
allocable to the excess aggregate contributions is determined as if recharacterized
elective contributions had been distributed as excess contributions. Thus, income must

be allocated to the recharacterized amounts distributed using the methods in §1.401(k)-

2(b)(2)(iv).
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(v) Distribution and forfeiture. Within 12 months after the close of the plan year in
which the excess aggregate contribution arose, the plan must distribute to each HCE
the contributions apportioned to such HCE under paragraph (b)(2)(iii) of this section
(and the allocable income) to the extent they are vested or forfeit such amounts, if
forfeitable. Except as otherwise provided in this paragraph (b)(2)(v), a distribution of
excess aggregate contributions must be in addition to any other distributions made
during the year and must be designated as a corrective distribution by the employer. In
the event of a complete termination of the plan during the plan year in which an excess
aggregate contribution arose, the corrective distribution must be made as soon as
administratively feasible after the date of termination of the plan, but in no event later
than 12 months after the date of termination. If the entire account balance of an HCE is
distributed prior to when the plan makes a distribution of excess aggregate contributions
in accordance with this paragraph (b)(2), the distribution is deemed to have been a
corrective distribution of excess aggregate contributions (and income) to the extent that
a corrective distribution would otherwise have been required.

(vi) Tax treatment of corrective distributions--(A) General rule. Except as

otherwise provided in paragraph (b)(2)(vi)(B) of this section, a corrective distribution of
excess aggregate contributions (and income) that is made within 22 months after the
end of the plan year for which the excess aggregate contributions were made is
includible in the employee’s gross income for the taxable year of the employee ending
with or within the plan year for which the excess aggregate contributions were made. A
corrective distribution of excess aggregate contributions (and income) that is made

more than 2%z months after the plan year for which the excess aggregate contributions
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were made is includible in the employee’s gross income in the taxable year of the
employee in which distributed. The portion of the distribution that is treated as an
investment in the contract under section 72 is determined without regard to any plan
contributions other than those distributed as excess aggregate contributions.
Regardless of when the corrective distribution is made, it is not subject to the early
distribution tax of section 72(t). See paragraph (b)(4) of this section for additional rules
relating to the employer excise tax on amounts distributed more than 2% months after
the end of the plan year. See also §1.402(c)-2, A-4 prohibiting rollover of distributions
that are excess aggregate contributions.

(B)Rule for de minimis distributions. If the total amount of excess aggregate

contributions determined under this paragraph (b)(2), and excess contributions
determined under §1.401(k)-2(b)(2) distributed to a recipient under a plan for any plan
year is less than $100 (excluding income), a corrective distribution of excess aggregate
contributions (and income) is includible in gross income in the recipient’s taxable year in
which the corrective distribution is made.

(3) Other rules--(i) No employee or spousal consent required. A distribution of

excess aggregate contributions (and income) may be made under the terms of the plan
without regard to any notice or consent otherwise required under sections 411(a)(11)
and 417.

(i) Treatment of corrective distributions and forfeited contributions as employer

contributions. Excess aggregate contributions (other than amounts attributable to
employee contributions), including forfeited matching contributions, are treated as

employer contributions for purposes of sections 404 and 415 even if distributed from the
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plan. Forfeited matching contributions that are reallocated to the accounts of other
participants for the plan year in which the forfeiture occurs are treated under section 415
as annual additions for the participants to whose accounts they are reallocated and for
the participants from whose accounts they are forfeited.

(iii) No reduction of required minimum distribution. A distribution of excess

aggregate contributions (and income) is not treated as a distribution for purposes of
determining whether the plan satisfies the minimum distribution requirements of section
401(a)(9). See §1.401(a)(9)-5, A-9(b).

(iv) Partial correction. Any distribution of less than the entire amount of excess

aggregate contributions (and allocable income) is treated as a pro rata distribution of
excess aggregate contributions and allocable income.

(v) Matching contributions on excess contributions, excess deferrals and excess

aggregate contributions--(A) Corrective distributions not permitted. A matching

contribution may not be distributed merely because the contribution to which it relates is
treated as an excess contribution, excess deferral, or excess aggregate contribution.

(B) Coordination with section 401(a)(4). A matching contribution is taken into

account under section 401(a)(4) even if the match is distributed, unless the distributed
contribution is an excess aggregate contribution. This requires that, after correction of
excess aggregate contributions, each level of matching contributions be currently and
effectively available to a group of employees that satisfies section 410(b). See
§1.401(a)(4)-4(e)(3)(iii)(G). Thus, a plan that provides the same rate of matching
contributions to all employees will not meet the requirements of section 401(a)(4) if

employee contributions are distributed under this paragraph (b) to HCEs to the extent
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needed to meet the requirements of section 401(m)(2), while matching contributions
attributable to employee contributions remain allocated to the HCEs’ accounts. This is
because the level of matching contributions will be higher for a group of employees that
consists entirely of HCEs. Under section 411(a)(3)(G) and §1.411(a)-4(b)(7), a plan
may forfeit matching contributions attributable to excess contributions, excess
aggregate contributions and excess deferrals to avoid a violation of section 401(a)(4).
See also §1.401(a)(4)-11(g)(3)(vii)(B) regarding the use of additional allocations to the
accounts of NHCEs for the purpose of correcting a discriminatory rate of matching
contributions. A plan is permitted to provide for which contributions are to be distributed
to satisfy the ACP test so as to avoid discriminatory matching rates that would otherwise
violate section 401(a)(4). For example, the plan may provide that unmatched employee
contributions will be distributed before matched employee contributions.

(vi) No requirement for recalculation. If the distributions and forfeitures described

in paragraph (b)(2) of this section are made, the employee contributions and matching
contributions are treated as meeting the nondiscrimination test of section 401(m)(2)
regardless of whether the ACP for the HCEs, if recalculated after the distributions and

forfeitures, would satisfy section 401(m)(2).

(4) Eailure to timely correct--(i) Failure to correct within 22 months after end of

plan year. If a plan does not correct excess aggregate contributions within 2%2 months
after the close of the plan year for which the excess aggregate contributions are made,
the employer will be liable for a 10% excise tax on the amount of the excess aggregate
contributions. See section 4979 and §54.4979-1 of this chapter. Qualified nonelective

contributions properly taken into account under paragraph (a)(6) of this section for a
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plan year may enable a plan to avoid having excess aggregate contributions, even if the

contributions are made after the close of the 2% month period.

(ii) Failure to correct within 12 months after end of plan year. If excess aggregate

contributions are not corrected within 12 months after the close of the plan year for
which they were made, the plan will fail to meet the requirements of section 401(a)(4)
for the plan year for which the excess aggregate contributions were made and all
subsequent plan years in which the excess aggregate contributions remain in the trust.

(5) Examples. The following examples illustrate the application of this paragraph.
See also §1.401(k)-2(b) for additional examples of the parallel correction rules
applicable to cash or deferred arrangements. For purposes of these examples, none of
the plans provide for catch-up contributions under section 414(v). The examples are as
follows:

Example 1. (i) Employer L maintains a plan that provides for employee
contributions and fully vested matching contributions. The plan provides that failures of
the ACP test are corrected by distribution. In 2006, the ACP for the eligible NHCEs is

6%. Thus, the ACP for the eligible HCEs may not exceed 8%. The three HCEs who
participate have the following compensation, contributions, and ACRs:

Employee Compensation | Employee contributions and Actual Contribution
matching contributions Ratio
A 200,000 14,000 7%
150,000 13,500 9
C 100,000 12,000 12
Average 9.33%

(i) The total amount of excess aggregate contributions for the HCEs is
determined under paragraph (b)(2)(ii) of this section as follows: the matching and
employee contributions of Employee C (the HCE with the highest ACR) is reduced by
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3% of compensation (or $3,000) in order to reduce the ACR of that HCE to 9%, which is
the ACR of Employee B.

(iii) Because the ACP of the HCEs determined after the $3,000 reduction still
exceeds 8%, further reductions in matching contributions and employee contributions
are necessary in order to reduce the ACP of the HCEs to 8%. The employee
contributions and matching contributions for Employees B and C are reduced by an
additional .5% of compensation or $1,250 ($750 and $500 respectively). Because the
ACP of the HCEs determined after the reductions now equals 8%, the plan would
satisfy the requirements of (a)(1)(ii) of this section.

(iv) The total amount of excess aggregate contributions ($4,250) is apportioned
among the HCEs under paragraph (b)(2)(iii) of this section first to the HCE with the
highest amount of matching contributions and employee contributions. Therefore,
Employee A is apportioned $500 (the amount required to cause A’s matching
contributions and employee contributions to equal the next highest dollar amount of
matching contributions and employee contributions).

(v) Because the total amount of excess aggregate contributions has not been
apportioned, further apportionment is necessary. The balance ($3,750) of the total
amount of excess aggregate contributions is apportioned equally among Employees A
and B ($1,500 to each, the amount required to cause their contributions to equal the
next highest dollar amount of matching contributions and employee contributions).

(vi) Because the total amount of excess aggregate contributions has not been
apportioned, further apportionment is necessary. The balance ($750) of the total
amount of excess aggregate contributions is apportioned equally among Employees A,
B and C ($250 to each, the amount required to allocate the total amount of excess
aggregate contributions for the plan).

(vii) Therefore, the plan will satisfy the requirements of paragraph (a)(1) of this
section if, by the end of the 12 month period following the end of the 2006 plan year,
Employee A receives a corrective distribution of excess aggregate contributions equal
to $ 2,250 ($500 + $1,500 + $250) and allocable income, Employee B receives a
corrective distribution of $250 and allocable income and Employee C receives a
corrective distribution of $1,750 ($1,500 + $250) and allocable income.

Example 2. (i) Employee D is the sole HCE who is eligible to participate in a cash
or deferred arrangement maintained by Employer M. The plan that includes the
arrangement, Plan X, permits employee contributions and provides a fully vested
matching contribution equal to 50% of elective contributions. Plan X is a calendar year
plan. Plan X corrects excess contributions by recharacterization and provides that
failures of the ACP test are corrected by distribution. For the 2006 plan year, D’s
compensation is $200,000, and D’s elective contributions are $15,000. The actual
deferral percentages and actual contribution percentages for Employee D and the other
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eligible employees under Plan X are shown in the following table:

Actual Deferral Percentage | Actual Contribution
Percentage
Employee D 7.5% 3.75%
NHCEs 4% 2%

(i) In February 2007, Employer M determines that D’s actual deferral ratio must
be reduced to 6%, or $12,000, which requires a recharacterization of $3,000 as an
employee contribution. This increases D’s actual contribution ratio to 5.25% ($7,500 in
matching contributions plus $3,000 recharacterized as employee contributions, divided
by $200,000 in compensation). Since D’s actual contribution ratio must be limited to 4%
for Plan X to satisfy the actual contribution percentage test, Plan X must distribute
1.25% or $2,500 of D’s employee contributions and matching contributions together with
allocable income. If $2,500 in matching contributions and allocable income 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. (i) The facts are the same as in Example 2, except that Employee D
also had elective contributions under Plan Y, maintained by an employer unrelated to M.
In January 2007, D requests and receives a distribution of $1,200 in excess deferrals
from Plan X. Pursuant to the terms of Plan X, D forfeits the $600 match on the excess
deferrals to correct a discriminatory rate of match.

(i) The $3,000 that would otherwise have been recharacterized for Plan X to
satisfy the actual deferral percentage test is reduced by the $1,200 already distributed
as an excess deferral, leaving $1,800 to be recharacterized. See §1.401(k)-2(b)(4)(i)(A).

D’s actual contribution ratio is now 4.35% ($7,500 in matching contributions plus
$1,800 in recharacterized contributions less $600 forfeited matching contributions
attributable to the excess deferrals, divided by $200,000 in compensation).

(iii) The matching and employee contributions for Employee D must be reduced
by .35% of compensation in order to reduce the ACP of the HCEs to 4%. The plan must
provide for forfeiture of additional matching contributions to prevent a discriminatory rate
of matching contributions. See Example 8.

Example 4. (i) The facts are the same as in Example 3, except that D does not
request a distribution of excess deferrals until March 2007. Employer X has already
recharacterized $3,000 as employee contributions.

(ii) Under §1.402(g)-1(e)(6), the amount of excess deferrals is reduced by the
amount of excess contributions that are recharacterized. Because the amount




-199-

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. (i) For the 2006 plan year, Employee F defers $10,000 under Plan M
and $6,000 under Plan N. Plans M and N, which have calendar plan years are
maintained by unrelated employers. Plan M provides a fully vested, 100% matching
contribution, does not take elective contributions into account under section 401(m) or
take matching contributions into account under section 401(k) and provides that excess
contributions and excess aggregate contributions are corrected by distribution. Under
Plan M, Employee F is allocated excess contributions of $600 and excess aggregate
contributions of $1,600. Employee F timely requests and receives a distribution of the
$1,000 excess deferral from Plan M and, pursuant to the terms of Plan M, forfeits the
corresponding $1,000 matching contribution.

(if) No distribution is required or permitted to correct the excess contributions
because $1,000 has been distributed by Plan M 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 Employee F had corrected the excess deferrals of
$1,000 by withdrawing $1,000 from Plan N, Plan M would have had to correct the $600
excess contributions in Plan M by distributing $600. Since Employee F then would have
forfeited $600 (instead of $1,000) in matching contributions, Employee F would have
had $1,000 ($1,600 in excess aggregate contributions minus $600 in forfeited matching
contributions) remaining of excess aggregate contributions in Plan M. These would have
been corrected by distributing an additional $1,000 from Plan M.

Example 6. (i) Employee G is the sole highly compensated employee in a profit
sharing plan under which the employer matches 100% of employee contributions up to
2% of compensation, and 50% of employee contributions up to the next 4% of
compensation. For the 2008 plan year, Employee G has compensation of $100,000
and makes a 7% employee contribution of $7,000. Employee G receives a 4%
matching contribution or $4,000. Thus, Employee G's actual contribution ratio (ACR) is
11%. The actual contribution percentage for the nonhighly compensated employees is
5%, and the employer determines that Employee G's ACR must be reduced to 7% to
comply with the rules of section 401(m).

(i) In this case, the plan satisfies the requirements of section 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 Employee G with
4% employee contributions, and 3% matching contributions, for an ACR of 7%.
Alternatively, the plan could distribute all matching contributions and satisfy this section.
However, the plan could not distribute $4,000 of Employee G’s employee contributions
without forfeiting the related matching contributions because this would resuitin a
discriminatory rate of matching contributions. See also Example 7.
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Example 7. (i) Employee H is an HCE in Employer X's profit sharing plan, which
matches 100% of employee contributions up to 5% of compensation. The matching
contribution is vested at the rate of 20% per year. In 2006, Employee H makes $5,000
in employee contributions and receives $5,000 of matching contributions. Employee H
is 60% vested in the matching contributions at the end of the 2006 plan year. In
February 2007, Employer X determines that Employee H has excess aggregate
contributions of $1,000. The plan provides that only matching contributions will be
distributed as excess aggregate contributions.

(if) Employer X has two options available in distributing Employee H’s excess
contributions. The first option is to distribute $600 of vested matching contributions and
forfeit $400 of nonvested matching contributions. These amounts are in proportion to
Employee H's vested and nonvested interests in all matching contributions. The second
option is to distribute $1,000 of vested matching contributions, leaving the nonvested
matching contributions in the plan.

(iii) If the second option is chosen, the plan must also provide a separate vesting
schedule for vesting these nonvested matching contributions. This is necessary
because the nonvested matching contributions must vest as rapidly as they would have
had no distribution been made. Thus, 50% must vest in each of the next 2 years.

(iv) The plan will not satisfy the nondiscriminatory availability requirement of
section 401(a)(4) if only nonvested matching contributions are distributed because the
effect is that matching contributions for HCEs vest more rapidly than those for NHCEs.
See §1.401(m)-1(e)(4).

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

(i) Employer Y performs the actual deferral percentage (ADP) and the actual
contribution percentage (ACP). 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, Employee J’s contributions for the year are $7,000
of elective contributions and $7,500 of matching contributions. As a result, Employee J
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 Employee J'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
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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.

(c) Additional rules for prior year testing method--(1) Rules for change in testing

method. A plan is permitted to change from the prior year testing method to the current
year testing method for any plan year. A plan is permitted to change from the current
year testing method to the prior year testing method only in situations described in
§1.401(k)-2(c)(1)(ii). For purposes of this paragraph (c)(1), a plan that uses the safe
harbor method described in §1.401(m)-3 or a SIMPLE 401(k) plan is treated as using
the current year testing method for that plan year

(2) Calculation of ACP under the prior year testing method for the first plan year--

(i) Plans that are not successor plans. If, for the first plan year of any plan (other than a

successor plan), a plan uses the prior year testing method, the plan is permitted to use
either that first plan year as the applicable year for determining the ACP for the eligible
NHCEs, or 3% as the ACP for eligible NHCEs, for applying the ACP test for that first
plan year. A plan (other than a successor plan) that uses the prior year testing method
but has elected for its first plan year to use that year as the applicable year for
determining the ACP for the eligible NHCEs is not treated as changing its testing
method in the second plan year and is not subject to the limitations on double counting
under paragraph (a)(6)(vi) of this section for the second plan year.

(ii) First plan year defined. For purposes of this paragraph (c)(2), the first plan

year of any plan is the first year in which the plan provides for employee contributions or

matching contributions. Thus, the rules of this paragraph (c)(2) do not apply to a plan
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(within the meaning of §1.410(b)-7) for a plan year if for such plan year the plan is
aggregated under §1.401(m)-1(b)(4) with any other plan that provides for employee or
matching contributions in the prior year.

(iii) Plans that are successor plans. A plan is a successor plan if 50% or more of

the eligible employees for the first plan year were eligible employees under another plan
maintained by the employer in the prior year that provides for employee contributions or
matching contributions. If a plan that is a successor plan uses the prior year testing
method for its first plan year, the ACP for the group of NHCESs for the applicable year
must be determined under paragraph (c)(4) of this section.

(3) Plans using different testing methods for the ACP and ADP test. Except as

otherwise provided in this paragraph (c)(3), a plan may use the current year testing
method or prior year testing method for the ACP test for a plan year without regard to
whether the current year testing method or prior year testing method is used for the
ADP test for that year. For example, a plan may use the prior year testing method for
the ACP test and the current year testing method for its ADP test for the plan year.
However, plans that use different testing methods under this paragraph (c)(3) cannot
use --

(i) The recharacterization method of §1.401(k)-2(b)(3) to correct excess
contributions for a plan year;

(i) The rules of paragraph (a)(6)(ii) of this section to take elective contributions
into account under the ACP test (rather than the ADP test); or

(iii) The rules of paragraph §1.401(k)-2(a)(6) to take qualified matching

contributions into account under the ADP test (rather than the ACP test).
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(4) Rules for plan coverage change--(i) In general. A plan that uses the prior

year testing method that experiences a plan coverage change during a plan year
satisfies the requirements of this section for that year only if the plan provides that the
ACP for the NHCEsS for the plan year is the weighted average of the ACPs for the prior
year subgroups.

(i) Optional rule for minor plan coverage changes. If a plan coverage change

occurs and 90% or more of the total number of the NHCEs from all prior year subgroups
are from a single prior year subgroup, then, in lieu of using the weighted averages
described in paragraph (c)(4)(i) of this section, the plan may provide that the ACP for
the group of eligible NHCEs for the prior year under the plan is the ACP of the NHCEs
for the prior year of the plan under which that single prior year subgroup was eligible.

(iii) Definitions. The following definitions apply for purposes of this paragraph
(c)(4)-

(A) Plan coverage change. The term plan coverage change means a change in

the group or groups of eligible employees under a plan on account of--

(1) The establishment or amendment of a plan;

(2) A plan merger or spinoff under section 414(1);

(3) A change in the way plans (within the meaning of §1.410(b)-7) are combined
or separated for purposes of §1.401(m)-1(b)(4) (e.g., permissively aggregating plans not
previously aggregated under §1.410(b)-7(d), or ceasing to permissively aggregate plans
under §1.410(b)-7(d));

(4) A reclassification of a substantial group of employees that has the same

effect as amending the plan (e.g., a transfer of a substantial group of employees from



—-204-
one division to another division); or
(8) A combination of any of paragraphs (c)(4)(iii)(A)(1) through (4) of this section.

(B) Prior year subgroup. The term prior year subgroup means all NHCEs for the

prior plan year who, in the prior year, were eligible employees under a specific plan that
provides for employee contributions or matching contributions maintained by the
employer and who would have been eligible employees in the prior year under the plan
being tested if the plan coverage change had first been effective as of the first day of
the prior plan year instead of first being effective during the plan year. The
determination of whether an NHCE is a member of a prior year subgroup is made

without regard to whether the NHCE terminated employment during the prior year.

(C) Weighted average of the ACPs for the prior year subgroups. The term

weighted average of the ACPs for the prior year subgroups means the sum, for all prior

year subgroups, of the adjusted ACPs for the plan year. The term adjusted ACP with

respect to a prior year subgroup means the ACP for the prior plan year of the specific

plan under which the members of the prior year subgroup were eligible employees on
the first day of the prior plan year, multiplied by a fraction, the numerator of which is the
number of NHCEs in the prior year subgroup and denominator of which is the total
number of NHCEs in all prior year subgroups.

(iv) Example. The following example illustrate the application of this paragraph
(c)(4). See also §1.401(k)-2(c)(4) for examples of the parallel rules applicable to the
ADP test. The example is as follows:

Example. (i) Employer B maintains two plans, Plan N and Plan P, each of which

includes a provides for employee contributions or matching contributions. The plans
were not permissively aggregated under § 1.410(b)-7(d) for the 2005 testing year. Both
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plans use the prior year testing method. Plan N had 300 eligible employees who were
NHCEs for 2005, and their ACP for that year was 6%. Plan P had 100 eligible
employees who were NHCEs for 2005, and the ACP for those NHCEs for that plan was
4%. Plan N and Plan P are permissively aggregated under § 1.410(b)-7(d) for the 2006
plan year.

(i) The permissive aggregation of Plan N and Plan P for the 2006 testing year
under § 1.410(b)-7(d) is a plan coverage change that results in treating the plans as one
plan (Plan NP). Therefore, the prior year ACP for the NHCEs under Plan NP for the
2006 testing year is the weighted average of the ACPs for the prior year subgroups.

(iii) The first step in determining the weighted average of the ACPs for the prior
year subgroups is to identify the prior year subgroups. With respect to the 2006 testing
year, an employee is a member of a prior year subgroup if the employee was an NHCE
of Employer B for the 2005 plan year, was an eligible employee for the 2005 plan year
under any section 401(k) plan maintained by Employer B, and would have been an
eligible employee in the 2005 plan year under Plan NP if Plan N and Plan P had been
permissively aggregated under §1.410(b)-7(d) for that plan year. The NHCEs who were
eligible employees under separate plans for the 2005 plan year comprise separate prior
year subgroups. Thus, there are two prior year subgroups under Plan NP for the 2006
testing year: the 300 NHCEs who were eligible employees under Plan N for the 2005
plan year and the 100 NHCEs who were eligible employees under Plan P for the 2005
plan year.

(iv) The weighted average of the ACPs for the prior year subgroups is the sum of
the adjusted ACP with respect to the prior year subgroup that consists of the NHCEs
who were eligible employees under Plan N, and the adjusted ACP with respect to the
prior year subgroup that consists of the NHCEs who were eligible employees under
Plan P. The adjusted ACP for the prior year subgroup that consists of the NHCEs who
were eligible employees under Plan N is 4.5%, calculated as follows: 6% (the ACP for
the NHCEs under Plan N for the prior year) x 300/400 (the number of NHCEs in that
prior year subgroup divided by the total number of NHCEs in all prior year subgroups),
which equals 4.5%. The adjusted ACP for the prior year subgroup that consists of the
NHCEs who were eligible employees under Plan P is 1%, calculated as follows: 4% (the

ACP for the NHCEs under Plan P for the prior year) x 100/400 (the number of NHCEs in
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that prior year subgroup divided by the total number of NHCEs in all prior year
subgroups), which equals 1%. Thus, the prior year ACP for NHCEs under Plan NP for
the 2006 testing year is 5.5% (the sum of adjusted ACPs for the prior year subgroups,
4.5% plus 1%).

§1.401(m)-3 Safe harbor requirements.

(a) ACP test safe harbor. Matching contributions under a plan satisfy the ACP

safe harbor provisions of section 401(m)(11) for a plan year if the plan satisfies the safe
harbor contribution requirement of paragraphs (b) or (c) of this section for the plan year,
the limitations on matching contributions of paragraph (d) of this section, the notice
requirement of paragraph (e) of this section, the plan year requirements of paragraph (f)
of this section, and the additional rules of paragraphs (g), (h) and (j) of this section, as
applicable. Pursuant to section 401(k)(12)(E)(ii), the safe harbor contribution
requirement of paragraphs (b) and (c) of this section must be satisfied without regard to
section 401(l). The contributions made under paragraphs (b) and (c) of this section are
referred to as safe harbor nonelective contributions and safe harbor matching
contributions, respectively.

(b) Safe harbor nonelective contribution requirement. A plan satisfies the safe

harbor nonelective contribution requirement of this paragraph (b) if it satisfies the safe
harbor nonelective contribution requirement of §1.401(k)-3(b).

(c) Safe harbor matching contribution requirement. A plan satisfies the safe

harbor matching contribution requirement of this paragraph (c) if it satisfies the safe
harbor matching contribution requirement of §1.401(k)-3(c).

(d) Limitation on contributions—(1) General rule. A plan that provides for
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matching contributions meets the requirements of this section only if it satisfies the
limitations on contributions set forth in this paragraph (d).

(2) Matching rate must not increase. A plan that provides for matching

contributions meets the requirements of this paragraph (d) only if the ratio of matching
contributions on behalf of an employee under the plan for a plan year to the employee’s
elective deferrals and employee contributions, does not increase as the amount of an
employee’s elective deferrals and employee contributions increases.

(3) Limit on matching contributions. A plan that provides for matching

contributions satisfies the requirements of this section only if--

(i) Matching contributions are not made with respect to elective deferrals or
employee contributions that exceed 6% of the employee’s safe harbor compensation
(within the meaning of §1.401(k)-3(b)(2)); and

(ii) Matching contributions that are discretionary do not exceed 4% of the
employee’s safe harbor compensation.

(4) Limitation on rate of match. A plan meets the requirements of this section

only if the ratio of matching contributions on behalf of an HCE to that HCE's elective
deferrals or employee contributions (or the sum of elective deferrals and employee
contributions) for that plan year is no greater than the ratio of matching contributions to
elective deferrals or employee contributions (or the sum of elective deferrals and
employee contributions) that would apply with respect to any NHCE for whom the
elective deferrals or employee contributions (or the sum of elective deferrals and
employee contributions) are the same percentage of safe harbor compensation. An

employee is taken into account for purposes of this paragraph (d)(4) if the employee is
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an eligible employee under the cash or deferred arrangement with respect to which the
contributions required by paragraph (b) or (c) of this section are being made for a plan
year. A plan will not fail to satisfy this paragraph (d)(4) merely because the plan
provides that matching contributions will be made separately with respect to each
payroll period (or with respect to all payroll periods ending with or within each month or
quarter of a plan year) taken into account under the plan for the plan year, provided that
matching contributions with respect to any elective deferrals or employee contributions
made during a plan year quarter are contributed to the plan by the last day of the
immediately following plan year quarter.

(5) HCESs participating in multiple plans. The rules of section 401(m)(2)(B) and

§1.401(m)-2(a)(3)(ii) apply for purposes of determining the rate of matching
contributions under paragraph (d)(4) of this section. However, a plan will not fail to
satisfy the safe harbor matching contribution requirements of this section merely
because an HCE participates during the plan year in more than one plan that provides
for matching contributions, provided that --

(i) The HCE is not simultaneously an eligible employee under two plans that
provide for matching contributions maintained by an employer for a plan year; and

(ii) The period used to determine compensation for purposes of determining
matching contributions under each such plan is limited to periods when the HCE
participated in the plan.

(6) Permissible restrictions on elective deferrals by NHCEs--(i)_General rule. A

plan does not satisfy the safe harbor requirements of this section, if elective deferrals or

employee contributions by NHCEs are restricted, unless the restrictions are permitted
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by this paragraph (d)(6).

(ii) Restrictions on election periods. A plan may limit the frequency and duration

of periods in which eligible employees may make or change contribution elections under
a plan. However, an employee must have a reasonable opportunity (including a
reasonable period after receipt of the notice described in paragraph (e) of this section)
to make or change a contribution election for the plan year. For purposes of this
section, a 30-day period is deemed to be a reasonable period to make or change a
contribution election.

(iii) Restrictions on amount of contributions. A plan is permitted to limit the

amount of contributions that may be made by an eligible employee under a plan,
provided that each NHCE who is an eligible employee is permitted (unless the
employee is restricted under paragraph (d)(6)(v) of this section) to make contributions in
an amount that is at least sufficient to receive the maximum amount of matching
contributions available under the plan for the plan year, and the employee is permitted
to elect any lesser amount of contributions. However, a plan may require eligible
employees to make contribution elections in whole percentages of compensation or
whole dollar amounts.

(iv) Restrictions on types of compensation that may be deferred. A plan may limit

the types of compensation that may be deferred or contributed by an eligible employee
under a plan, provided that each eligible NHCE is permitted to make contributions
under a definition of compensation that would be a reasonable definition of
compensation within the meaning of §1.414(s)-1(d)(2). Thus, the definition of

compensation from which contributions may be made is not required to satisfy the
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nondiscrimination requirement of §1.414(s)-1(d)(3).

(v) Restrictions due to limitations under the Internal Revenue Code. A plan may

limit the amount of contributions made by an eligible employee under a plan--

(A) Because of the limitations of section 402(g) or section 415; or

(B) Because, on account of a hardship distribution, an employee’s ability to make
contributions has been suspended for 6 months in accordance with
§1.401(k)-1(d)(3)(iv)(E).

(e) Notice requirement. A plan satisfies the notice requirement of this paragraph

(e) if it satisfies the notice requirement of §1.401(k)-3(d).

(f) Plan year requirement --(1) General rule. Except as provided in this

paragraph (f) or in paragraph (g) of this section, a plan will fail to satisfy the
requirements of section 401(m)(11) and this section unless plan provisions that satisfy
the rules of this section are adopted before the first day of that plan year and remain in
effect for an entire 12-month plan year. Moreover, if, as described in paragraph (j)(4) of
this section, safe harbor matching or nonelective contributions will be made to another
plan for a plan year, provisions specifying that the safe harbor contributions will be
made in the other plan and providing that the contributions will be QNECs or QMACs
must be also be adopted before the first day of that plan year.

(2) Initial plan year. A newly established plan (other than a successor plan within

the meaning of §1.401(m)-2(c)(2)(iii)) will not be treated as violating the requirements of
this paragraph (f) merely because the plan year is less than 12 months, provided that
the plan year is at least 3 months long (or, in the case of a newly established employer

that establishes the plan as soon as administratively feasible after the employer comes
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into existence, a shorter period). Similarly, a plan will not fail to satisfy the
requirements of this paragraph (f) for the first plan year in which matching contributions
are provided under the plan provided that--

(i) The plan is not a successor plan; and

(if) The amendment providing for matching contributions is made effective at the
same time as the adoption of a cash or deferred arrangement that satisfies the
requirements of §1.401(k)-3, taking into account the rules of §1.401(k)-3(e)(2).

(3) Change of plan year. A plan that has a short plan year as a result of

changing its plan year will not fail to satisfy the requirements of paragraph (f)(1) of this
section merely because the plan year has less than 12 months, provided that--

(i) The plan satisfied the requirements of this section for the immediately
preceding plan year; and

(i) The plan satisfies the requirements of this section for the immediately
following plan year.

(4) Final plan year. A plan that terminates during a plan year will not fail to

satisfy the requirements of paragraph (f)(1) of this section merely because the final plan
year is less than 12 months, provided that--

(i) The plan would satisfy the requirements of paragraph (h) of this section,
treating the termination of the plan as a reduction or suspension of safe harbor
matching contributions, other than the requirement that employees have a reasonable
opportunity to change their cash or deferred elections and, if applicable, employee
contribution elections; or

(i) The plan termination is in connection with a transaction described in section
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410(b)(6)(C) or the employer incurs a substantial business hardship, comparable to a
substantial business hardship described in section 412(d).

(9) Plan amendments adopting nonelective safe harbor contributions.

Notwithstanding paragraph (f)(1) of this section, a plan that provides for the use of the
current year testing method may be amended after the first day of the plan year and no
later than 30 days before the last day of the plan year to adopt the safe harbor method
of this section using nonelective contributions under paragraph (b) of this section if the

plan satisfies the requirements of §1.401(k)-3(f).

(h) Permissible reduction or suspension of safe harbor matching contributions--
(1) General rule. A plan that provides for safe harbor matching contributions will not fail
to satisfy the requirements of section 401(m)(2) for a plan year merely because the plan
is amended during a plan year to reduce or suspend safe harbor matching contributions
on future elective deferrals and, if applicable, employee contributions provided--

(i) All eligible employees are provided the supplemental notice in accordance with
paragraph (h)(2) of this section;

(if) The reduction or suspension of safe harbor matching contributions is effective
no earlier than the later of 30 days after eligible employees are provided the notice
described in paragraph (h)(2) of this section and the date the amendment is adopted;

(iii) Eligible employees are given a reasonable opportunity (including a
reasonable period after receipt of the supplemental notice) prior to the reduction or
suspension of safe harbor matching contributions to change their cash or deferred
elections and, if applicable, their employee contribution elections;

(iv) The plan is amended to provide that the ACP test will be satisfied for the
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entire plan year in which the reduction or suspension occurs using the current year
testing method described in §1.401(m)-2(a)(1)(ii); and
(v) The plan satisfies the requirements of this section (other than this paragraph
(h)) with respect to amounts deferred through the effective date of the amendment.

(2) Notice of suspension requirement. The notice of suspension requirement of

this paragraph (h)(2) is satisfied if each eligible employee is given a written notice that
satisfies the content requirements of §1.401(k)-3(e)(3).
(i) [Reserved]

() Other rules--(1) Contributions taken into account. A contribution is taken into

account for purposes of this section for a plan year under the same rules as §1.401(k)-

3(h)(1).

(2) Use of safe harbor nonelective contributions to satisfy other

nondiscrimination tests. A safe harbor nonelective contribution used to satisfy the

nonelective contribution requirement under paragraph (b) of this section may also be
taken into account for purposes of determining whether a plan satisfies section
401(a)(4) under the same rules as §1.401(k)-3(h)(2).

(3) Early participation rules. Section 401(m)(5)(C) and §1.401(m)-2(a)(1)(iii)(A)

which provide an alternative nondiscrimination rule for certain plans that provide for
early participation, does not apply for purposes of section 401(m)(11) and this section.
Thus, a plan is not treated as satisfying this section with respect to the eligible
employees who have not completed the minimum age and service requirements of
section 410(a)(1)(A) unless the plan satisfies the requirements of this section with

respect to such eligible employees.
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(4) Satisfying safe harbor contribution requirement under another defined

contribution plan. Safe harbor matching or nonelective contributions may be made to

another defined contribution plan under the same rules as §1.401(k)-3(h)(4).
Consequently, each NHCE under the plan providing for matching contributions must be
eligible under the same conditions under the other defined contribution plan and the
plan to which the contributions are made must have the same plan year as the plan
providing for matching contributions.

(5) Contributions used only once. Safe harbor matching or nonelective

contributions cannot be used to satisfy the requirements of this section with respect to
more than one plan.

(6) Plan must satisfy ACP with respect to employee contributions. If the plan

provides for employee contributions, in addition to satisfying the requirements of this
section, it must also satisfy the ACP test of §1.401(m)-2. See §1.401(m)-2(a)(5)(iii) for
specials rules under which the ACP test is permitted to be run taking into account only
employee contributions when this section is satisfied with respect to the matching
contributions.

§1.401(m)-4 Special rules for mergers, acquisitions and similar events. [Reserved]

§1.401(m)-5 Definitions.

Unless otherwise provided, the definitions of this section govern for purposes of
section 401(m) and the regulations thereunder.

Actual contribution percentage (ACP). Actual contribution percentage or ACP

means the ACP of the group of eligible employees as defined in §1.401(m)-2(a)(2)(i).

Actual contribution percentage (ACP) test. Actual contribution percentage test or
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ACP test means the test described in §1.401(m)-2(a)(1).

Actual contribution ratio (ACR). Actual contribution ratio or ACR means the ACR

of an eligible employee as defined in §1.401(m)-2(a)(3).

Actual deferral percentage (ADP) test. Actual deferral percentage test or ADP

test means the test described in §1.401(k)-2(a)(1).

Compensation. Compensation means compensation as defined in section

414(s) and §1.414(s)-1. The period used to determine an employee’s 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. A plan 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. See also section 401(a)(17) and §1.401(a)(17)-1(c)(1). For this purpose, in case
of an HCE whose ACR is determined under §1.401(m)-2(a)(3)(ii), period of participation
includes periods under another plan for which matching contributions or employee
contributions are aggregated under §1.401(m)-2(a)(3)(ii).

Current year testing method. Current year testing method means the testing

method under which the applicable year is the current plan year, as described in
§1.401(m)-2(a)(2)(ii) or 1.401(k)-2(a)(2)(ii).

Elective contributions. Elective contributions means elective contributions as

defined in §1.401(k)-6.

Elective deferrals. Elective deferrals means elective deferrals described in
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section 402(g)(3).

Eligible employee--(1) General rule. Eligible employee means an employee who

is directly or indirectly eligible to make an employee contribution or to receive an
allocation of matching contributions (including matching contributions derived from
forfeitures) under the plan for all or a portion of the plan year. For example, if an
employee must perform purely ministerial or mechanical acts (e.g., formal application
for participation or consent to payroll withholding) in order to be eligible to make an
employee contribution for a plan year, the employee is an eligible employee for the plan
year without regard to whether the employee performs these acts.

(2) Conditions on eligibility. An employee who is unable to make employee

contributions or to receive an allocation of matching contributions because the
employee has not contributed to another plan is also an eligible employee. By contrast,
if an employee must perform additional service (e.g., satisfy a minimum period of
service requirement) in order to be eligible to make an employee contribution or to
receive an allocation of matching contributions for a plan year, the employee is not an
eligible employee for the plan year unless the service is actually performed. An
employee who would be eligible to make employee contributions but for a suspension
due to a distribution, a loan, or an election not to participate in the plan, is treated as an
eligible employee for purposes of section 401(m) for a plan year even though the
employee may not make employee contributions or receive an allocation of matching
contributions by reason of the suspension. Finally, an employee does not fail to be
treated as an eligible employee merely because the employee may receive no

additional annual additions because of section 415(c)(1).
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(3) Certain one-time elections. An employee is not an eligible employee merely

because the employee, upon commencing employment with the employer or upon the
employee’s first becoming eligible under any plan of the employer providing for
employee or matching contributions, is given a one-time opportunity to elect, and the
employee in fact does elect, not to be eligible to make employee contributions or to
receive allocations of matching contributions under the plan or any other plan
maintained by the employer (including plans not yet established) for the duration of the
employee’s employment with the employer. In no 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.

Eligible HCE. Eligible HCE means an eligible employee who is an HCE.

Eligible NHCE. Eligible NHCE means an eligible employee who is not an HCE.

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

Employee contributions. Employee contributions means employee contributions

as defined in 1.401(m)-1(a)(3).

Employee stock ownership plan (ESOP). Employee stock ownership plan or

ESOP means the portion of a plan that is an ESOP within the meaning of
§1.410(b)-7(c)(2).

Employer. Employer means an employer within the meaning of §1.410(b)-9.

Excess aggregate contributions. Excess aggregate contributions means, with

respect to a plan year, the amount of excess aggregate contributions apportioned to an

HCE under §1.401(m)-2(b)(2)iii).
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Excess contributions. Excess contribution means with respect to a plan year, the

amount of excess contribution apportioned to an HCE under §1.401(k)-2(b)(2)(iii).

Excess deferrals. Excess deferrals means excess deferrals as defined in

§1.402(g)-1(e)(3).

Highly compensated employee (HCE). Highly compensated employee or HCE

has the meaning provided in section 414(q).

Matching contributions. Matching contribution is defined in §1.401(m)-1(a)(2).

Nonelective contributions. Nonelective contributions means employer

contributions (other than matching contributions) with respect to which the employee
may not elect to have the contributions paid to the employee in cash or other benefits
instead of being contributed to the plan.

Non-employee stock ownership plan (non-ESOP). Non-employee stock

ownership plan or non-ESOP means the portion of a plan that is not an ESOP within the

meaning of §1.410(b)-7(c)(2).

Non-highly compensated employee (NHCE). Non-highly compensated employee

or NHCE means an employee who is not an HCE.
Plan. Plan means plan as defined in §1.401(m)-1(b)(4).

Prior year testing method. Prior year testing method means the testing method

under which the applicable year is the prior plan year, as described in
§1.401(m)-2(a)(2)(ii) or §1.401(k)-2(a)(2)(ii).

Qualified matching contributions (QMAC). Qualified matching contributions or

QMAC means matching contributions that satisfy the requirements of §1.401(k)-1(c)

and (d) at the time the contribution is made, without regard to whether the contributions
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are actually taken into account as elective contributions under §1.401(k)-2(a)(6). See
also §1.401(k)-2(b)(4)(iii) for a rule providing that a matching contribution does not fail to
qualify as a QMAC solely because it is forfeitable under section 411(a)(3)(G) because it
is a matching contribution with respect to an excess deferral, excess contribution, or

excess aggregate contribution.

Qualified nonelective contributions (QNEC). Qualified nonelective contributions

or QNEC means employer contributions, other than elective contributions or matching



contributions, that satisfy the requirements of §1.401(k)-1(c) and (d) at the time the
contribution is made, without regard to whether the contributions are actually taken into
account under the ADP test under §1.401(k)-2(a)(6) or the ADP test under §1.401(m)-

2(a)(6).

Judith B. Tomaso,

Acting Deputy Commissioner for Services and Enforcement.
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TREASURY'S INFLATION-INDEXED SECURITIES
AUGUST REFERENCE CPI NUMBERS AND DAILY INDEX RATIOS

Public Debt announced today the reference Consumer
Price Index (CPI) numbers and daily index ratios
for the month of August for the following

Treasury inflation-indexed securities:

(1) 3-3/8% 1l0-year notes due January 15, 2007

(2) 3-5/8% 10-year notes due January 15, 2008

(3) 3-5/8% 30-year bonds due April 15, 2028

(4) 3-7/8% 10-year notes due January 15, 2009

(5) 3-7/8% 30-year bonds due April 15, 2029

(6) 4-1/4% 10-year notes due January 15, 2010

(7) 3-1/2% 10-year notes due January 15, 2011

(8) 3-3/8% 30-1/2-year bonds due April 15, 2032

(9) 3-3/8% 10-year notes due January 15, 2912
(10)‘w0710 -year notes due July 15, 2012
(11) 1-7/8% 10-year notes due July 15,

2013

This information is based on the non-seasonally
adjusted U.S. City Average All Items Consumer Price
Index for All Urban Consumers (CPI-U) published by
the Bureau of Labor Statistics of the U.S. Department
of Labor.

In addition to the publication of the reference CPI's
(Ref CPI) and index ratios, this release provides the
non-seasonally adjusted CPI-U for the prior three-
month period.

The information for September is expected to be
released on August 15, 2003.
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3-3/8% TREASURY 10-YEAR INFLATION-INDEXED NOTES

Due January

15,2007

Ref CPI and Index Ratios for August 2003

Contact: Office of Financing

202-691-3550

DESCRIPTION: Series A-2007
CUSIP NUMBER: 9128272M3
DATED DATE: January 15, 1997

ORIGINAL ISSUE DATE:
ADDITIONAL ISSUE DATE:
MATURITY DATE:

Ref CPI on DATED DATE: 158.43548

TABLE FOR MONTH OF: August 2003
NUMBER OF DAYS IN MONTH: 31

CPI-U (NSA) April 2003 183.8

CPI-U (NSA) May 2003 183.5

CPI-U (NSA) June 2003 183.7

Month Calendar Day Year Ref CPI Index Ratio
August 1 2003 183.50000 1.15820
August 2 2003 183.50645 1.15824
August 3 2003 183.51290 1.15828
August 4 2003 183.51935 1.15832
August 5 2003 183.52581 1.15836
August 6 2003 183.53226 1.15840
August 7 2003 183.53871 1.15844
August 8 2003 183.54516 1.15849
August 9 2003 183.55161 1.15853
August 10 2003 183.55806 1.15857
August 11 2003 183.56452 1.15861
August 12 2003 183.57097 1.15865
August 13 2003 183.57742 1.15869
August 14 2003 183.58387 1.15873
August 15 2003 183.59032 1.15877
August 16 2003 183.59677 1.15881
August 17 2003 183.60323 1.15885
August 18 2003 183.60968 1.15889
August 19 2003 183.61613 1.15893
August 20 2003 183.62258 1.15897
August 21 2003 183.62903 1.15901
August 22 2003 183.63548 1.15906
August 23 2003 183.64194 1.15910
August 24 2003 183.64839 1.15914
August 25 2003 183.65484 1.15918
August 26 2003 183.66129 1.15922
August 27 2003 183.66774 1.15926
August 28 2003 183.67419 1.15930
August 29 2003 183.68065 1.15934
August 30 2003 183.68710 1.15938
August 31 2003 183.69355 1.15942
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January 15, 2007
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3-5/8% TREASURY 10-YEAR INFLATION-INDEXED NOTES

Due January 15, 2008
Ref CPI and Index Ratios for August 2003
Contact: Office of Financing 202-691-3550

DESCRIPTION: Series A-2008
CUSIP NUMBER: 9128273T7
DATED DATE: January 15, 1998
ORIGINAL ISSUE DATE: January 15, 1998
ADDITIONAL ISSUE DATE: October 15, 1998
MATURITY DATE: January 15, 2008
Ref CPI on DATED DATE: 161.55484
TABLE FOR MONTH OF: August 2003
NUMBER OF DAYS IN MONTH: 31
CPI-U (NSA) April 2003 183.8
CPI-U (NSA) May 2003 183.5
CPI-U (NSA) June 2003 183.7
Month Calendar Day Year Ref CPI Index Ratio
August 1 2003 183.50000 1.13584
August 2 2003 183.50645 1.13588
August 3 2003 183.51290 1.13592
August 4 2003 183.51935 1.13596
August 5 2003 183.52581 1.13600
August 6 2003 183.53226 1.13604
August 7 2003 183.53871 1.13608
August 8 2003 183.54516 1.13612
August 9 2003 183.55161 1.13616
August 10 2003 183.55806 1.13620
August 11 2003 183.56452 1.13624
August 12 2003 183.57097 1.13628
August 13 2003 183.57742 1.13632
August 14 2003 183.58387 1.13636
August 15 2003 183.59032 1.13640
August 16 2003 183.59677 1.13644
August 17 2003 183.60323 1.13648
August 18 2003 183.60968 1.13652
August 19 2003 183.61613 1.13656
August 20 2003 183.62258 1.13660
August 21 2003 183.62903 1.13664
August 22 2003 183.63548 1.13668
August 23 2003 183.64194 1.13672
August 24 2003 183.64839 1.13676
August 25 2003 183.65484 1.13680
August 26 2003 183.66129 1.13684
August 27 2003 183.66774 1.13688
August 28 2003 183.6741°9 1.13692
August 29 2003 183.68065 1.13696
August 30 2003 183.68710 1.13700
August 31 2003 183.69355 1.13704
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3-5/8% TREASURY 30-YEAR INFLATION-INDEXED BONDS
Due April 15, 2028

Ref CPI and Index Ratios for August 2003

Contact: Office of Financing 202-691-3550
DESCRIPTION: Bonds of April 2028
CUSIP NUMBER: 912810FD5
DATED DATE: April 15, 1998
ORIGINAL ISSUE DATE: April 15, 1998
ADDITIONAL ISSUE DATE: July 15, 1998
MATURITY DATE: April 15, 2028
Ref CPI on DATED DATE: 161.74000
TABLE FOR MONTH OF: August 2003
NUMBER OF DAYS IN MONTH: 31
CPI-U (NSA) April 2003 183.8
CPI-U (NSA) May 2003 183.5
CPI-U (NSA) June 2003 183.7
Month Calendar Day Year Ref CPI Index Ratio
August 1 2003 183.50000 1.13454
August 2 2003 183.50645 1.13458
August 3 2003 183.51290 1.13462
August 4 2003 183.51935 1.13466
August 5 2003 183.52581 1.13470
August 6 2003 183.53226 1.13474
August 7 2003 183.53871 1.13478
August 8 2003 183.54516 1.13482
August 9 2003 183.55161 1.13486
August 10 2003 183.55806 1.13490
August 11 2003 183.56452 1.13494
August 12 2003 183.57097 1.13498
August 13 2003 183.57742 1.13502
August 14 2003 183.58387 1.13506
August 15 2003 183.59032 1.13510
August 16 2003 183.59677 1.13514
August 17 2003 183.60323 1.13518
August 18 2003 183.60968 1.13522
August 19 2003 183.61613 1.13525
August 20 2003 183.62258 1.13529
August 21 2003 183.62903 1.13533
August 22 2003 183.63548 1.13537
August 23 2003 183.64194 1.13541
August 24 2003 183.64839 1.13545
August 25 2003 183.65484 1.13549
August 26 2003 183.66129 1.13553
August 27 2003 183.66774 1.13557
August 28 2003 183.67419 1.13561
August 29 2003 183.68065 1.13565
August 30 2003 183.68710 1.13569
August 31 2003 183.69355 1.13573
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3-7/8% TREASURY 10-YEAR INFLATION-INDEXED NOTES
Due January 15, 2009

Ref CPI and Index Ratios for August 2003

contact: Office of Financing
DESCRIPTION:
CUSIP NUMBER:
DATED DATE:
ORIGINAL ISSUE DATE:
ADDITIONAL ISSUE DATE:
MATURITY DATE:
Ref CPI on DATED DATE:
TABLE FOR MONTH OF:

202-691-3550

NUMBER OF DAYS IN MONTH:

CPI-U (NSA) April 2003
CPI-U (NSA) May 2003
CPI-U (NSA) June 2003

Month Calendar Day
August 1
August 2
August 3
August 4
August 5
August 6
August 7
August 8
August 9
August 10
August 11
August 12
August 13
August 14
August 15
August 16
August 17
August 18
August 19
August 20
August 21
August 22
August 23
August 24
August 25
August 26
August 27
August 28
August 29
August 30
August 31
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Year

2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003

9128274Y5

January 15, 1998

January 15, 1999

July 15, 1999

January 15, 2009

164.00000

August 2003

31

183.8

183.5

183.7
Ref CPI Index Ratio
183.50000 1.11890
183.50645 1.11894
183.51290 1.11898
183.51935 1.11902
183.52581 1.11906
183.53226 1.11210
183.53871 1.11914
183.54516 1.11918
183.55161 1.11922
183.55806 1.11926
183.56452 1.11930
183.57097 1.11934
183.57742 1.11937
183.58387 1.11941
183.59032 1.11945
183.59677 1.11949
183.60323 1.11953
183.60968 1.11957
183.61613 1.11961
183.62258 1.11965
183.62903 1.11969
183.63548 1.11973
183.64194 1.11977
183.64839 1.11981
183.65484 1.11985
183.66129 1.11989
183.66774 1.11993
183.67419 1.11996
183.68065 1.12000
183.68710 1.12004
183.69355 1.12008

Series A-2009

5/17/2005
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3-7/8% TREASURY 30-YEAR INFLATION-INDEXED BONDS
Due April 15, 2029

Ref CPI and Index Ratios for August 2003

Contact: Office of Financing
DESCRIPTION:
CUSIP NUMBER:
DATED DATE:
ORIGINAL ISSUE DATE:
ADDITIONAL ISSUE DATES:

MATURITY DATE:
Ref CPI on DATED DATE:
TABLE FOR MONTH OF:

NUMBER OF DAYS IN MONTH:

CPI-U (NSA) April 2003
CPI-U (NSA) May 2003
CPI-U (NSA) June 2003

Month Calendar Day
August 1
August 2
August 3
August 4
August 5
August 6
August 7
August 8
August 9
August 10
August 11
August 12
August 13
August 14
August 15
August 16
August 17
August 18
August 19
August 20
August 21
August 22
August 23
August 24
August 25
August 26
August 27
August 28
August 29
August 30
August 31

tp://’'www .publicdebt.treas. sov/of/of30b082003.htm

202-691~3550

Year

2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003

Bonds of April 2029

912810FH6
April 15,
April 15,

October 15,
October 15,

April 15,
164.39333
August 2003

31

183.8
183.5
183.7

Ref CPI

183.
183.
.51290
.51935
.52581
.53226
.53871
.54516
.551e61

183
183
183
183
183
183
183

183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.

50000
50645

55806
56452
57097
57742
58387
58032
59677
60323
60968
61613
62258
62903
63548
64194
64839
65484
66129
66774
67419
68065
68710
69355

Index Ratio

[EETEN T T R el e o T e e S e e e e e e Sl = T S Sy

1999
1999

2029

.11623
.11626
.11630
.11634
.11638
.11642
.11646
.11650
.11654
.11658
.11662
.11666
.11670
.11674
.11677
.11681
.11685
.11689
.11693
.11697
.11701
.11705
.11709
.11713
.11717
.11721
.11725
.11728
.11732
.11736
.11740

1999
2000

5/17/2005
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4-1/4% TREASURY 10-YEAR INFLATION-INDEXED NOTES

Due January

15,2010

Ref CPI and Index Ratios for August 2003

contact: Office of Financing

202-691-3550

DESCRIPTION: Series A-2010
CUSIP NUMBER: 9128275W8
DATED DATE: January 15, 2000

ORIGINAL ISSUE DATE:
ADDITIONAL ISSUE DATE:
MATURITY DATE:

Ref CPI on DATED DATE: 168.24516

TABLE FOR MONTH OF: August 2003
NUMBER OF DAYS IN MONTH: 31

CPI-U (NSA) April 2003 183.8

CPI-U (NSA) May 2003 183.5

CPI-U (NSA) June 2003 183.7

Month Calendar Day Year Ref CPI Index Ratio
August 1 2003 183.50000 1.09067
August 2 2003 183.50645 1.09071
August 3 2003 183.51290 1.09075
August 4 2003 183.51935 1.09079
August 5 2003 183.52581 1.09082
August 6 2003 183.53226 1.09086
August 7 2003 183.53871 1.09090
August 8 2003 183.54516 1.09094
August 9 2003 183.55161 1.090098
August 10 2003 183.55806 1.09102
August 11 2003 183.56452 1.09105
August 12 2003 183.57097 1.09109
August 13 2003 183.57742 1.09113
August 14 2003 183.58387 1.09117
August 15 2003 183.59032 1.09121
August 16 2003 183.59677 1.09125
August 17 2003 183.60323 1.09128
August 18 2003 183.60968 1.09132
August 19 2003 183.61613 1.09136
August 20 2003 183.62258 1.09140
August 21 2003 183.62903 1.09144
August 22 2003 183.63548 1.09148
August 23 2003 183.64194 1.09151
August 24 2003 183.64839 1.09155
August 25 2003 183.65484 1.09159
August 26 2003 183.66129 1.09163
August 27 2003 183.66774 1.09167
August 28 2003 183.67419 1.09171
August 29 2003 183.68065 1.09174
August 30 2003 183.68710 1.09178
August 31 2003 183.69355 1.09182

Intellectual Property | Privacy & Security Notices | Terms & Conditions | Accessibility | Data Quality

ttp://'www publicdebt treas cov/of/of10d4082003.htm

January 18, 2000
July 17, 2000
January 15, 2010

5/17/2005
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3-1/2% TREASURY 10-YEAR INFLATION-INDEXED NOTES
Due January 15, 2011

Ref CPI and Index Rat

contact: Office of Financing 202-691-3550

ios for August 2003

DESCRIPTION: Series A-2011
CUSIP NUMBER: 9128276RS8

DATED DATE: January 15, 2001
ORIGINAL ISSUE DATE: January 16, 2001
ADDITIONAL ISSUE DATE: July 16, 2001
MATURITY DATE: January 15, 2011
Ref CPI on DATED DATE: 174.04516

TABLE FOR MONTH OF: August 2003
NUMBER OF DAYS IN MONTH: 31

CPI-U (NSA) April 2003 183.8

CPI-U (NSA) May 2003 183.5

CPI-U (NSA) June 2003 183.7

Month Calendar Day Year Ref CPI Index Ratio
August 1 2003 183.50000 1.05432
August 2 2003 183.50645 1.05436
August 3 2003 183.51290 1.05440
August 4 2003 183.51935 1.05444
August 5 2003 183.52581 1.05447
August 6 2003 183.53226 1.05451
August 7 2003 183.53871 1.05455
August 8 2003 183.54516 1.05458
August 9 2003 183.55161 1.05462
August 10 2003 183.55806 1.05466
August 11 2003 183.56452 1.05469
August 12 2003 183.57097 1.05473
August 13 2003 183.57742 1.05477
August 14 2003 183.58387 1.05481
August 15 2003 183.59032 1.05484
August 16 2003 183.59677 1.05488
August 17 2003 183.60323 1.05492
August 18 2003 183.60968 1.05495
August 19 2003 183.61613 1.05499
August 20 2003 183.62258 1.05503
August 21 2003 183.62903 1.05507
August 22 2003 183.63548 1.05510
August 23 2003 183.64194 1.05514
August 24 2003 183.64839 1.05518
August 25 2003 183.65484 1.05521
August 26 2003 183.66129 1.05525
August 27 2003 183.66774 1.05529
August 28 2003 183.67419 1.05532
August 29 2003 183.68065 1.05536
August 30 2003 183.68710 1.05540
August 31 2003 183.69355 1.05544

Intellectual Property | Privacy & Security Notices | T

tp://'www.publicdebt treas sov/of/of10€082003.htm

erms & Conditions | Accessibility | Data Quality
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3-3/8% TREASURY 30-1/2-YEAR INFLATION-INDEXED BONDS

contact: Office of Financing
DESCRIPTION:
CUSIP NUMBER:
DATED DATE:
ORIGINAL ISSUE DATE:
ADDITIONAL ISSUE DATE:
MATURITY DATE:
Ref CPI on DATED DATE:
TABLE FOR MONTH OF:

NUMBER OF DAYS IN MONTH:

CPI-U (NSA) April 2003
CPI-U (NSA) May 2003
CPI-U (NSA) June 2003

Month Calendar Day

August 1

August 2

August 3

August 4

August 5

August 6

August 7

August 8

August 9

August 10
August 11
August 12
August 13
August 14
August 15
August 16
August 17
August 18
August 19
August 20
August 21
August 22
August 23
August 24
August 25
August 26
August 27
August 28
August 29
August 30
August 31

Intellectuai Property

ttD://WW\XI nuhlindaht tranc nnv/nF/nf"ZﬂpﬂR?O(Bhtm

Due April 15, 2032

Ref CPI and Index Ratios for August 2003

202-691-3550

Year

2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003
2003

Bonds of April 2032

912810FQ6

October 15,
October 15,

April 15,
177.50000
August 2003

31

183.8
183.5
183.7

Ref CPI

183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.
183.

50000
50645
51290
51935
52581
53226
53871
54516
55161
55806
56452
57097
57742
58387
59032
59677
60323
60968
61613
62258
62903
63548
64194
64839
65484
66129
66774
67419
68065
68710
69355

Index Ratio

B R R R R R, R R R RPRRRRRRRRRRRRRRRRRR e

2032

.03380
.03384
.03388
.03391
.03395
-03398
.03402
.03406
.03409
.03413
.03417
.03420
.03424
.03428
.03431
.03435
.03438
.03442
.03446
.03449
-03453
.03457
.03460
.03464
.03468
.03471
.03475
.03478
.03482
.03486
.03489

| Privacy & Security Notices | Terms & Conditions | Accessibility | Data Quality

2001
2001
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3-3/8% TREASURY 10-YEAR INFLATION-INDEXED NOTES
Due January 15, 2012

Ref CPI and Index Ratios for August 2003

contact: Office of Financing

DESCRIPTION:

CUSIP NUMBER:

DATED DATE:

ORIGINAL ISSUE DATE:
MATURITY DATE:

Ref CPI on DATED DATE:
TABLE FOR MONTH OF:

202-691-3550

NUMBER OF DAYS IN MONTH:

CPI-U (NSA) April 2003
CPI-U (NSA) May 2003
CPI-U (NSA) June 2003
Month Calendar Day
August 1
August 2
August 3
August 4
August 5
August 6
August 7
August 8
August 9
August 10
August 11
August 12
August 13
August 14
August 15
August 16
August 17
August 18
August 19
August 20
August 21
August 22
August 23
August 24
August 25
August 26
August 27
August 28
August 29
August 30
August 31

Intellectual Prop

n://WWW nithlicdaht treac anv/af/afl1NfM

Series A-2012
912827735

January 15, 2002

January 15, 2002

January 15, 2012

177.56452

August 2003

31

183.8

183.5

183.7
Year Ref CPI Index Ratio
2003 183.50000 1.03343
2003 183.50645 1.03346
2003 183.51290 1.03350
2003 183.51935 1.03354
2003 183.52581 1.03357
2003 183.53226 1.03361
2003 183.53871 1.03365
2003 183.54516 1.03368
2003 183.55161 1.03372
2003 183.55806 1.03375
2003 183.56452 1.03379
2003 183.57097 1.03383
2003 183.57742 1.03386
2003 183.58387 1.03390
2003 183.59032 1.03394
2003 183.59677 1.03397
2003 183.60323 1.03401
2003 183.60968 1.03404
2003 183.61613 1.03408
2003 183.62258 1.03412
2003 183.62903 1.03415
2003 183.63548 1.03419
2003 183.64194 1.03423
2003 183.64839 1.03426
2003 183.65484 1.03430
2003 183.66129 1.03434
2003 183.66774 1.03437
2003 183.67419 1.03441
2003 183.68065 1.03444
2003 183.68710 1.03448
2003 183.69355 1.03452

R2003.htm

erty | Privacy & Security Notices | Terms & Conditions | Accessibility | Data Quality
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3% TREASURY 10-YEAR INFLATION-INDEXED NOTES
Due July 15, 2012

Ref CPI and Index Ratios for August 2003

Ccontact: Office of Financing
DESCRIPTION:
CUSIP NUMBER:
DATED DATE:
ORIGINAL ISSUE DATE:
ADDITIONAL ISSUE DATES:

MATURITY DATE:
Ref CPI on DATED DATE:
TABLE FOR MONTH OF:

NUMBER OF DAYS IN MONTH:

CPI-U (NSA) April 2003
CPI-U (NSA) May 2003
CPI-U (NSA) June 2003
Month Calendar Day
August 1
August 2
August 3
August 4
August 5
August 6
August 7
August 8
August 9
August 10
August 11
August 12
August 13
August 14
August 15
August 16
August 17
August 18
August 19
August 20
August 21
August 22
August 23
August 24
August 25
August 26
August 27
August 28
August 29
August 30
August 31

202-691-3550

Series C-2012

912828AF7

July 15, 2002

July 15, 2002

October 15, 2002

January 15, 2003

July 15, 2012

179.80000

August 2003

31

183.8

183.5

183.7
Year Ref CPI Index Ratio
2003 183.50000 1.02058
2003 183.50645 1.02061
2003 183.51290 1.02065
2003 183.51935 1.02069
2003 183.52581 1.02072
2003 183.53226 1.02076
2003 183.53871 1.02079
2003 183.5451¢6 1.02083
2003 183.55161 1.02087
2003 183.55806 1.02090
2003 183.56452 1.02094
2003 183.57097 1.02097
2003 183.57742 1.02101
2003 183.58387 1.02104
2003 183.59032 1.02108
2003 183.59677 1.02112
2003 183.60323 1.02115
2003 183.60968 1.02119
2003 183.61613 1.02122
2003 183.62258 1.02126
2003 183.62903 1.02130
2003 183.63548 1.02133
2003 183.64194 1.02137
2003 183.64839 1.02140
2003 183.65484 1.02144
2003 183.66129 1.02148
2003 183.66774 1.02151
2003 183.67419 1.02155
2003 183.68065 1.02158
2003 183.68710 1.02162
2003 183.69355 1.02165

D/IWww mihlicdeht traac onv/af/af1No082003.htm

5/17/2005
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1-7/8% TREASURY 10-YEAR INFLATION-INDEXED NOTES
Due July 15, 2013

Ref CPI and Index Ratios for August 2003

contact: Office of Financing 202-691-3550

DESCRIPTION: Series C-2013
CUSIP NUMBER: 9012828RBD1
DATED DATE: July 15, 2003

ORIGINAL ISSUE DATE:
MATURITY DATE:

Ref CPI on DATED DATE:
TABLE FOR MONTH OF:

NUMBER OF DAYS IN MONTH:

July 15, 2003
July 15, 2013
183.66452
August 2003
31

CPI-U (NSA) April 2003 183.8

CPI-U (NSA) May 2003 183.5

CPI-U (NSA) June 2003 183.7

Month Calendar Day Year Ref CPI Index Ratio
August 1 2003 183.50000 0.99910
August 2 2003 183.50645 0.99914
August 3 2003 183.51290 0.99917
August 4 2003 183.51935 0.99921
August 5 2003 183.52581 0.99924
August 6 2003 183.53226 0.99928
August 7 2003 183.53871 0.99932
August 8 2003 183.54516 0.99935
August 9 2003 183.55161 0.99939
August 10 2003 183.55806 0.99942
August 11 2003 183.56452 0.99946
August 12 2003 183.57097 0.99949
August 13 2003 183.57742 0.99953
August 14 2003 183.58387 0.99956
August 15 2003 183.59032 0.99960
August 16 2003 183.59677 0.99963
August 17 2003 183.60323 0.99967
August 18 2003 183.60968 0.99970
August 19 2003 183.61613 0.99974
August 20 2003 183.62258 0.99977
August 21 2003 183.62903 0.99981
August 22 2003 183.63548 0.99984
August 23 2003 183.64194 0.99988
August 24 2003 183.64839 0.99991
August 25 2003 183.65484 0.99995
August 26 2003 183.66129 0.99998
August 27 2003 183.66774 1.00002
August 28 2003 183.67418 1.00005
August 29 2003 183.68065 1.00009
August 30 2003 183.68710 1.00012
August 31 2003 183.69355 1.00016

Intellectual Property | Privacy & Security Notices | Terms & Conditions | Accessibility | Data Quality
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PRESS ROOM

FROM THE OFFICE OF PUBLIC AFFAIRS

July 16, 2003
JS-569

Treasury and IRS put Common Trust Fund Straddle
Tax Shelter Participants and Promoters on Notice

Today the Treasury Department and the IRS issued Notice 2003-54, which
addresses tax shelters using straddles in a common trust fund entity. The Notice
advises taxpayers and promoters that the transactions do not generate the tax
benefits claimed by the promoters.

“Once again, Treasury and IRS have identified a tax shelter transaction that does
not produce the tax benefits advertised by the promoters, and we are putting
taxpayers and promoters on notice that they are subject to challenge by the IRS if
the benefits are claimed on a return,” stated Treasury Assistant Secretary for Tax
Policy Pam Olson. “This is another example of our continuing resolve to identify,
pursue, and shut down tax shelters.”

The transaction involves the use of a common trust fund (CTF) that invests in
economically offsetting gain and loss positions in foreign currencies and allocates
the gains to one or more tax indifferent parties and the losses to another taxpayer.

The text of Notice 2003-54 is below.

Part Il - Administrative, Procedural, and Miscellaneous
Common Trust Fund Straddle Tax Shelter

Notice 2003-54

The Internal Revenue Service and the Treasury Department have become aware
of a type of transaction, described below, that is being used by taxpayers for the
purpose of generating deductions. This notice alerts taxpayers and their
representatives that the claimed tax benefits purportedly generated by these
transactions are not allowable for federal income tax purposes. This notice also
alerts parties involved with these transactions of certain responsibilities that may
arise from their involvement with these transactions.

FACTS

The transaction involves the use of a common trust fund (CTF) that invests in
economically offsetting gain and loss positions in foreign currencies and allocates
the gains to one or more tax indifferent parties and the losses to another taxpayer.
For example, in the transaction, a bank (Bank) forms a CTF. The CTF's plan
provides for monthly valuation dates and for the computation of income and loss on
a monthly basis. Two tax indifferent investors, through grantor trusts (Investors'
Trusts), each invest money in the CTF. The CTF then invests the money in
economically offsetting positions in foreign currencies, which become offsetting gain
and loss positions as a result of market price movements. The CTF sells the gain
position and allocates the gain proportionately to the Investors' Trusts.

The next month, an investor (Taxpayer) who desires a tax loss uses a grantor trust
(Taxpayer's Trust) to invest in the CTF. Taxpayer's Trust makes a large investment
for an 80 percent share of the CTF. Consequently, the shares of the CTF's portfolio
owned by the Investors' Trusts are diminished to 10 percent each. The CTF then
sells the loss position. For tax purposes, the loss is allocated proportionately
among Taxpayer's Trust and Investors' Trusts. Taxpayer's Trust is allocated 80
percent of the tax loss and Investors' Trusts are each allocated 10 percent of the
tax loss under the accounting rules provided in § 1.584-2(c)(2) of the Income Tax

http://www .treas.gov/press/releases/js569.htm 4/27/2005
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Regulations.
ANALYSIS

The transaction described in this notice has been designed to use economically
offsetting positions, one or more tax indifferent parties, and the CTF accounting
rules of § 584 of the Internal Revenue Code to allow Taxpayer to claim a
noneconomic loss. The Service intends to chalienge the purported tax benefits
from this transaction on a number of grounds.

The offsetting positions entered into by the CTF did not have any effect on the
CTF's net economic position or non-tax objectives and did not serve any non-tax
objectives of the CTF or afford it a reasonable prospect for profit. Therefore, the
losses purportedly resulting from this transaction are not aliowable. See ACM
Partnership v. Commissioner, 157 F.3d 231, 260 (3d Cir. 1998), cert. denied, 526
U.S. 1017 (1999). In addition, the Service may disallow the loss of an individual
under § 165(c)(2) by asserting that the loss was not incurred in a transaction
undertaken for profit. See Smith v. Commissioner, 78 T.C. 350 (1982) and Fox v.
Commissioner, 82 T.C. 1001 (1984) (disallowing losses from straddle
transactions). Further, the Service may, under appropriate circumstances, assert
that the CTF does not meet the requirements of § 584, including the requirement
that it be operated in conformity with the rules and regulations of the Comptroller of
the Currency, as set forth in 12 C.F.R. § 9.18 (2003). In that event, the Service will
recharacterize such a CTF as a partnership and reallocate the gains and losses in
accordance with the economics of the transaction and the interests of the
participants. See § 704(b). In addition, the Service may challenge the allowance of
the loss deduction based on other statutory provisions, including § 988, and judicial
doctrines.

Transactions that are the same as, or substantially similar to, the transaction
described in this notice are identified as "listed transactions" for purposes of §
1.6011-4(b)(2) of the Income Tax Regulations and §§ 301.6111-2(b)(2) and
301.6112-1(b)(2) of the Procedure and Administration Regulations. The transaction
described in this notice and the transactions described in Notice 2002-50, 2002-28
I.R.B. 98 (Partnership Straddie Tax Shelter), and Notice 2002-65, 2002-41 [.R.B.
690 (Passthrough Entity Straddle Tax Shelter), are substantially similar
transactions. For purposes of §§ 1.6011-4(b)(2), 301.6111-2(b)(2), and 301.6112-1
(b)(2), a transaction will be considered the same as, or substantially similar to, the
transaction described in this notice even if the gain and loss legs of the
economically offsetting positions are triggered in separate taxable years, or a trust
other than a grantor trust is used. Further, it should be noted that, independent of
their classification as "listed transactions" for purposes of §§ 1.6011-4(b)(2),
301.6111-2(b)(2), and 301.6112-1(b)(2), transactions that are the same as, or
substantially similar to, the transaction described in this notice may already be
subject to the disclosure requirements of § 6011, the tax shelter registration
requirements of § 6111, or the list maintenance requirements of § 6112 (§§ 1.6011-
4,301.6111-1T, 301.6111-2 and 301.6112-1).

Persons who are required to satisfy the registration requirement of § 6111 with
respect to the transaction described in this notice or substantially similar
transactions and who fail to do so may be subject to the penalty under § 6707(a).
Persons who are required to satisfy the list-keeping requirement of § 6112 with
respect to the transactidn or substantially similar transactions and who fail to do so
may be subject to the penalty under § 6708(a). In addition, the Service may impose
penalties on participants in this transaction or substantially similar transactions or,
as applicable, on persons who participate in the reporting of this transaction or
substantially similar transactions, including the accuracy-related penalty under §
6662 and the return preparer penalty under § 6694.

The principal author of this notice is Tara P. Volungis of the Office of Associate
Chief Counsel (Passthroughs and Special Industries). For further information
regarding this notice, contact Ms. Volungis on (202) 622-3080 (not a toll-free call).

http://www.treas.gov/press/releases/js569.htm 4/27/2005
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FROM THE OFFICE OF PUBLIC AFFAIRS

To view or print the Microsoft Word content on this page, download the free Microsoft Word
Viewer.

July 16, 2003
JS-570

MEDIA ADVISORY
President’s Commission on United States Postal Service
Received Subcommittee Recommendations at Public Meeting

The President’'s Commission on the United States Postal Service today received
and considered the recommendations of two of the four Commission
subcommittees at its eighth public meeting in Washington, DC. The Commission
will submit its report to the President by July 31, 2003.

The adopted recommendations are attached below.

The nine-member bipartisan Commission, established by President Bush on
December 11, 2002, will identify the operational, structural, and financial challenges
facing the Postal Service; examine potential solutions; and recommend legislative
and administrative steps to ensure the jong-term viability of postal services in the
United States. The Commission is co-chaired by James A. Johnson, Vice Chairman
of Perseus, L.L.C., and Harry J. Pearce, Chairman of Hughes Electronics
Corporation.

Additional information about the Commission can be found at
http://www treasury.gov/offices/domestic-finance/usps

Related Documents:

e Recommendations Adopted by the Commission Report of the Business
Model Subcommittee

e Recommendations Adopted by the Commission Report of the Private-
Sector Parnership Subcommittee

¢ Recommendations Adopted by the Commission Report of the Co-Chairs

http://www treas.ocov/nress/releases/js570.htm 4/27/2005
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PRESS ROOM

FROM THE OFFICE OF PUBLIC AFFAIRS

July 16, 2003
JS-571

Statement of
Assistant Secretary for Financial Institutions Wayne A. Abernathy
Regarding Subcommittee Approval of FCRA Measure

“Chairman Spencer Bachus, Congresswoman Darlene Hooley, and the cosponsors
of the Fair and Accurate Credit Transactions Act of 2003, are to be congratulated
for the approval of their bill today by the House Subcommittee on Financial
Institutions and Consumer Credit.

The 41 to 0 vote demonstrates not only that they worked hard to get a lot of
support, but that they produced a bill worthy of that support. This is a major piece
of legislation, incorporating among its provisions in substance the elements of the
Administration proposal announced by Secretary Snow. on June 30. We look
forward to continuing to work with the Congress as the bill moves on to
consideration by the full Committee.

This prompt legislative action should serve to reassure consumers all across the
country that vital action is being taken this year to improve the accuracy and
security of their financial information-particularly in the fight against identity theft-
while continuing to expand access to financial services for all Americans.”

http://www.treas.gov/press/releases/jsS71 . htm 4/771700%
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Thank you very much for inviting me here today. It's a pleasure to speak with you
about Brazil, especially at a time of growing optimism about Brazil's future.

The name of this event—Brazil: From Stabilization to Growth—could not be more
appropriate. Less than a year ago, the market was weighed down by uncertainty in
the lead-up to an election that would provide Brazil new leadership after eight years
of solid and stable policies under President Fernando Henrique Cardoso. This
uncertainty, and a somewhat turbulent global environment at the time, combined to
drive spreads on Brazilian bonds to more than 2400 basis points over U.S.
Treasuries and the real to nearly four to the dollar. Since then, there has been
rebound in market confidence and greater stability: the real has strengthened 20%
and spreads on Brazilian bonds have narrowed to 800 basis points over U.S
Treasuries.

This return of market confidence can be credited to the bold and far-sighted policy
choices of the Luta Administration in its opening months in office. President Lula
rightly recognized the importance of macroeconomic stability to the achievement of
the social goals he articulated in his inauguration speech. As the government
implements its program to forge a better life for all Brazilians, economic policies will
continue to be integral to the achievement of this vision. The current period of
rising confidence and stability creates a window of opportunity for looking beyond
short-term financial concerns and focusing on the long-term priority of economic
growth.

Today | would like to say a few words about developments in recent months, before
turning to the opportunities that lie ahead.

The Start of the Lula Administration

President Lula and his economic team came into office committed to continued
fiscal responsibility, and to a monetary policy that makes long-term price stability
the top priority. They have delivered on their commitments: fiscal performance so
far this year has exceeded formal targets established in Brazil's IMF program.
And Brazil has formally committed to achieving similar primary surplus targets in
2004. Thanks to the Central Bank’s continuing efforts to meet inflation targets,
inflation is falling rapidly. Consumer prices declined in June for the first time in
more than four years and inflation appears to be on the desired path.

Brazil's export sector has outperformed even the most optimistic expectations:
June’s trade surplus measured $2.4 billion, generating a record high trade surplus
of $21 billion for the last 12 months. Even more compelling is the fact that these
results have been achieved largely through export expansion rather than import
compression. Brazil's impressive trade performance partially derives from
expanding trade with non-traditional trading partners such as China. Diversifying its
export markets not only increases total exports but also reduces vulnerabilities to
volatility in any single market.

Finlally,.the Lula administration submitted to Brazil's Congress key pension and tax
legislation that goes to the heart of Brazil's long-term fiscal position. Passage and
implementation of these reforms will lay the foundation for the reduction of Brazil's
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debt levels and free up future government resources for productive investment.
While more vigorous legislative debate lies ahead, we commend the government’s
efforts to build broad support for reforms while maintaining the key reform
objectives.

Laying the Basis for Sustained Growth

In Brazil, as elsewhere, the ability of an economy to deliver rising standards of living
depends upon increasing the amount of goods and services that each worker
produces—or, in the language of economists, increasing productivity. Labor
productivity in turn depends upon (1) the amount of capital that each worker has to
work with, and (2) the technology and efficiency with which the factors of production
are used. The goal of government policy should be to create an environment that
increases productivity growth by encouraging investment (capital accumulation) and
rewarding innovation, entrepreneurship and competition (technological progress
and increased efficiency).

There is great potential for improving productivity growth in Brazil. Productivity
declined dramatically during the crisis years of the 1980s. Market-oriented reforms
in the 1990s were pivotal in reversing this trend. But productivity growth remains
modest, and international experience suggests that more can be achieved.

Good economic policies can unleash Brazil's potential for substantial productivity
gains. In Brazil, priority areas include tax and labor market policy, industrial
regulation, the financial sector, health and education, and trade.

The Lula administration’s proposed tax reform provides a good example of a reform
to improve Brazil’s business and investment environment and enhance the
incentives for capital accumulation and economic activity. The proposal seeks to
replace the remaining major cascading tax with a value-added tax. This would
prevent double taxation on inputs and lower production costs—and that has an
obvious positive impact on the competitiveness of Brazilian goods at home and
abroad. Another key component of the legislation would reduce the payroll tax
burden. High payroll taxes that keep labor costs high discourage job creation and
push employment into the informal sector. Reduction of the payroll tax burden
provides an incentive to bring Brazilian workers into the formal labor market.

The importance of incentives is also prominent in the area of regulatory policy.
Attracting investment in Brazil's domestic infrastructure is essential to supporting
activity throughout the economy. Clear and transparent regulation is needed to
attract new investment to key industries such as energy and telecommunications,
so that investors can be confident in the long-run viability of business plans. The
United States knows from experience the complexities inherent in the regulation of
key industries. We look forward to sharing our experiences with the Brazilian
government as it continues its dialogue with investors, government entities, and
consumers on regulatory reform.

Many observers have commented on the high cost of credit in Brazil as a constraint
on investment. The government’s continued progress in containing inflation will
allow for further reductions in the benchmark Selic rate, which will have a direct
impact on lowering borrowing costs. Beyond this, a number of factors contribute to
high bank lending rates that make credit prohibitively expensive to most Brazilian
businesses. Banks hold large amounts of Brazilian government debt, rather than
loans, on the asset sides of their balance sheets. Continued progress with sound
fiscal policies ought to allow a reduction in the total amount of government debt and
thus a reduction in this “crowding out” of bank credit, thus increasing the availability
of credit to the private sector. On the microeconomic side, high bank operating
costs and weak creditor rights also keep borrowing costs high. Government policy
matters here, too. Passage of bankruptcy legislation that has been pending in
Brazil's Congress for nearly ten years would represent significant progress toward
addressing the issue of creditor rights.

Experience from around the world has demonstrated that investing in people
through health and education is needed to build a capable and industrious labor
force. President Lula's Zero Hunger initiative is a good example of what the new
administration is doing to provide for such basic needs. In education we hope that
the Lula administration is successful in building on the progress of the 1990s that
increased primary school enroliment and reduced the adult illiteracy rate. Passage
of social security reform and other efforts to maintain sound public finances will free
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up government resources for additional investments in these areas.

Finally, the area of trade presents a tremendous growth opportunity for Brazil. The
reduction of trade barriers encourages the growth of exports, enhances the
competitiveness of domestic industry, and lowers the cost of goods to consumers.
While Brazil has liberalized substantially in the last decade, total trade (exports plus
imports) as a share of GDP remains relatively low by middle-income country
standards at approximately 29% of GDP in 2002. By way of comparison, trade
equals roughly half of Mexico’s and Turkey’s gross domestic products, two-thirds of
Korea’'s GDP and more than 100% of Thailand’s GDP in 2002. Brazil's trade
performance over the past year, which resulted in an accumulated trade surplus
through the first half of the year of $10 billion and a rolling 12-month surplus of $20
billion, demonstrates the importance of trade to the overall health of the Brazilian
economy.

Important multilateral initiatives to reduce trade barriers—globally through the World
Trade Organization, regionally through the Free Trade Area of the Americas
(FTAA)—are now underway. Brazil is positioned to take a leadership role in these
initiatives. Ambassador Zoellick was recently in Brazil to discuss next steps on the
FTAA. While much work remains to be done, the United States remains committed
to achieving the January 2005 deadline. As co-chairs of this effort, Brazil and the
United States bear a significant responsibility for bringing the FTAA to fruition. Our
goals are ambitious, but achievable.

U.S.-Brazilian Cooperation

The first months of the Lula administration provide a good indication of its
seriousness in addressing Brazil's key economic challenges. Such a process is
never easy. But for each obstacle, there is also an opportunity.

In this spirit, it was announced during President Lula’s visit to Washington last
month that the United States Treasury Department and Brazil's Finance Ministry will
initiate regular consultations on accelerating economic growth in both countries.
This dialogue—the Group for Growth—uwill facilitate in-depth discussions on growth
strategies. It will enable us to share experience and best practices for addressing
common challenges. It will provide a forum for discussions lessons learned in such
areas as reforming fiscal and tax policies; reducing impediments to the creation and
expansion of small and medium-sized companies; increasing investment and
business credit; promoting trade; developing infrastructure; and strengthening
domestic competition.

Through this and other areas of engagement, the United States looks forward to
working with our Brazilian partners to advance growth and poverty reduction
strategies in our two countries and throughout the hemisphere.

Thank you very much and | ook forward to this morning’s discussion.
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Treasury Clarifies rules for Attribute Reduction after a Bankruptcy
Reorganization

Today the Treasury Department and the IRS issued temporary regulations
that clarify the rules for reducing tax attributes (e.g., net operating losses)
for companies that undergo bankruptcy reorganizations. These regulations
will prevent companies from taking the position that they are entitled to
unreduced tax attributes after realizing discharge of indebtedness income
in a year that ends with a bankruptcy reorganization. The temporary
regulations apply to discharges of indebtedness occurring after July 17,
2003.

Related Documents:

e The text of the Temporary Regulations
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Reduction of Tax Attributes Due to Discharge of Indebtedness

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTION: Final and temporary regulations.

SUMMARY: This document contains regulations relating to the reduction of tax attributes under
sections 108 and 1017 of the Internal Revenue Code. These temporary regulations affect
taxpayers that exclude discharge of indebtedness income from gross income under section 108.
The text of these temporary regulations also serves as the text of the proposed regulations set
forth in the notice of proposed rulemaking on this subject in the Proposed Rules section in this-
issue of the Federal Register.

DATES: Effective Date: These temporary regulations are effective [INSERT DATE THIS

DOCUMENT IS FILED WITH THE FEDERAL REGISTER].

Applicability Date: These temporary regulations apply to discharges of indebtedness

occurring after [INSERT DATE THIS DOCUMENT IS FILED WITH THE FEDERAL

REGISTER].
FOR FURTHER INFORMATION CONTACT: Theresa M. Kolish (202 622-7930) of the Office
of the Associate Chief Counsel (Corporate) (not a toll-free number).

SUPPLEMENTARY INFORMATION:



Background

The Debt Discharge Rules

Pursuant to section 61(a)(12), gross income includes income from the discharge of
indebtedness (COD income). Section 108(a)(1), which reflects the amendments enacted in the
Bankruptcy Tax Act of 1980, Public Law 96-589, section 2, 94 Stat. 3389 (1980) (1980-2 C.B.
607), however, provides that, where the discharge occurs in a title 11 case, where the taxpayer is
insolvent, or where the indebtedness is “qualified farm indebtedness” or “qualified real property
business indebtedness,” gross income does not include any amount that otherwise would be
includible in gross income by reason of that discharge (in whole or in part) of the indebtedness of
the taxpayer.

Although section 108(a) excludes COD income from gross income under those
circumstances, section 108(b) requires the reduction of certain tax attributes in an amount that
reflects the amount excluded from gross income, thereby generally deferring, rather than
permanently eliminating, the inclusion of COD income. Section 108(b)(2) requires the reduction
of the following tax attributes of the taxpayer in the following order: (A) net operating losses; (B)
general business credits; (C) minimum tax credits; (D) capital loss carryovers; (E) adjusted basis
of property; (F) passive activity losses and credit carryovers; and (G) foreign tax credit
carryovers. Section 108(b)(4)(A) provides that the reductions are made after the determination of
the tax imposed for the taxable year of the discharge. Section 108(b)(4)(B) provides that the
reductions of net operating losses and capital loss carryovers are made first in the loss for the
taxable year of the discharge and then in the carryovers to such taxable year in the order of the

taxable years from which each such carryover arose. If the excluded COD income exceeds the
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sum of the taxpayer’s tax attributes, the excess is disregarded such that it does not result in
income or have other tax consequences. See H.R. Rep. No. 96-833, at 11 (1980).

Instead of reducing tax attributes in the order set forth in section 108(b)(2), a taxpayer
may elect under section 108(b)(5) to reduce first the adjusted bases of depreciable property to the
extent of the excluded COD income. The amount to which the election applies is limited to the
aggregate adjusted basis of the depreciable property held by the taxpayer as of the beginning of
the taxable year following the taxable year in which the discharge occurs. If the adjusted bases of
depreciable property are insufficient to offset the entire amount of excluded COD income, the
taxpayer must then reduce any remaining tax attributes in the order set forth in section 108(b)(2).

Congress intended the election under section 108(b)(5) to allow debtors, including debtors in
bankruptcy, to account for a debt discharge amount in a manner most favorable to their tax
situations. See S. Rep. No. 96-1035, at 10 (1980); H.R. Rep. No. 96-833, at 9 (1980).

Section 1017(a) provides that when any portion of COD income excluded from gross
income under section 108(a) is to be applied to reduce basis, then such portion shall be applied to
reduce the basis of any property held by the taxpayer at the beginning of the taxable year
following the taxable year in which the discharge occurs. Section 1017(b)(1) provides that the
amount of reduction under section 1017(a), and the particular properties the bases of which are to
be reduced, shall be determined under regulations.

The Reorganization Rules

Section 368(a)(1) defines a reorganization to include certain types of asset acquisitions.
Under section 361, a corporation that is a party to a reorganization recognizes neither gain nor

loss when it exchanges property, in pursuance of the plan of reorganization, solely for stock or
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securities in another corporation that is a party to the reorganization. If the corporation receives
in the exchange not only stock or securities permitted to be received without the recognition of
gain, but also other property or money, then the corporation may be required to recognize gain.
Under section 362(b), if property is acquired by a corporation in connection with a
reorganization, then the basis is the same as it would be in the hands of the transferor, increased
by the amount of gain recognized to the transferor on such transfer.

Section 332(a) provides that a corporation recognizes no gain or loss on the receipt of
property distributed in complete liquidation of another corporation. Section 337(a) provides that
a liquidating corporation recognizes no gain or loss on the distribution to the 80-percent
distributee of any property in a complete liquidation to which section 332 applies. Under section
334(b)(1), if property is received by a corporate distributee in a distribution in a complete
liquidation to which section 332 applies, the basis of such property in the hands of such
distributee is the same as it would be in the hands of the transferor. However, in any case in
which gain or loss is recognized by the liquidating corporation with respect to such property, the
basis of such property in the hands of such distributee is the fair market value of the property at
the time of the distribution.

Section 381 provides that a corporation that acquires the assets of another corporation in a
distribution to which section 332 applies or in a transfer to which section 361 applies (but only if
the transfer is in connection with certain reorganizations described in sections 368(a)(1)(A), (C),
(D), (F), or (G)) shall succeed to, and take into account, as of the close of the day of distribution
or transfer, the items described in section 381(c) of the distributor or transferor corporation,

subject to certain conditions and limitations. Among those items described in section 381(c) are
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net operating loss carryovers, capital loss carryovers, general business credits, and minimum tax
credits. With respect to net operating loss carryovers and capital loss carryovers, the regulations
under section 381 reflect that the acquiring corporation succeeds to only those carryovers that
remain after the application of sections 172 and 1212 and their carryforward and carryback
provisions. See §§1.381(c)(1)-1; 1.381(c)(3)-1. Furthermore, those regulations provide that the
acquiring corporation succeeds to only those general business credits that remain unused by the
transferor corporation after computing its taxable income for the year of the transfer. See
§1.381(c)(23)-1. Section 381(b)(1) provides that, except in the case of an acquisition in
connection with a reorganization described in section 368(a)(1)(F), the taxable year of the
distributor or transferor corporation ends on the date of distribution or transfer.

Interaction Between Debt Discharge and Reorganization Rules

Questions have arisen regarding the application of the attribute reduction rules of sections
108 and 1017 when a transaction described in section 381(a) ends a taxable year in which the
transferor excludes COD income from gross income. If section 108(b)(4)(A) and section 1017
were interpreted to require attribute reduction to occur after the close of the taxable year of
discharge and after the transfer of assets and carryover of items described in section 381(c), then
arguably no attributes described in section 108(b)(2) would be available for reduction.
Explanation of Provisions

The IRS and Treasury Department believe that the rule of section 108(b)(4)(A) prescribes
an ordering of calculations. First, section 108(b)(4)(A) requires a determination of the taxpayer’s
tax for the taxable year of discharge in order to identify the amounts, if any, of the tax attributes

described in section 108(b)(2) that remain available for reduction. Second, section 108(b)(4)(A)
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requires the reduction of those attributes. This ordering rule affords the taxpayer the use of
certain of its tax attributes described in section 108(b)(2), including any losses carried forward to
the taxable year of discharge, for purposes of determining its tax for the taxable year of discharge,
before subjecting those attributes to reduction.

Similarly, the IRS and Treasury believe that the rule of section 1017 prescribes an
ordering of calculations. The Bankruptcy Tax Act of 1980 reflects that Congress enacted the rule
of section 1017 "to avoid interaction between basis reduction and reduction of other attributes."

S. Rep. No. 96-1035, at 14 (1980); H. Rep. No. 96-833, at 11 (1980). Without this rule, a circular
calculation could be required. The taxpayer's net operating loss for the year of the discharge of
indebtedness might be based in part on the amount of cost recovery deductions allowed to the
taxpayer. The amount of cost recovery deductions, however, would depend on the taxpayer's
basis in its depreciable or amortizable property at the end of the year. Because net operating
losses are reduced by excluded COD income prior to the reduction of asset basis absent an
election under section 108(b)(5), the amount of basis required to be reduced would depend on the
amount of net operating losses. Reducing the basis of property held by the taxpayer at the
beginning of the taxable year following the taxable year in which the discharge occurs avoids this
circularity.

The position that sections 108 and 1017 require the reduction of attributes, including the
basis of transferred assets, in cases where the debtor’s taxable year ends with a transfer of assets
in a transaction described in section 381 is consistent with the policies underlying sections 108
and 1017 and the corporate reorganization provisions, including “deferring, but eventually

collecting within a reasonable period, tax on ordinary income realized from debt discharge.” S.
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Rep. No. 96-1035, at 10 (1980). For example, assume that a debt of corporation X is discharged
in atitle 11 case. X’s attributes described in section 108(b)(2) consist solely of basis in property.
As part of a plan of reorganization, X transfers all of its assets to a newly formed corporation, Y.
Under section 368(a)(3)(C), even though the transaction also qualifies as a reorganization under
section 368(a)(1)(F), the transaction is treated as qualifying as a reorganization only under section
368(a)(1)(G). If sections 108 and 1017 were interpreted to not require a reduction of the bases of
the property transferred, X would permanently exclude from gross income the COD income,
notwithstanding that X underwent nothing more than a mere change in identity, form, or place of
organization. Accordingly, consistent with the legislative history of the Bankruptcy Tax Act of
1980, the IRS and Treasury Department believe that the basis reduction rules of sections 108 and
1017 apply to property of a debtor transferred in a transaction described in section 381(a).

The legislative history of the Bankruptcy Tax Act of 1980 reflects that Congress
specifically anticipated that amounts that carry over in a transaction described in section 381,
including the basis of transferred property, are to be adjusted under the rules of sections 108 and
1017 to account for excluded COD income. See H.R. Rep. No. 96-833, at 32-34 (1980). The
legislative history states:

Assume that Corporation A is in a bankruptcy case commenced after
October 1, 1979. Immediately prior to a transfer under a plan of reorganization,
A's assets have an adjusted basis of $75,000 and a fair market value of $100,000.
A has a net operating loss carryover of $200,000. A has outstanding bonds of
$100,000 (on which there is no accrued but unpaid interest) and trade debts of
$100,000.

Under the plan of reorganization, A is to transfer all its assets to
Corporation B in exchange for $100,000 of B stock. Corporation A will distribute

the stock, in exchange for their claims against A, one-half to the security holders
and one-half to the trade creditors. A's shareholders will receive nothing.
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The transaction would qualify as a reorganization under new section
368(a)(1)(G) of the Code, since all the creditors are here treated as proprietors for
continuity of interest purposes. Thus, A would recognize no gain or loss on the
transfer of its assets to B (sec. 361). B's basis in the assets would be $75,000 (sec.
362), and B would succeed to A's net operating loss carryover (sec. 381).
Under the bill, . . . [o]n the distribution of B stock to A's trade creditors, A
excludes from gross income the debt discharge amount of $50,000 -- i.e., the
difference between the $100,000 debt held by non-security creditors and the
$50,000 worth of stock given for such debt. A may elect to reduce the basis of its
depreciable assets transferred to B by all or part of the $50,000 debt discharge
amount; to the extent the election is not made, the debt discharge amount reduces
A's net operating loss carryover by the remainder of the debt discharge amount.
H.R. Rep. No. 96-833, at 34 (1980). The treatment of the net operating loss and basis in the
legislative history demonstrates that, in a transaction described in section 381, the transferor’s
attributes, including the basis of transferred property, that carry over to the transferee are reduced.
Accordingly, these temporary regulations clarify that, in the case of a transaction
described in section 381(a) that ends a year in which the distributor or transferor corporation
excludes COD income from gross income under section 108(a), any tax attributes to which the
acquiring corporation succeeds and the basis of property acquired by the acquiring corporation in
the transaction shall reflect the reductions required by sections 108 and 1017. For this purpose,
all attributes listed in section 108(b)(2) of the distributor or transferor corporation immediately
prior to the transaction described in section 381(a), including the basis of property, but after the
determination of tax for the year of the discharge, are available for reduction under section
108(b)(2).
These temporary regulations also clarify that the tax attributes subject to reduction under

section 108(b)(2) that are carryovers to the taxable year of the discharge, or that may be carried

back to taxable years preceding the year of the discharge, are first taken into account by the
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taxpayer for the taxable year of the discharge or the preceding years, as the case may be, before
such attributes are reduced pursuant to section 108(b)(2).

These temporary regulations apply to discharges of indebtedness occurring after

[INSERT DATE THIS DOCUMENT IS FILED WITH THE FEDERAL REGISTER].

Special Analyses

It has been determined that these temporary regulations are not a significant regulatory
action as defined in Executive Order 12866. Therefore, a regulatory assessment is not required.
It has also been determined that section 553(b) of the Administrative Procedures Act (5 U.S.C.
chapter 5) does not apply to these temporary regulations, and, because no preceding notice of
proposed rulemaking is required for these temporary regulations, the provisions of the Regulatory
Flexibility Act (5 U.S.C. chapter 6) do not apply. Pursuant to section 7805(f) of the Internal
Revenue Code, these temporary regulations will be 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 temporary regulations is Theresa M. Kolish, Office of
Associate Chief Counsel (Corporate). However, other personnel from the IRS and Treasury
Department participated in their development.
List of Subjects in 26 CFR Part 1

Income taxes, Reporting and recordkeeping requirements.
Proposed Amendments to the Regulations

Accordingly, 26 CFR part 1 is amended as follows:

PART 1--INCOME TAXES
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Paragraph 1. The authority citation for part 1 is amended by adding the following entry in
numerical order to read as follows:
Authority: 26 U.S.C. 7805 * * *
Section 1.108-7T also issued under 26 U.S.C. 108. * * *
Par. 2. Section 1.108-7T is added to read as follows:

§1.108-7T Reduction of attributes (temporary).

(a) In general. (1) If a taxpayer excludes discharge of indebtedness income (COD income)
from gross income under section 108(a)(1)(A), (B), or (C), then the amount excluded shall be
applied to reduce the following tax attributes of the taxpayer in the following order:

(1) Net operating losses.

(ii) General business credits.

(iii) Minimum tax credits.

(iv) Capital loss carryovers.

(v) Basis of property.

(vi) Passive activity loss and credit carryovers.

(vii) Foreign tax credit carryovers.

(2) The taxpayer may elect under section 108(b)(5), however, to reduce first the basis of
depreciable property to the extent of the excluded COD income. If the basis of depreciable
property is insufficient to offset the entire amount of the excluded COD income, the taxpayer
must then reduce any remaining tax attributes in the order specified in section 108(b)(2). If the
excluded COD income exceeds the sum of the taxpayer’s tax atfributes, the excess is permanently

excluded from the taxpayer’s gross income. For rules relating to basis reductions required by
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sections 108(b)(2)(E) and 108(b)(5), see section 1017 and §1.1017-1. For rules relating to the
time and manner for making an election under section 108(b)(5), see §1.108-4.

(b) Carryovers and carrybacks. The tax attributes subject to reduction under section

108(b)(2) and paragraph (a)(1) of this section that are carryovers to the taxable year of the
discharge, or that may be carried back to taxable years preceding the year of the discharge, are
taken into account by the taxpayer for the taxable year of the discharge or the preceding years, as
the case may be, before such attributes are reduced pursuant to section 108(b)(2) and paragraph
(a)(1) of this section.

(c) Transactions to which section 381 applies. In the case of a transaction described in

section 381(a) that ends a taxable year in which the distributor or transferor corporation excludes
COD income under section 108(a), any tax attributes to which the acquiring corporation succeeds
and the basis of property acquired by the acquiring corporation in the transaction shall reflect the
reductions required by section 108(b). For this purpose, all attributes listed in section 108(b)(2)
of the distributor or transferor corporation immediately prior to the transaction described in
section 381(a), but after the determination of tax for the year of the discharge, including basis of
property, shall be available for reduction under section 108(b)(2).

(d) Examples. The following examples illustrate the application of this section:

Example 1. (i) Facts. In Year 4, X, a corporation in a title 11 case, is entitled under
section 108(a)(1)(A) to exclude from gross income $100,000 of COD income. For Year 4, X has
gross income in the amount of $50,000. In each of Years 1 and 2, X had no taxable income or

loss. In Year 3, X had a net operating loss of $100,000, the use of which when carried over to
Year 4 is not subject to any restrictions other than those of section 172.

(ii) Analysis. Pursuant to paragraph (b) of this section, X takes into account the net
operating loss carryover from Year 3 in computing its taxable income for Year 4 before any
portion of the COD income excluded under section 108(a)(1)(A) is applied to reduce tax
attributes. Thus, the amount of the net operating loss carryover that is reduced under section
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108(b)(2) and paragraph (a) of this section is $50,000.

Example 2. (i) Facts. The facts are the same as in Example 1, except that in Year 4 X
sustains a net operating loss in the amount of $100,000. In addition, in each of Years 2 and 3, X
reported taxable income in the amount of $25,000.

(1) Analysis. Pursuant to paragraph (b) of this section and section 172, the net operating
loss sustained in Year 4 is carried back to Years 2 and 3 before any portion of the COD income
excluded under section 108(a)(1)(A) is applied to reduce tax attributes. Thus, the amount of the
net operating loss that is reduced under section 108(b)(2) and paragraph (a) of this section is
$50,000.

Example 3. (i) Facts. In Year 2, X, a corporation in a title 11 case, has outstanding trade
debts of $200,000 and a depreciable asset that has an adjusted basis of $75,000 and a fair market
value of $100,000. X has no other assets or liabilities. X has a net operating loss of $80,000 that
is carried over to Year 2 but has no general business credit, minimum tax credit, or capital loss
carryovers. Under a plan of reorganization, X transfers its asset to Corporation Y in exchange for
Y stock with a value of $100,000. X distributes the Y stock to its trade creditors in exchange for
release of their claims against X. X's shareholders receive nothing in the transaction. The
transaction qualifies as a reorganization under section 368(a)(1)(G) that satisfies the requirements
of section 354(a)(1)(A) and (B). For Year 2, X has gross income of $10,000 (without regard to
any income from the discharge of indebtedness) and is allowed a depreciation deduction of
$10,000 in respect of the asset. In addition, it generates no general business credits.

(i1) Analysis. On the distribution of Y stock to X's trade creditors, under section
108(a)(1)(A), X is entitled to exclude from gross income the debt discharge amount of $100,000.
(Under section 108(e)(8), X is treated as satisfying $100,000 of the debt owed the trade creditors
for $100,000, the fair market value of the Y stock transferred to those creditors.) In Year 2, X has
no taxable income or loss because its gross income is exactly offset by the depreciation deduction.
As a result of the depreciation deduction, X’s basis in the asset is reduced by $10,000 to $65,000.
Pursuant to paragraph (c) of this section, the amount of X’s net operating loss to which Y
succeeds pursuant to section 381 and the basis of X’s property transferred to Y must take into
account the reductions required by section 108(b). Pursuant to paragraph (a) of this section, X’s
net operating loss carryover in the amount of $80,000 is reduced by $80,000 of the COD income
excluded under section 108(a)(1). In addition, X’s basis in the asset is reduced by $20,000, the
extent to which the COD income excluded under section 108(a)(1) did not reduce the net
operating loss. Accordingly, as a result of the reorganization, there is no net operating loss to
which Y succeeds under section 381. Pursuant to section 361, X recognizes no gain or loss on the
transfer of its property to Y. Pursuant to section 362(b), Y’s basis in the asset acquired from X is
$45,000.

Example 4. (i) Facts. The facts are the same as in Example 3, except that X elects under
section 108(b)(5) to reduce first the basis of its depreciable asset.
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(ii) Analysis. As in Example 3, on the distribution of Y stock to X's trade creditors, under
section 108(a)(1)(A), X is entitled to exclude from gross income the debt discharge amount of
$100,000. In addition, in Year 2, X has no taxable income or loss because its gross income is
exactly offset by the depreciation deduction. As a result of the depreciation deduction, X’s basis
in the asset is reduced by $10,000 to $65,000. Pursuant to paragraph (c) of this section, the
amount of X’s net operating loss to which Y succeeds pursuant to section 381 and the basis of X’s
property transferred to Y must take into account the reductions required by section 108(b). As a
result of the election under section 108(b)(5), X’s basis in the asset is reduced by $65,000 to $0.
In addition, X’s net operating loss is reduced by $35,000, the extent to which the amount
excluded from income under section 108(a)(1)(A) does not reduce X’s asset basis. Accordingly,
as a result of the reorganization, Y succeeds to X’s net operating loss in the amount of $45,000
under section 381. Pursuant to section 361, X recognizes no gain or loss on the transfer of its
property to Y. Pursuant to section 362(b), Y’s basis in the asset acquired from X is $0.

(e) Effective date. This section applies to discharges of indebtedness occurring after

[INSERT DATE THESE REGULATIONS ARE FILED WITH THE FEDERAL

REGISTER].
Par. 3. Section 1.1017-1 is amended by adding paragraph (b)(4) to read as follows:

§1.1017-1 Basis reductions following a discharge of indebtedness.

* k %k %k ok

(4) For further guidance, see §1.1017-1T(b)(4).

* ok ok ok ok

Par. 4. Section 1.1017-1T is added to read as follows:

§1.1017-1T Basis reductions following a discharge of indebtedness (temporary).

(a) through (b)(3) [Reserved]. For further guidance, see §1.1017-1(a) through (b)(3).

(4) Transactions to which section 381 applies. In the case of a transaction described in

section 381(a) that ends a taxable year in which the distributor or transferor corporation excludes

COD income from gross income under section 108(a), the basis of property acquired by the
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acquiring corporation in the transaction shall reflect the reductions required by section 1017 and
this section. For this purpose, the basis of property of the distributor or transferor corporation
immediately prior to the transaction described in section 381(a), but after the determination of tax
for the year of the discharge, shall be available for reduction under section 108(b)(2). See
§1.108-7T. This paragraph (b)(4) applies to discharges of indebtedness occurring after [INSERT

DATE THESE REGULATIONS ARE FILED WITH THE FEDERAL REGISTER].




(c) through (i) [Reserved]. For further guidance, see §1.1017-1(c) through (i).

Deputy Commissioner for Services and Enforcement.

Approved:

Assistant Secretary of the Treasury.
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Treasury Announces Opening of Second Round of Competition$3.5 Billion to
be Invested in Low-Income Communities

The Treasury Department today announced the second competitive round for the
allocation of tax credits for up to $3.5 billion in qualified equity investments under
the New Markets Tax Credit (NMTC) Program. This represents the combined
allocations for 2003 and 2004.

“Awards under the NMTC Program support the President’s agenda for economic
growth and job creation,” said Treasury Secretary John W. Snow. “The NMTC
Program has the potential to stimulate private sector investment in the nation’s low-
income communities across our nation, creating needed jobs and opportunities for
many Americans who might not otherwise have them. it also does so in a way that
holds participants accountable for producing results.”

Created by Congress in December 2000, the NMTC Program permits individual and
corporate taxpayers to receive a credit against Federal income taxes for making
Qualified Equity Investments in investment vehicles known as Community
Development Entities, or CDEs. Substantially all of the investment must in turn be
used by CDEs to make qualified investments in low-income communities. The
credit provided to the taxpayer totals 39 percent of the cost of the investment and is
claimed over a seven-year credit allowance period.

Guidance on the second round of allocations will be available with the publication of
the Notice of Allocation Availability in the Federal Register on July, 18, 2003.
Successful CDEs will be allocated NMTCs after a competitive application and
review process, which is administered by Treasury’'s Community Development
Financial Institutions (CDFI) Fund. The allocation application deadline is
September 30, 2003.

“The NMTC Program has the potential to make a significant impact in low income
communities,” said Tony T. Brown, Director of the CDFI Fund. “It offers a
tremendous opportunity to focus capital investment on these communities, capital
which will result in the creation of jobs and new economic activity.”

For more information please visit the CDFI Fund’s web site at: www.cdfifund.gov .

http://www.treas.gov/press/releases/js574.htm 4/27/2005
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TREASURY OFFERS 13-WEEK AND 26-WEEK BILLS

The Treasury will auction 13-week and 26-week Treasury bills totaling $32,000
million to refund an estimated $29,127 million of publicly held 13-week and 26-week
Treasury bills maturing July 24, 2003, and to raise new cash of approximately $2,873
million. Also maturing is an estimated $12,000 million of publicly held 4-week
Treasury bills, the disposition of which will be announced July 21, 2003.

The Federal Reserve System holds $13,592 million of the Treasury bills maturing
on July 24, 2003, in the System Open Market Account (SOMA). This amount may be
refunded at the highest discount rate of accepted competitive tenders either in these
auctions or the 4-week Treasury bill auction to be held July 22, 2003. Amounts
awarded to SOMA will be in addition to the offering amount.

Up to $1,000 million in noncompetitive bids from Foreign and International
Monetary Authority (FIMA) accounts bidding through the Federal Reserve Bank of New
York will be included within the offering amount of each auction. These
noncompetitive bids will have a limit of $100 million per account and will be accepted
in the order of smallest to largest, up to the aggregate award limit of $1,000
million.

TreasuryDirect customers have requested that we reinvest their maturing holdings
of approximately $1,069 million into the 13-week bill and $640 million into the 26-
week bill.

The allocation percentage applied to bids awarded at the highest discount rate
will be rounded up to the next hundredth of a whole percentage point, e.g., 17.13%.

This offering of Treasury securities is governed by the terms and conditions set
forth in the Uniform Offering Circular for the Sale and Issue of Marketable Book-Entry
Treasury Bills, Notes, and Bonds (31 CFR Part 356, as amended).

Details about each of the new securities are given in the attached offering

highlights.
o0o

Attachment
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HIGHLIGHTS OF TREASURY OFFERINGS OF BILLS
TO BE ISSUED JULY 24, 2003

July 17, 2003

Offering Amount ....... ceeeceteseteenteseeas 315,000 million $17,000 million
Maximum Award (35% of Offering Amount) ..... $ 5,250 million $ 5,950 million
Maximum Recognized Bid at a Single Rate .... $ 5,250 million $ 5,950 million
NLP Reporting Threshold ............00ouv... $ 5,250 million $ 5,950 million
NLP Exclusion Amount ...........eewuueemnnn. $ 5,600 million None

Degcription of Offering:

Term and type of security .......coveeuue...

91-day bill

182-day bill

CUSIP number ...........coueiveuienneeneaaa.. 912795 NT 4 912795 PG 0
Auction date ......iiiuiiniiiiiertea July 21, 2003 July 21, 2003
Issue date ........ .ttt inennnnnnn. July 24, 2003 July 24, 2003
Maturity date ....................vvveue.... October 23, 2003 January 22, 2004
Original issue date ........ouveueumumunnn.. April 24, 2003 July 24, 2003
Currently outstanding ..... ceeeecetraneeenas $22,073 million ---

Minimum bid amount and multiples

R

$1,000

$1,000

The following rules apply to all securities mentioned above:
Submission of Bids:
Noncompetitive bids: Accepted in full up to $1 million at the highest discount rate of accepted competitive bids.
Foreign and International Monetary Authority (FIMA) bids: Noncompetitive bids submitted through the Federal Reserve
Banks as agents for FIMA accounts. Accepted in order of size from smallest to largest with no more than $100
million awarded per account. The total noncompetitive amount awarded to Federal Reserve Banks as agents for FIMA
accounts will not exceed $1,000 million. A single bid that would cause the limit to be exceeded will
be partially accepted in the amount that brings the aggregate award total to the $1,000 million limit. However,
if there are two or more bids of equal amounts that would cause the limit to be exceeded, each will be prorated
to avoid exceeding the limit.
Competitive bids:
(1) Must be expressed as a discount rate with three decimals in increments of .005%, e.g., 7.100%, 7.105%.
(2) Net long position (NLP) for each bidder must be reported when the sum of the total bid amount, at all
discount rates, and the net long position equals or exceeds the NLP reporting threshold stated above.
(3) Net long position must be determined as of one half-hour prior to the closing time for receipt of
competitive tenders.
Receipt of Tenders:
Noncompetitive tenders..... Prior to 12:00 noon eastern daylight saving time on auction day
Competitive tenders........ Prior to 1:00 p.m. eastern daylight saving time on auction day
Payment Terms: By charge to a funds account at a Federal Reserve Bank on issue date, or payment of full par amount
with tender. TreasuryDirect customers can use the Pay Direct feature, which authorizes a charge to their account of
record at their financial institution on issue date.
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Statement by Treasury Secretary John Snow
at the conclusion of visits to the United Kingdom and Germany
Amerika Haus, Frankfurt, Germany
July 18, 2003

Achieving strong and vibrant global growth is one of the world’s most
pressing priorities. We live in an interdependent world economy where our
fortunes are inextricably linked. My visits this week have served to confirm
my view that economic cooperation between the United States and Europe
is vital for improving living standards - not just in our regions, but also in the
emerging and developing economies as well. The European economy
depends on the United States. The U.S. economy depends on Europe.
And the global economy is counting on our leadership.

This week | visited London - Europe's primary financial center, and
Germany - Europe’s largest economy to learn about European economic
prospects and what we in the United States can do to help promote
strengthened growth in Europe and throughout the globe.

The United States has been doing its part to spur economic growth. The
combined impact of accommodative monetary policy, President Bush’s
Jobs and Growth package, low inflation, low interest rates, and necessary
adjustments by U.S. businesses cause me to believe that the United States
is poised for stronger growth.

Over the past 30 months the U.S. economy has proven to be remarkably
resilient and flexible - weathering the storms of a recession, terrorist
attacks, upheaval in the corporate world, and the winding down of the
“millennium bubble.” While our economic recovery to date has not been as
strong as we would like, growth reached 2.9% in 2002, despite a very weak
first half of the year.

This year | expect growth to exceed 3% in the third and fourth quarters of
this year, and 4% next year - expectations echoed by private Blue Chip
forcasts.

The fiscal deficit in the United States will be larger this year. While this is
to be expected, no one is happy about increased deficits. But our deficit
level is manageable and | expect a growing economy combined with
spending restraint will put U.S. fiscal deficits on a declining path.

The United States is returning to growth, but the world economy needs
multiple engines of growth. | am encouraged that important developments
underway in Europe can help this market return to growth as well.
Restoring economic growth requires more than sound macroeconomic
policy; it also requires appropriate structural reforms that promote strong
domestic demand led growth.

Here in Germany, Chancellor Schréeder and Finance Minister Eichel have
put together a three-part strategy to support growth and achieve vitally
needed structural reforms. This strategy focuses on the Agenda 2010
labor market, health and pension reforms, budget consolidation and tax
reform. While the returns from these reforms may not be immediately
evident, these efforts are vital for Germany to restore vibrant long-term

http://www.treas.gov/press/releases/js576.htm 4/27/2005
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growth. Importantly, in all of my conversations this week | learned that
public opinion is supportive of reforms and that the German people
recognize the need for change. This is very positive and | applaud and
encourage continued attention to these reforms.

In the United Kingdom | met with Gordon Brown, Chancellor of the
Exchequer, and Mervyn King, Governor of the Bank of England. Prime
Minister Blair and his economic team are implementing sound-policies and
continue to make reforms to keep their nation competitive and growing.
They never fail to inspire thoughtful analysis and creative solutions to our
shared economic challenges.

While | did not visit France on this trip, | should also note that | am pleased
with developments inthat country as well. President Chirac and Finance
Minister Mer are moving ahead with important tax and pension reforms,
which should help to improve France’s ability to become more productive
and contribute to growth. | took note that President Chirac also raised the
question of how the Stability and Growth Pact can contribute to growth.

Yesterday, | met with Otmar Issing at the European Central Bank, and this
morning with Jean Claude Trichet, the incoming President of ECB. They
each discussed with me ECB’s commitment to price stability and prospects
for growth in the Euro area for this year and next.

Throughout this trip | was very pleased to discuss a number of trans-
Atlantic issues - issues that rarely earn headlines, but nonetheless, are
being resolved in a spirit of cooperation that will greatly benefit our
economies. Both in London and Frankfurt we had detailed discussions
capital market issues, regulation of accounting practices and financial
services, and importantly, the contributions that strengthened corporate
governance can make to improving investor sentiment. We also discussed
the significant impact that Europe’s efforts to create an integrated financial
system would make to European growth.

My colleagues and | also agreed on the need to work together to ensure a
successful Doha trade round. The world is awaiting our leadership so that
all nations can share in the benefits of free and open trade.

As | conclude this visit | am reinforced in my belief that the global economy
depends on Europe and the United States working in partnership to clear
away inefficiencies and put in place policies that will lead to robust growth.
And | come away encouraged that Europe is committed to taking steps that
will lead to stronger growth in the future.

http://www treas.gov/press/releases/js576.htm 4/27/2005
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Treasury and IRS Issue Temporary and Proposed
Regulations on S Corporation ESOPS

Today, the Treasury Department and the IRS issued temporary and
proposed regulations to shut down abusive arrangements involving certain
employee stock ownership plans (ESOPs) holding stock in S corporations.
The regulations, issued under section 409(p), will go into effect in 90 days
for certain S corporation ESOPs.

Congress enacted section 409(p) as part of the Economic Growth and Tax
Relief Reconciliation Act of 2001 to prevent the owners of an S corporation
from using an ESOP to shelter business income from tax. Stockholders in
an S corporation normally pay tax currently on the S corporation's income,
but an ESOP is exempt from tax. Section 409(p) requires that an ESOP
owning stock in an S corporation must provide meaningful benefits to a
broad group of rank-and-file employees of the S corporation.

Treasury and the IRS have become aware of arrangements marketed to
avoid section 409(p). These arrangements include giving former owners of
the S corporation deferred compensation from a management company
related to the S corporation or special rights to acquire assets of the S
corporation. The new regulations make clear that the deferred
compensation and the special rights will be treated as "synthetic equity” -
typically resulting in both income and excise taxes to the former owners of
the S corporation.

Assistant Secretary for Tax Policy Pamela Olson said, “With section 409
(p), Congress made clear that S corporation ESOPs should be used for
rank-and-file employees to benefit from company ownership, and not as a
tax shelter for a small group of former owners and executives. These
regulations are a first step in targeting arrangements that abuse the S
corporation ESOP rules. They are not the final step - we expect to
continue to work with the ESOP community to develop guidance
addressing other arrangements that attempt to skirt the rules.”

The temporary regulations are effective in 2005 for S corporation ESOPs
that were in existence on March 14, 2001. For other S corporation ESOPs
these regulations are effective for taxable years ending after the date that
is 90 days after publication of the regulations.

’

Related Documents:

e Temporary Regs
e Proposed Regs

http://www.treas.gov/press/releases/js577.htm 4/27/2005
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Statement by Treasury Secretary Snow on
Strengthening America’s Pension System

Today’s action on the Portman-Cardin pension bill by the House
Committee on Ways and Means begins the process intended to strengthen
the retirement security of working and retired Americans with traditional
pension plans.

We will continue to work with Congress to achieve the President's goal of
accurate pension funding rules, and to ensure that pension promises made
are pension promises kept.

As we work towards a more comprehensive reform of the pension system,
the President continues to believe that these changes must include a more
accurate measure of pension liabilities, increased transparency of pension
plan information, and safeguards against pension under-funding.

http://www.treas.gov/press/releases/js578.htm 4/27/2005
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Statement by Treasury Spokesman Rob Nichols
Secretary Snow to Travel to Wall Street

Treasury Secretary John Snow will travel to New York on Tuesday, July 22nd to
promote President Bush's economic agenda. During meetings on Wall Street with
investors, fund managers and economists, Secretary Snow will discuss the state of
the U.S. economy, global growth prospects, and the Administration's efforts to
strengthen the economic recovery and create jobs.

hitp://www.treas.gov/press/releases/js579.htm 4/27/2005
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Media Advisory
President’s Commission on United States Postal Service Holds Final Public
Meeting July 23 in Washington, DC

The President’s Commission on the United States Postal Service will hold its ninth
and final public meeting on July 23, 2003 in Washington, DC.

At the meeting, the Commission will receive and consider the recommendations of
its Workforce subcommittee and Technology Challenges and Opportunities
subcommittee. The Commission also will consider a draft final report to the
President. Under Executive Order 13278, the Commission's final report must be
transmitted to the President on or before July 31, 2003.

The meeting will take place at 9:00 am EDT at the Ronald Reagan Building and
International Trade Center, Polaris Suite (Concourse Level C), 1300 Pennsylvania
Ave., NW, Washington, DC. It is open to the public and the media, and the
Commission co-chairmen will be available for questions from the media after the
meeting concludes.

The nine-member bipartisan Commission, established by President Bush on
December 11, 2002, will identify the operational, structural, and financial challenges
facing the Postal Service; examine potential solutions; and recommend legislative
and administrative steps to ensure the long-term viability of postal services in the
United States. The Commission is co-chaired by James A. Johnson, Vice Chairman
of Perseus, L.L.C., and Harry J. Pearce, Chairman of Hughes Electronics
Corporation.

Additional information about the Commission can be found at:
www.treasury.gov/offices/domestic-finance/usps

http://www .treas.gov/press/releases/200372111343623117.htm 4/27/2005
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Treasury Announces Market Financing Estimates

The Treasury Department announced today that it expects to borrow $104 billion in
marketable debt during the July — September 2003 quarter and to target a cash
balance of $45 billion on September 30. In the last quarterly announcement on
April 28, 2003, Treasury announced that it expected to borrow $76 billion in
marketable debt and to target an end-of-quarter cash balance of $45 bitlion on
September 30. This increase is due to somewhat lower receipts and higher
outlays. Higher marketable borrowing will be partially offset by a reduction in
compensating baiances following the introduction of Depositary Compensation
Securities (announced on July 3, 2003) and higher non-marketable borrowing
through higher net issues of State and Local Series securities.

Treasury also announced that it expects to borrow $126 billion in marketable debt
during the October — December 2003 quarter and to target a cash balance of $45
billion on December 31.

During the April — June 2003 quarter, Treasury borrowed $60 billion in marketable
debt and ended with a cash balance of $30 billion on June 30. On April 28,
Treasury announced that it expected to borrow $79 billion in marketable debt and to
target an end-of-quarter cash balance of $45 billion. The lower end-of-quarter cash
balance reflects reduced borrowing from Treasury’s earlier projection.

Additional financing details relating to Treasury’s Quarterly Refunding will be
released at 9:00 A.M. on Wednesday, July 30.

Related Documents:

o August 2003 Charts

http://www.treas.oov/nress/releases/is580.htm 4/28/2005



TREASURY FINANCING REQUIREMENTS

$ Billions
April - June 2003 July - Sept. 2003
(Projected) (Actuals) (Projected)

Deficit Funding (Def + / Surplus -) * 17 18 138
Means of Financing

Change in Cash Balance -32 -17 -15

Compensating Balances -18 -12 28

Net Non-Marketable Financing -5 -9 © 16

Net Marketable Financing 79 60 104

Other -6 -4 5
Net Marketable Financing 79 60 104

Bills -27

Nominal Notes 9

s 0

Bonds (20-yr) -3
Notes:
Starting Cash Balance 13 13 30
Ending Cash Balance 45 30 45

* Includes budget results, direct loan activity, changes in accrued interest and checks outstanding and minor miscellaneous transactions.

Note: Totals may not add due to rounding

Department of the Treasury
Office of Market Finance July 28, 2003-1



TREASURY DAILY OPERATING CASH BALANCE
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Office of Market Finance July 28, 2003-2



SURPLUS/DEFICIT AND DEBT TO GDP
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DOMESTIC NONFINANCIAL CREDIT MARKET AND TREASURY DEBT
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TREASURY BILLS AS A PERCENTAGE OF THE MONEY MARKET ~/
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Department of the Treasury
Office of Market Finance July 28, 2003-5



PRIMARY DEALER TRADING VOLUME

Outright Transactions, 3-Month Moving Average

$Bil. $BiIl.

400 I— 400
= Bills

350 | == Notes/Bonds 350
== Agencies

300 — - MBS — 300
— Corp Y

250 — 250

/
200 j — 200
-«
150 150

100 —

V i’ v
50 I g g sy, - 50
- W
-
ol | | | | | | 0
1995 1996 1997 1998 1999 2000 2001 2002 2003

1/ Data available beginning September 26, 2001

Department of the Treasury Source: Federal Reserve Bank of New York.

Office of Market Finance

July 28, 2003-6



$Bil.

120

80

40

-120

-160

-200

TREASURY QUARTERLY NET MARKET BORROWING
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TREASURY QUARTERLY NET BORROWING
FROM NONMARKETABLE ISSUES
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PRESS-REBOM

FROM THE OFFICE OF PUBLIC AFFAIRS

July 30, 2003
JS-581

Assistant Secretary for Financial Markets Brian C. Roseboro August 2003
Quarterly Refunding Statement

There will be no change in the issuance calendar this quarter. Treasury has made
substantial changes in issuance over recent quarters, diversifying our portfolio by
reintroducing a 3-year note, increasing the frequency of 5-year note and 10-year
TIPS issuance, and regularly reopening 10-year notes. These adjustments to the
financing schedule have occurred in conjunction with an increase in our expected
borrowing needs over the coming quarters. The financing changes that Treasury
has already put in place have created additional capacity to accommodate the
anticipated increase in issuance and flexibility to meet most unexpected swings in
borrowing needs.

For this quarterly refunding, we are offering $60 billion of notes to refund
approximately $43.7 billion of privately held notes and bonds maturing on August
15, raising approximately $16.3 billion. The securities are:

1. A new 3-year note in the amount of $24 billion, maturing August 15, 2006.
2. Anew 5-year note in the amount of $18 billion, maturing August 15, 2008.
3. A new 10-year note in the amount of $18 billion, maturing August 15, 2013.

These securities will be auctioned on a yield basis at 1:00 p.m. Eastern time on
Tuesday, August 5, Wednesday, August 6, and Thursday, August 7, respectively.
The balance of our financing requirements will be met through the monthly issuance
of 5-year notes, the 10-year note reopening and 10-year TIPS reopening, and 2-
year note and bill offerings. The Treasury is likely to issue cash management bills in
early September and October.

As we announced in the May quarterly statement, the Treasury will begin issuing 5-
year notes on the 15th of each month starting in August. Treasury will aiso begin
regular reopenings of 10-year notes on the 15th of the month following the
traditional refunding, with the first 10-year reopening settling on September 15th.

Two-Minute Auctions

We are pleased to announce that effective next Monday, August 4th, Treasury will
begin releasing auction results in two minutes (with a variance of +/- 30 seconds).
As you know, Treasury has recently been working on improving the efficiency of the
primary market for Treasury securities by reducing the time it takes to release
auction results. Improvements in the auction process will generate long term
savings to the taxpayer by reducing uncertainty that bidders bear and lowering the
risk premium they charge Treasury in each auction. Achieving a two-minute auction
has required significant technological and procedural changes, and is the result of
exceptional cooperation between primary dealers and other auction participants,
the Bureau of Public Debt, the Federal Reserve Bank of New York, and the press.

Change to Note Auction Schedule o .
Treasury will adjust its note auction schedule to avoid coinciding with FOMC

announcements. The changes will reduce the uncertainty auction participants face
when note auction dates fall on FOMC announcement dates. These changes will be
shown in the calendars we release each quarter as part of the quarterly refunding
process. These changes are being undertaken due to the significance of FOMC
announcements. We do not anticipate making calendar changes for any other

http://www treas oav/nrece/releases/is58 1 htm 4/28/2005
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information releases.

Policy Issues under Discussion

The Treasury recognizes the need to have contingency plans in place for the
primary market in order to respond to potential auction disruptions. Last quarter, we
solicited comments from market participants on circumstances they believe would
lead to an auction delay and factors we should consider when deciding whether or
not to postpone an auction. This quarter we presented several possible responses
to different scenarios that would likely result in a delayed auction close or a
rescheduled auction. We have asked for feedback on these possible responses in
an effort to refine our contingency pians further, and will continue to consult with
market participants about the most suitable course of action to take.

Please send comments and suggestions on these subjects or others relating to
debt management to debt.management@do.treas.gov.

httnf//\xnxnxl treac anvinrace/releaces/isS 8 1 htm 4/28/2005
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July 30, 2003
JS-582

Minutes Of The Meeting Of The Treasury Borrowing Advisory Committee Of
The Bond Market Association

The committee convened in closed session at the Hay-Adams Hotel at 11:45 p.m.
All members were present, except Mr. Axilrod, Mr. Davis, Mr. Leech, Mr. Stark, Mr.
Sundaresan, and Mr. White. Assistant for Financial Markets Brian Roseboro and
Deputy Assistant Secretary for Federal Finance Timothy Bitsberger welcomed the
Committee, and turned the meeting over to the Chairman. The Federal Register
announcement of the meeting and a list of Committee members are attached.

The meeting began with the Chairman’s reading of the charge. Mr. Bitsberger then
presented the charts relating to the first discussion point of the charge. The first
chart illustrated Treasury projections for the July-September 2003 quarter,
highlighted the large increases in financing coming from compensating balances
and non-marketabies (mainly from SLGSs). The second and third charts highlighted
the flexibility in Treasury current issuance calendar. The fourth chart showed
Treasury projected maturity profile from now into 2012. The chart also illustrated the
even distribution of Treasury maturity profile. The last chart showed average
maturity of marketable debt and of issuance from 1981 to 2008.

Committee members thought that Treasury current issuance schedule was
adequately flexible for the foreseeable future. Committee members said that the
discussed charts were greatly improved from the earlier versions. The members
also believed that Treasury had ample time to make necessary financing changes
to accommodate the changing budget deficits. One member also suggested that
given Treasury’s reliance on the bills for residual issuance Treasury could bring
back 52-week bills if additional financing was required. A discussion ensued on the
government budget forecast process and how that process could lead to deviations

from market forecasts.

Mr. Bitsberger then moved to the second question of the charge. He presented a
chart to show that during the period of December 1992 to June 2003 the on-the-run
premium for the 2-year auctions that coincided with the FOMC announcements
averaged 2bps point lower than the other auctions.

Some Committee members felt that it was difficult to draw a definitive conclusion
given the small number of recent observations of FOMC announcements coinciding
with note auctions. Some Committee members believed that the results of the
analysis might be biased by Treasury policy changes, such as auction format and
the shortening of the auction outcome release time. The Committee members also
questioned whether moving auctions for FOMC announcements wogld seta
precedent for moving auctions to avoid other potentiaII){ market-moving releases;
ultimately endangering the regularity of Treasury’s auction schedule.

The Committee was split on their recommendation of whether to move note auction.
A slim majority (seven members) believed Treasury should change the auction
calendar. The majority argued that Treasury should change the auction calendar
since it was simple to implement and there was some evidence that the uncertainty
associated with the FOMC announcements was costly. Those voting against the
move believed that it was not necessary for Treasury to change its calendar

http://www treas oovinrece/releaces/is582.htm 4/28/2005
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because there was ample time between auction release time and the time of the

FOMC announcements for the market to adjust and the move could set a precedent
in disrupting auction regularity.

Mr. Bit_sberger then presented charts on Treasury’s issuance of long-term
securities. The charts highlighted the importance to Treasury of regular and

predictable issuance and flexibility to quickly raise and pay-down cash in response
to uncertain fiscal needs.

In the discussion of the costliness of long-term issuance, Committee members
expressed a wide range of views. Some noted the lack of demand for long-term
securities, illustrated by the 10-year to 30-year spread. One member argued that
there was a public good aspect to long-term issuance although another noted that
Treasury should not raise its borrowing costs to provide public goods. Some
members noted that there may be benefits of long-term issuance if borrowing needs
greatly increase over the next 30 years. In general Committee members felt that,
while issuance of 30-year bonds may not currently be appropriate, it might be
sometime in the future.

Some Committee members also raised the question of what in Treasury’s analysis
separated 30-year bond issuance from 10-year note issuance. Treasury officials
noted that, unlike the 10-year note, small bond issuance ultimately came to
dominate the portfolio. Some Committee members also felt that the investor base
for the long-dated securities may grow over time. Other Committee members felt
that without a risk free long term instrument it would be difficult for the market to
transfer long-term risk. The benefits of more efficient risk transfer or hedging would
outweigh the relative higher costs of the long bond.

On the flexibility factor, the Committee members believed that Treasury should
manage risk by doing a stress analysis that included the optimistic and pessimistic
budget scenarios. Some members felt that the long bond might make sense if
Treasury considered the possible increase in government liabilities due to programs
such as Medicare and Social Security.

In summary, the Committee felt that Treasury had made a case that the long bond
was not needed at the current time but there could be a case for the long bond
sometime in the future. The Committee was also concerned that the lack of a long-
term risk-free instrument made long-term risk transfer difficult. The Committee also
thought that debt management would benefit from the improvement in government
budget forecasts.

The Committee then discussed financing requirements for this quarter. Members
suggested that Treasury should consider the minimum auction sizes for 5-year and
10-year notes in the current environment to be $18 billion. Committee members
noted the elevated level of fails in the 10-year and projected financing requirements
as the basis for recommending somewhat larger sizes.

The meeting adjourned at 1:50 p.m.

The Committee reconvened at the Hay-Adams Hotel at 5:30 p.m. All members were
present, except Mr. Axilrod, Mr. Davis, Mr. Keller, Mr. Leech, Mr. Stark, Mr.
Sundaresan, and Mr. White. The Chairman presented the Committee report to the
Assistant Secretary for Financial Markets, Brian Roseboro, and Deputy Assistant
Secretary for Federal Finance, Tim Bitsberger. A brief dlscgssmn folloyved the
Chairman’s presentation, but did not raise significant guestions regarding the

report’s content.

The meeting adjourned at 5:50 p.m.

Jeff Huther
Deputy Director

http://www treas oav/nrece/releases/is582.htm 4/28/2005
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Office of Market Finance
July 29, 2003

Certified by:

Timothy W. Jay, Chairman

Treasury Borrowing Advisory Committee
of The Bond Market Association

July 29, 2003

Treasury Borrowing Advisory Committee Quarterly
Meeting

Committee Charge

Long-Term Financing

The Administration recently estimated that the deficit will be higher than earlier
anticipated, $455 billion in FY2003 and $475 billion in FY2004. The Administration
has also pledged to cut the deficit in half in the next few years. We will show you a
few charts that describe projections of our future financing needs and interest costs
given current issuance. We would like the Committee’s advice on whether the
recent adjustments to the financing schedule provide Treasury with sufficient debt
management tools to handle the consequent increases or decreases in debt
issuance while facilitating our primary objective of meeting the government’s
financing needs at the lowest cost over time.

FOMC Calendar Changes

From time to time, FOMC announcements occur on Treasury note auction dates.
Our analysis suggests that coincident dates of FOMC announcements and note
auctions raise our borrowing costs (see chart). We would like the Committee’s
advice on whether Treasury should consider adjusting its note auction schedule to
avoid coinciding with FOMC announcement dates. If so, what adjustments to the
note auction calendar would the Committee recommend.

Treasury’s Issuance of Long-Term Securities

We will show you several charts highlighting the factors that influence Treasury’s
long-term issuance. We would like the Committee’s comments on these charts and
the relevance of these factors.

Financing this Quarter
We would like the Committee’s advice on the following:

e The composition of Treasury notes to refund approximately $43.7 billion of
privately held notes and bonds maturing on August 15 (this includes $1.3
billion of the 8 3/8% 8/15/03-08 that was called on 4/15/03).

e The composition of Treasury marketable financing for the remainder of the
July-September quarter, including cash management bills if necessary.

e The composition of Treasury marketable financing for the October-

December quarter.
Report(s):

e Q3 Tables
e Q4 Tables

http://www.treas.gov/press/releases/is582.htm 4/28/2005



U.S. TREASURY FINANCING SCHEDULE FOR 3RD QUARTER 2003

BILLIONS OF DOLLARS

ANNOUNCEMENT AUCTION SETTLEMENT OFFERED MATURING NEW
ISSUE DATE DATE DATE AMOUNT AMOUNT MONEY
4-WK 3-MO 6-MO
4-WEEK AND 6/26 6/30 7/3 1700A 17.00A 18.00A 48.56 3.44
3&6 MONTH BILLS 7/3 717 7110 17.00A 17.00A 18.00A 51.72 0.28
7/10 7/14 7117 800 A 16.00A 18.00A 42.72 -0.72
7717 7121 7124 10.00A 15.00A 17.00A 41.13 0.87
7124 7/28 7131 20.00A 16.00A 17.00A 47.66 5.34
7131 8/4 8/7 20.00 16.00 17.00 49.00 4.00
817 8/11 8/14 20.00 16.00 17.00 38.00 15.00
8/14 8/18 8/21 25.00 16.00 16.00 42.00 15.00
8/21 8/25 8/28 25.00 16.00 16.00 53.00 4.00
8/28 9N 9/4 16.00 16.00 16.00 54.00 -6.00
9/4 9/8 9/11 16.00 16.00 15.00 55.00 -8.00
9/11 9/15 9/18 11.00 16.00 15.00 60.00 -18.00
9/18 9/22 9/25 16.00 16.00 15.00 59.00 -12.00
645.00 641.79 3.22
CASH MANAGEMENT BILLS
12-Day Bill 8/28 9/2 9/3 20.00 20.00 0.00
Matures 9/15
COUPONS
CHANGE
IN SIZE
10-Year TIPS 717 7/9 7/15 11.00 A +5.00 0.00 11.00
2-Year Note 7121 7/23 7/31 25.00 A 11.01 13.99
3-Year Note 7/30 8/5 8/15 25.00 +3.00
5-Year Note 7/30 8/6 8/15 20.00 +2.00
10-Year Note 7/30 8/7 8/15 20.00 +2.00 43.69 21.31
2-Year Note 8/25 8/27 9/2 24.00 -1.00 13.08 10.93
5-Year Note 9/8 9/10 9/15 20.00
10-Year Note (R) 9/8 9/11 9/15 16.00 -4.00 0.00 36.00
2-Year Note 9/22 9/24 9/30 24.00 16.14 7.86
185.00 T 8391 101.09
. Treasury announced a Q3
R= Reopenlng borrowing need of $104 NET CASH RAISED THIS QUARTER: 104.30

A = Announced

billion on 7/28/03.



U.S. TREASURY FINANCING SCHEDULE FOR 4TH QUARTER 2003
BILLIONS OF DOLLARS

ANNOUNCEMENT AUCTION SETTLEMENT OFFERED MATURING NEW
ISSUE DATE DATE DATE AMOUNT AMOUNT MONEY
4WK  3MO  6MO
4WEEK AND 9/25 929 102 1600 1600  15.00 50.00 :3.00
386 MONTHBILLS 102 1006 10/9 16.00 1600  15.00 49.00 -2.00
10/9 1013 10M6 1200  17.00  15.00 42.00 2.00
10116 10/20  10/23  18.00 1800  16.00 47.00 5.00
10/23 1027 10/30 2000 1800  16.00 48.00 6.00
10/30 113 116 2000 1800  16.00 47.00 7.00
11/6 1110 1113 2000  17.00  17.00 42.00 12.00
11113 1117 1120 2200  17.00  17.00 50.00 6.00
11720 1124 1128 2200 1600  17.00 52.00 3.00
11727 12/1 12/4 1800  16.00  17.00 54.00 -3.00
12/4 12/8 121 1600 1600  17.00 54.00 -5.00
12111 1215 1218 1200 1500  16.00 56.00 -13.00
1218 12/22 1226 1600 1500  16.00 56.00 -9.00
653.00 647.00 6.00
CASH MANAGEMENT BILLS
12-Day Bil 12/1 122 1273 20.00 20.00 0.00
Matures 12/15
COUPONS
CHANGE
IN SIZE
5-Year Note 10/5 10/8 10/15 20.00
10-Year TIPS (R) 10/5 10/9 10115 10.00  -1.00 0.00 30.00
2-Year Note 10027 1029 10/31 2500  +1.00 18.78 6.22
3-Year Note 11/5 112 1117 25.00
5-Year Note 11/5 1113 11/17 20.00
10-Year Note 11/5 114 17 20.00 24.81 40.19
2-Year Note 11/24 126 1211 25.00 19.97 5.03
5-Year Note 12/8 1210 12115 20.00
10-Year Note (R) 12/8 1211 1215 16.00 0.00 36.00
2-Year Note 1219 12123 12/31 25.00 2217 2.83
R = Reopening I;‘ff:mga:g:;"(‘;e; 2% NET CASH RAISED THIS QUARTER:  126.27

A = Announced billion on 7/28/03
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July 30, 2003
JS-583

Report To Th_e Secretary Of The Treasury From The Treasury Borrowing
Advisory Committee Of The Bond Market Association

July 29, 2003
Dear Mr. Secretary:

Since the Committee’s last meeting on April 30th, the economy has continued to
expand at a modest pace. Upcoming data should show that the economy grew by
less than 2.0% on an annualized basis in the second quarter, this after a 1.4%
growth rate in the first quarter. Additionally, the labor market remained weak with
the average duration of unemployment lengthening to nearly 20 weeks or five
months. However, despite these signs of ongoing weakness, there have also been
some hopeful economic data: surveys of supply managers have suggested that the
manufacturing activity is stabilizing or improving and the June orders data
suggested that growth may continue to build.

Disinftation continues to be a major theme in the market. Since our last meeting, the
annual rate of inflation has slipped even lower and is now running at just 2.1%,
down from 2.4% at the end of last year. With the unemployment rate well above
NAIRU and capacity utilization under 75%, further disinflation is likely, a fact that
the Federal Reserve recently acknowledged.

The Treasury market has seen an increase in volatility since our last meeting with
three-month 10-year annualized swap volatility rising to almost 136 basis points
from 110 basis points as a high degree of uncertainty regarding Federal Reserve
policy and the inflation outlook weighed on the markets. Two-year yields have risen,
up 12 basis points to 1.61% despite having fallen to a yield of 1.08% during the
period. Ten-year notes also sold off during the inter-meeting period, rising 46 basis
points despite having fallen to as low as 3.11% and the 2-year/10-year curve

steepened by 34 basis points.

Equity markets continued to improve since our last meeting. The S&P 500 ind.ex
has risen roughly 9% while the NASDAQ composite index is up over 18% during
the inter-meeting period. Volatility, as measured by the VIX index, a weighted
average of implied volatilities on S&P 100 index options, has fallen by roughly 16%

since our last meeting.

Market estimate show that sizable budget deficits are likely here for the_ foreseeable
future. Many forecasters now expect budget deficits to total over $3 trillion over the

next decade.

Against this economic and financial backdrop, the Committee'began cor)sideration
of debt management questions included in the quarterly meeting Committee

charge.

erm financing at Treasury and was accompanied

The first question referred to long-t .
ork tion asked whether recent adjustments to the

by a set of related charts. The ques
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financing schedule provjded Treasury with sufficient debt management tools to
handle the consequent increases or decreases in debt issuance while facilitating

their.primary objective of meeting the government’s financing needs at the lowest
possible cost over time.

The first chart described the Treasury’s financing requirements including deficit
fundmg, means of financing and net marketable financing. Of note, Treasury
mentioned a smaller actual compensating balance and larger net non-marketable

financing due to an increase in SLGS (State and Local Government Securities
Issuance).

The next chart depicted financing residuals given the current issuance schedule.
This chart showed that the current issuance pattern could handle a broad range of
variance within one standard deviation of change and that the bill market could
absorb this issuance change.

The next chart looked at bills as a percentage of the Treasury’s marketable debt. It
highlighted the flexibility of the bill market structure and its ability to absorb
financing changes.

The next chart illustrated the maturity profile of outstanding Treasury marketable
coupons. It showed that as Treasury has increased its issuance, the amount of debt
to roll over has increased. It also showed that the distribution of maturities in each
quarter are very similar going forward.

The final chart depicted the average maturity of Treasury’s marketable debt and the
average maturity of its issuance. The noteworthy observation here was that
Treasury has made significant changes to coupon issuance without a large affect
on average maturity. That is to say that their redistribution of issuance recently to
longer dated securities has little affect on the average maturity of the debt.

There was consensus among the members of the Committee that the current
financing schedule was flexible and adequate for the foreseeable future. Members
also observed that the bill market had enough capacity to absorb any near-term
changes in issuance, and further noted that if more capacity were needed in bills,
one-year bill issuance could be considered. One member observed that even if the
deficit were to drop dramatically, the current schedule would allow enough time to
adjust for this change.

The next topic addressed the occurrence of FOMC announcements on Treasury
note auction dates. The accompanying slide illustrated that coincident dates of
FOMC announcements and 2-year note auctions increased borrowing costs as
measured by the current issue versus the off-the-run curve. Treasury then asked for
the Committee to comment on whether they should consider adjusting their note
auction schedule to avoid coinciding with FOMC announcement dates.

A number of Committee members observed that the actual number of occurrences
where the pricing at auction indicated a discount due to an FOMC statement
release was few. While the data suggested investors tended to hold back from
participating in auctions around FOMC announcements, the bid-to-cover ratios
indicated otherwise. The Committee also observed that the efficiency of the auction
process has provided participants with over an hour to offset their risks prior to any
FOMC announcement. Finally, one member observed that it was not difficult to
move an auction by a day and that it would benefit the Treasury to dq 0. As
Treasury set its calendar one year in advance while the FOMC fixed its meeting
schedule two years in advance, the Committee recommended that on the dates
where issuance coincides with FOMC meetings, Treasury should adjust their

calendar.
The Committee voted whether to recommend to Treasury to adjust auction dates to

not coincide with FOMC announcements. The results were seven in favor, six
against, one abstention.

_ http://www.treas.gov/press/releases/js583.htm 4/28/2005
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Next Treasury presented a number of charts highlighting factors that influence their

long-term issuance and asked for the Committee’s comments on these charts and
on the relevance of the factors.

The first set of slides mentioned Treasury debt management's guiding principles
which included low borrowing cost over time through regular and predictable
issuance as well as the need for borrowing flexibility in order to manage cash
balances. The presentation also included issues not affecting borrowing policy such
as current interest rates, the annual budget deficit and short-term fluctuations in
demand. Another slide showed various methods Treasury used to implement their
debt management policy.

The next slide group described the high cost of longer-term issuance relative to
shorter-term issuance in two ways. First, it compared the cost of issuing 10-year
securities with one-year bills over the last 50 years and second, it analyzed the 10-
30 year spread since 1977. In both cases, the longer duration debt was significantly
more costly to Treasury over the relevant time periods than the short-dated
issuance.

Treasury currently believes that the lowest cost issuance over time requires a
diversified debt portfolio and the next two slides explained the rationalization for a
diversified portfolio as well as the characteristics of their current portfolio which
made it well diversified. One Committee member commented that since Treasury
could not predict the future, it was difficult to know what actually constituted the
lowest cost issuance over time. Most agreed, however, that Treasury’s job was to
try to predict the future primarily by using data from the past and that a diversified
debt portfolio would best meet their needs.

Treasury then depicted the outsized cost of long-term issuance in the portfolio mix
and the compromised flexibility caused by normal bond issuance. In effect, long-
dated bond issuance represented 3% of all annual issuance from 1980-2001. it also
comprised 17% of all debt outstanding. Additionally, that long-dated issuance
represented almost one third of Treasury’s interest expense over that period and in
a declining interest rate environment. Excessive long bond issuance reduced
Treasury’s borrowing flexibility and ultimately reduced Treasury’s ability to be
regular, predictable and transparent. Most Committee members agreed with
Treasury and felt that too many long-dated securities were issued previously. They
also agreed that if Treasury had been doing similar analysis in the 1980’s and
1990’s to what they were doing today, they might have approached long-dated
issuance policy differently.

The remainder of the slides addressed the need for flexibility in Treasury borrowing
policy and the difficulty attaining that flexibility using long-dated issuance. Some
relevant points were (1) Treasury financing needs were volatile and uncertain; (2)
the investor base for long-term debt was ill suited for high frequency auctions; and
(3) long-term debt hampered regular and predictable issuance in improving fiscal
environments.

The Committee then commented on Treasury’s conclusions which were; (1) for
Treasury to achieve their stated goals, they should weight issuance .towards less
costly and more flexible shorter maturities; and (2) long-dated bond issuance was
expensive, inflexible and unnecessary for managing risks in the current
environment. One Committee member implied that market timing by Treasury might
actually lead to low-cost borrowing over time, but the ovenNheIming majority felt that
predictability and transparency probably saved Treasury far more in the long run
than being right at timing the market. Another member felt that more long-dated
issuance might promote low-cost borrowing over time by allowing asset managers
to more easily adjust liabilities thereby promoting hq_uud_lty in the long end of the'
market. Most members, however, did not agree, believing that current analysis just

did not support that conclusion.

Several members described current issuance policy as “a qualized solution” a_”d
that it might not withstand a stress test where debt issuance increased dramatically
in the near future. Treasury responded, however, that they operated on a cash
rather than on an accrual accounting basis. Thus, they had to use central OMB

http://www.treas.gov/press/releases/js583.htm 4/28/2005
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forecasts plus standard deviations for planning purposes. Additionally, as a rule,
they left longer term appropriation issues to Congress.

The Committee then addressed the question of composition of Treasury notes to
refund approximately $43.7 billion of privately held notes and bonds maturing on
August 15, 2003 (including $1.3 billion of the 8-3/8% 8/15/03-08 that was called on
4/15/03) as well as the composition of Treasury marketable financing for the
remainder of the July-September quarter and for the October-December quarter.

Consistent with the scenario from Treasury, to refund $43.7 billion of privately held
notes and bonds maturing on August 15, 2003, the Committee recommended a $25
billion 3-year note due August 15, 20086, a $20 billion 5-year note due August 15,
2008, and a $20 billion 10-year note due August 15, 2013. For the remainder of the
quarter, the Committee recommended two $24 billion 2-year notes as well as a $20
billion 5-year note issued in September and $16 billion of a re-opened 10-year note
issued in September and due August 15, 2013. For the October-December quarter,
the Committee recommended financing as contained in the attached table.
Relevant features include three $25 billion monthly 2-year notes, three $20 billion
monthly 5-year notes, a $25 billion 3-year note for issuance in November and a $20
billion 10-year note issued in November followed by a $16 billion re-opening of that
10-year note in December. The Committee further recommended a $10 billion re-
opening of the TIIS due July 15, 2013.

Respectfully submitted,

Timothy W. Jay
Chairman

Mark B. Werner
Vice Chairman

Attachments (2)
Report(s):

e Q3 Tables
o Q4 Tables
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PUBLIC DEBT NEWS

Department of the Treasury » Bureau of the Public Debt » Washington, DC 20239

TREASURY SECURITY AUCTION RESULTS
BUREAU OF THE PUBLIC DEBT - WASHINGTON DC

FOR IMMEDIATE RELEASE CONTACT : Office of Financing
July 21, 2003 202-691-3550

RESULTS OF TREASURY'S AUCTION OF 13-WEEK BILLS

Term: 91-Day Bill
Issue Date: July 24, 2003
Maturity Date: October 23, 2003
CUSIP Number: 912795NT4
High Rate: 0.895% Investment Rate 1/: 0.911% Price: 99.774

All noncompetitive and successful competitive bidders were awarded
securities at the high rate. Tenders at the high discount rate were
allotted 26.59%. All tenders at lower rates were accepted in full.

AMOUNTS TENDERED AND ACCEPTED (in thousands)

Tender Type Tendered Accepted

Competitive S 27,346,727 S 13,302,638
Noncompetitive 1,417,368 1,417,368
FIMA (noncompetitive) 280,000 280,000

SUBTOTAL 29,044,095 15,000,006 2/
Federal Reserve 4,802,668 4,802,668
TOTAL S 33,846,763 ] 19,802,674
Median rate 0.885%: 50% of the amount of accepted competitive tenders
was tendered at or below that rate. Low rate 0.850%: % of the amount

of accepted competitive tenders was tendered at or below that rate.
Bid-to-Cover Ratio = 29,044,095 / 15,000,006 = 1.94

1/ Equivalent coupon-issue yield.
2/ Awards to TREASURY DIRECT = $1,140,936,000

http://www.publicdebt.treas.gov
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PUBLIC DEBT NEWS

Department of the Treasury * Bureau of the Public Debt « Washington, DC 20239

TREASURY SECURITY AUCTION RESULTS
BUREAU OF THE PUBLIC DEBT - WASHINGTON DC

FOR IMMEDIATE RELEASE CONTACT: Office of Financing
July 21, 2003 202-691-3550

RESULTS OF TREASURY'S AUCTION OF 26-WEEK BILLS

Term: 182-Day Bill
Issue Date: July 24, 2003
Maturity Date: January 22, 2004
CUSIP Number: 912795PG0
High Rate: 0.950% Investment Rate 1/: 0.970% Price: 99.520

All noncompetitive and successful competitive bidders were awarded
securities at the high rate. Tenders at the high discount rate were
allotted 30.75%. All tenders at lower rates were accepted in full.

AMOUNTS TENDERED AND ACCEPTED (in thousands)

Tender Type Tendered Accepted
Competitive S 29,939,240 S 15,978,866
Noncompetitive 921,172 921,172
FIMA (noncompetitive) 100,000 100,000
SUBTOTAL 30,960,412 17,000,038 2/
Federal Reserve 6,072,102 6,072,102
TOTAL $ 37,032,514 S 23,072,140
Median rate 0.940%: 50% of the amount of accepted competitive tenders
was tendered at or below that rate. Low rate 0.900%: 5% of the amount

of accepted competitive tenders was tendered at or below that rate.
Bid-to-Cover Ratio = 30,960,412 / 17,000,038 = 1.82

1/ Equivalent coupon-issue yield.
2/ Awards to TREASURY DIRECT = $690,940,000

http://www.publicdebt.treas.gov
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DEPARTMENT OF THE TREASURY

TREASURY B2 N E W S

OFFICE OF PUBLTC AFFAIRS @ 1300 PENNSYLVANTIA AVEFNLE, NOW o WASTHINGTON, D.Coo 20220 00202 622209061

EMBARGOED UNTIL 11:00 A.M. Contact: Office of Financing
July 21, 2003 202/691-3550

TREASURY OFFERS 4-WEEK BILLS

The Treasury will auction 4-week Treasury bills totaling $10,000 million to
refund an estimated $12,000 million of publicly held 4-week Treasury bills maturing
July 24, 2003, and to pay down approximately $2,000 million.

Tenders for 4-week Treasury bills to be held on the book-entry records of
TreasuryDirect will not be accepted.

The Federal Reserve System holds $13,592 million of the Treasury bills maturing
on July 24, 2003, in the System Open Market Account (SOMA). This amount may be
refunded at the highest discount rate of accepted competitive tenders in this auction
up to the balance of the amount not awarded in today’s 13-week and 26-week Treasury
bill auctions. 2Amounts awarded to SOMA will be in addition to the offering amount.

Up to $1,000 million in noncompetitive bids from Foreign and International
Monetary Authority (FIMA) accounts bidding through the Federal Reserve Bank of New York
will be included within the offering amount of the auction. These noncompetitive bids
will have a limit of $100 million per account and will be accepted in the order of
smallest to largest, up to the aggregate award limit of $1,000 million.

The allocation percentage applied to bids awarded at the highest discount rate
will be rounded up to the next hundredth of a whole percentage point, e.g., 17.13%.

This offering of Treasury securities is governed by the terms and conditions
set forth in the Uniform Offering Circular for the Sale and Issue of Marketable Book-
Entry Treasury Bills, Notes, and Bonds (31 CFR Part 356, as amended).

Details about the new security are given in the attached offering highlights.

o0o
Attachment




HIGHLIGHTS OF TREASURY OFFERING
OF 4-WEEK BILLS TO BE ISSUED JULY 24, 2003

July 21, 2003

Offering Amount............couveiununn... $10,000 million
Maximum Award (35% of Offering Amount)...$ 3,500 million
Maximum Recognized Bid at a Single Rate.. $ 3,500 million
NLP Reporting Threshold.................. $ 3,500 million
NLP Exclusion Amount..................... $10,900 million

Description of Offering:

Term and type of security........... 28-day bill

CUSIP number...............c.oou.... 912795 NJ 6
Auction date........... ... ... .. ..., July 22, 2003
Issue date...... ... .t July 24, 2003
Maturity date........... ... ... ..... August 21, 2003
Original issue date................. February 20, 2003
Currently outstanding............... $42,628 million
Minimum bid amount and multiples....$1,000

Submission of Bids:

Noncompetitive bids: Accepted in full up to $1 million at the highest
discount rate of accepted competitive bids.

Foreign and International Monetary Authority (FIMA) bids: Noncompeti-
tive bids submitted through the Federal Reserve Banks as agents for
FIMA accounts. Accepted in order of size from smallest to largest
with no more than $100 million awarded per account. The total non-
competitive amount awarded to Federal Reserve Banks as agents for
FIMA accounts will not exceed $1,000 million. A single bid that
would cause the limit to be exceeded will be partially accepted in
the amount that brings the aggregate award total to the $1,000
million limit. However, if there are two or more bids of equal
amounts that would cause the limit to be exceeded, each will be
prorated to avoid exceeding the limit.

Competitive bids:

(1) Must be expressed as a discount rate with three decimals in
increments of .005%, e.g., 4.215%.

(2) Net long position (NLP) for each bidder must be reported when
the sum of the total bid amount, at all discount rates, and the
net long position equals or exceeds the NLP reporting threshold
stated above.

(3) Net long position must be determined as of one half-hour prior
to the closing time for receipt of competitive tenders.

Receipt of Tenders:
Noncompetitive tenders:

Prior to 12:00 noon eastern daylight saving time on auction day
Competitive tenders:

Prior to 1:00 p.m. eastern daylight saving time on auction day

Payment Terms: By charge to a funds account at a Federal Reserve Bank
on issue date.




DEPARTMENT OF THE TREASURY

TRESURYL&

OFFICE OF PUBLTC AFFAYIRN @ 1300 PENSSYIVANIN AVENUE, VW, 0 WANHINGTON, D.C.o 2022001202 622-2960
EMBARGOED UNTIL 11:00 A.M. CONTACT: Office of Financing
July 21, 2003 202/691-3550

TREASURY OFFERS 2-YEAR NOTES

The Treasury will auction $25,000 million of 2-year notes to refund $11,007
million of publicly held notes maturing July 31, 2003, and to raise new cash of
approximately $13,993 million.

In addition to the public holdings, Federal Reserve Banks hold $4,996 million
of the maturing notes for their own accounts, which may be refunded by issuing
an additional amount of the new security.

Up to $1,000 million in noncompetitive bids from Foreign and International
Monetary Authority (FIMA) accounts bidding through the Federal Reserve Bank of New
York will be included within the offering amount of the auction. These noncompetitive
bids will have a limit of $100 million per account and will be accepted in the order
of smallest to largest, up to the aggregate award limit of $1,000 million.

TreasuryDirect customers requested that we reinvest their maturing holdings
of approximately $522 million into the 2-year note.

The auction will be conducted in the single-price auction format. All competi-
tive and noncompetitive awards will be at the highest yield of accepted competitive
tenders. The allocation percentage applied to bids awarded at the highest yield will
be rounded up to the next hundredth of a whole percentage point, e.g., 17.13%.

The notes being offered today are eligible for the STRIPS program.

This offering of Treasury securities is governed by the terms and conditions
set forth in the Uniform Offering Circular for the Sale and Issue of Marketable Book-
Entry Treasury Bills, Notes, and Bonds (31 CFR Part 356, as amended).

Details about the new security are given in the attached offering highlights.

o0o
Attachment



HIGHLIGHTS OF TREASURY OFFERING TO THE PUBLIC OF
2-YEAR NOTES TO BE ISSUED JULY 31, 2003

July 21, 2003

Offering AmMOUNE . ... ...ttt titintnnnnenennanenens $25,000 million
Maximum Award (35% of Offering Amount) ........$ 8,750 million
Maximum Recognized Bid at a Single Rate....... $ 8,750 million
NLP Reporting Threshold ....................... $ 8,750 million

Description of Offering:

Term and type of security ..................... 2-year notes

== o = - N-2005

CUSIP NUmMbEr . ... ...ttt t it ittt it ineenneenns 912828 BE 9

Auction date ...... ... ... . L i i i July 23, 2003

Issue date .. ... ittt ittt e e e e July 31, 2003

Dated date . ...... ... .ttt et e July 31, 2003

Maturity date ........ ...ttt ennennnn July 31, 2005

Interest rate .. ... ...t e e Determined based on the highest
accepted competitive bid

45 = Determined at auction

Interest payment dates ........................ January 31 and July 31

Minimum bid amount and multiples.............. $1,000

Accrued interest payable by investor .......... None

Premium or discount ............ ..., Determined at auction

STRIPS Information:

Minimum amount required....................... $1,000
Corpus CUSIP number ............ooeueeeneennnas 912820 JB 4
Due date(s) and CUSIP number (s)
for additional TINT(S) . ...t v ittt iueennenennn July 31, 2005 - -~ 912833 ZM 5

Submission of Bids:

Noncompetitive bids:

Accepted in full up to $5 million at the highest accepted yield.

Foreign and International Monetary Authority (FIMA) bids: Noncompetitive bids
submitted through the Federal Reserve Banks as agents for FIMA accounts.
Accepted in order of size from smallest to largest with no more than $100
million awarded per account. The total noncompetitive amount awarded to Federal
Reserve Banks as agents for FIMA accounts will not exceed $1,000 million. A
single bid that would cause the limit to be exceeded will be partially accepted
in the amount that brings the aggregate award total to the $1,000 million limit.
However, if there are two or more bids of equal amounts that would cause the
limit to be exceeded, each will be prorated to avoid exceeding the limit.

Competitive bids:

(1) Must be expressed as a yield with three decimals, e.g., 7.123%.

(2) Net long position for each bidder must be reported when the sum of the total
bid amount, at all yields, and the net long position equals or exceeds the NLP
reporting threshold stated above.

(3) Net long position must be determined as of one half-hour prior to the
closing time for receipt of competitive tenders.

Receipt of Tenders:
Noncompetitive tenders:

Prior to 12:00 noon eastern daylight saving time on auction day
Competitive tenders:

Prior to 1:00 p.m. eastern daylight saving time on auction day

Payment Terms: By charge to a funds account at a Federal Reserve Bank on issue date,
or payment of full par amount with tender. TreasuryDirect customers can use the Pay
Direct feature which authorizes a charge to their account of record at their
financial institution on issue date.
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FROM THE OFFICE OF PUBLIC AFFAIRS

July 22, 2003
js-589

Ohio Launches Federal Health Coverage Tax Credit

Today, Treasury Secretary John Snow applauded Governor Taft for launching
Ohio’s efforts under the federal Health Coverage Tax Credit Program (HCTC) that
will help cover the cost of health insurance premiums for many Ohio residents.

“| am pleased that Governor Taft, Insurance Director Womer Benjamin, and
interested parties in the state of Ohio have worked so hard to make the Health
Coverage Tax Credit program available to up to 12,000 workers and their families,”
stated Treasury Secretary John Snow.

“I commend them for their leadership in this unique partnership between state and
federal governments, labor and participating health plans. This program is a real
innovation in tax policy, one that we hope will lead the way for other innovations
that help real people obtain the health care coverage that they need in a flexible
and reliable way.

We want to ensure that those who qualify for the credit get the help they need as
quickly as possible. “I know many of my fellow Buckeyes have worked in important
industries, such as steel, that helped build this country, to make it as strong as it is.
The Health Coverage Tax Credit is one way we can give back to them. It's a boid
step in the direction of affordable health care for all Americans.

The HCTC advance payments program begins nationally in August 2003. The
Trade Adjustment Assistance Act President Bush signed into law last year included
the new Health Coverage Tax Credit (HCTC). This program provides an advanced
payment of 65% of the premium cost for a qualified health plan for individuals who
are eligible to receive Trade Adjustment Assistance (TAA) benefits or certain
individuals who receive pension benefit payments from the Pension Benefit
Guaranty Corporation (PBGC).

For more information on a particular state and the health insurance
programs that qualify, please visit the HCTC website at www.irs.gov and
enter IRS Keyword: HCTC.
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FROM THE OFFICE OF PUBLIC AFFAIRS

July 22, 2003
2003-7-22-13-33-49-11348

U.S. International Reserve Position

The Treasury Department today released U.S. reserve assets data for the latest week. As indicated in this table, U.S. reserve assets
totaled $81,941 million as of the end of that week, compared to $81,453 million as of the end of the prior week.

1. Official U.S. Reserve Assets (in US millions)

June 27, 2003 July 4, 2003
TOTAL 81,453 81,941

1. Foreign Currency Reserves ' Euro Yen TOTAL Euro Yen TOTAL
a. Securities 7585 13,139 20,723 7,611 13303 20,914
of Which, issuer headquartered in the U.S. - 0 7 0
b. Total deposits with:
b.i. Other central banks and BIS 12,353 2,638 14,991 12,474 2,671 15,145
b.ii. Banks headquartered in the U.S. 0 0
b.ii. Of which, banks located abroad 0 0
b.iii. Banks lzeadQQC;i'rei'ed outside the U.S. 0 0
b.1ii. Of which, banks located in the U.S. 0 0
2. IMF Reserve Position ° 7 23,084 23,180
3. Special Drawing Rights (SDRs)? 11,611 11,659
4. Gold Stock ° 11,044 11,044
5. Other Reserve Assets 0 0

II. Predetermined Short-Term Drains on Foreign Currency Assets
June 27, 2003 July 4, 2003
Euro Yen TOTAL Euro Yen TOTAL

1. Foreign currency loans and securities 0 0
2. Aggregate short and long positions in forwards and futures in foreign currencies vis-a-vis the U.S. dollar:



2.a. Short positions

2.b. Long positions

3. Other
II1. Contingent Short-Term Net Drains on Foreign Currency Assets
June 27, 2003 July 4, 2003
Euro Yen TOTAL Euro Yen TOTAL
1. Contingent liabilities in foreign currency 0 0

‘1.a. Collateral guarantees on debt due within 1
year

:1.b. Other contingent liabilities

2. Foreign currency securities with embedded
options

3. Undrawn, unconditional credit lines

3.a. With other central banks

3.b. With banks and other financial institutions
Headquartered in the U.S.

3.c. With banks and other financial institutions
Headquartered outside the U.S.

4. Aggregate short and long positions of
options in foreign

Currencies vis-a-vis the U.S. dollar 0 0
4.a. Short positions

4.a.1. Bought puts

4.a.2. Written calls

4.b. Long positions

4.b.1. Bought calls

4.b.2. Written puts

Notes:

I/ Includes holdings of the Treasury's Exchange Stabilization Fund (ESF) and the Federal Reserve's System Open Market Account
SOMA), valued at current market exchange rates. Foreign currency holdings listed as securities reflect marked-to-market values,
ind deposits reflect carrying values. Foreign Currency Reserves for the latest week may be subject to revision. Foreign Currency



Reserves for the prior week are final.

2/ The items, "2. IMF Reserve Position" and "3. Special Drawing Rights (SDRs)," are based on data provided by the IMF and are
valued in dollar terms at the official SDR/dollar exchange rate for the reporting date. The entries for the latest week reflect any
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