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CAUTION-REPRINTED MATERIAL

This chapter contains republished material from the CPE 1997 text on
coverage and nondiscrimination. Although there is a new chapter on new
comparability regulations and an updated chapter on the new
demonstrations, the reprinted portion has not been updated to reflect the
changes subsequent to 1997, including:

» The new comparability regulations
» New determination procedures

» Repeal of 415(e),

» 401(k) safe harbor provisions and
» HCE definition.

Although these above changes have affected the application of the
coverage and nondiscrimination requirements, this chapter was reprinted
because the methodology with respect to the coverage and
nondiscrimination tests has not changed. Thus, with the exceptions noted
above, the coverage, average benéefits test, safe harbor uniformity and
accrual requirements, and the other special rules that were
comprehensively covered in the CPE 1997 chapter remain the same and
are still relevant when processing determination letter applications. The
portions of the CPE 1997 text with regards to applying coverage and
nondiscrimination on an examination have been omitted.
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SECTION I-COVERAGE-INTRODUCTION AND
OVERVIEW

This course book (the Guide) provides a comprehensive guide for the
coverage and nondiscrimination regulations and relates these
requirements to the Revenue Procedure 93-39 determination letter
requirements. The Guide, first available in 1996, was based on the
Continuing Professional Education (CPE) texts of 1993, 1994 and 1996,
the alert guidelines (worksheet 5), and Revenue Procedure 93-39. For the
1997 CPE, the Guide was substantially revised to provide:

» An-depth analysis of the safe harbor requirements for defined
benefit plans

» An additional section for examining DB plans, including a
discussion on Rev. Proc. 93-42 and reliance on a determination
letter,

» This guide can be used for reviewing determination letter
requests as well as examining a plan for coverage and
nondiscrimination. Any questions should be referred to Al Reich
at (202) 622-7581, Bob Masnik at (202) 622-7525 or Jerry
Livingston at (410) 962-2330.

The coursebook begins by comparing the old coverage and
nondiscrimination requirements with the new coverage and
nondiscrimination requirements. Next, the coverage rules are reviewed in
detail, with a flow chart and a comprehensive example. The
nondiscrimination rules are then covered in detail including the "amounts
testing" safe harbor and general test requirements. The steps in running
the general test determining accrual rates (with the optional rules), forming
rate groups and applying coverage to rate groups are then explained with
examples.

After the technical portion, the coursebook then shifts to an analysis of
Rev. Proc. 93-39. Although Rev. Proc. 93-39 has been superseded by
Rev. Proc. 97-6, the text will continue to refer to Rev. Proc. 93-39. The
purpose and the sections of Revenue Procedure 93-39 are explained.
Appendix A and demonstrations 5 and 6 are then summarized.
Demonstrations 5 and 6 are interrelated with the coverage and
nondiscrimination rules that were covered in the technical portion.
Finally, the information required when a rate group fails the ratio
percentage test is summarized, along with a comparison of the average
benefits test for coverage and the modified average benefits test for
nondiscrimination.
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UNDERLYING CONCEPTS OF COVERAGE AND
NONDISCRIMINATION-COMPARISON OF OLD RULES

With the Tax Reform Act of 1986, regulations were issued under coverage
and nondiscrimination substantially changing those requirements.
However, upon close analysis, the underlying theory of coverage and
discrimination remained the same. The changes consisted of a shift away
from facts and circumstances analysis to objective numerical testing. This
section describes those changes.

| COVERAGE

OLD COVERAGE RULES

There were three tests under the old coverage rules, the 70% and 70-80%
test and the "b" test. The coverage requirements looked at the entire plan
population. (The new coverage requirements now look at a relative
comparison of the HCEs and NHCEs who benefit under the plan).

The (b) test was a facts and circumstances analysis determining whether
the plan covered reasonable classification of HCEs and NHCEs, that is,
whether a sufficient portion of the lower paid employees participated in the
plan.

CURRENT COVERAGE

With respect to current coverage, the ratio percentage test compares the
proportion of NHCEs and HCEs benéefitting under the plan, i.e percentage
of NHCEs divided by the percentage of HCEs benefitting.

The definition of benefitting became more refined, requiring an
actual allocation or benefit be accrued for the participant in order to
be considered as covered under the plan.

The reasonable classification test or (b) tests retained the facts and
circumstances test, but added another numerical test, the
nondiscriminatory classification test, which establishes a minimum
required ratio percentage that the plan must satisfy.

The average benefit percentage test was added which is also numerically
based. This test shifts the testing to a comparison of the rate at which the
plan provides benefits for HCEs and NHCEs.
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| NONDISCRIMINATION-OLD RULES

OVERALL FACTS AND CIRCUMSTANCES TEST

The old discrimination requirement was a facts and circumstances test
that determined whether benefits were provided to a fair cross section of
employees or whether the benefits discriminated in favor of the "prohibited
group”, that is officers, shareholders or highly compensated employees.
Whether benefits discriminated in favor of the prohibited group was a facts
and circumstances test.

Thus, a company could have a lot of little plans and each plan
could have provided a different benefit. If each plan passed
coverage (facts and circumstances), all plans were qualified.

TESTED ULTIMATE BENEFITS

Another important distinction with the old rules is that in a defined benefit
plan, the ultimate benefits of the employees were compared. A plan was
nondiscriminatory if equivalent ultimate benefits were provided to the
participants. A plan was not discriminatory if each participant would
receive the same benefit at normal retirement age.

These rules were based on the assumption that a DB plan would remain
in existence indefinitely.

Defined contribution plans compared the contributions made for each
employee each year.

| NONDISCRIMINATION-NEW RULES

NONDISCRIMINATION LOOKS AT RATE GROUPS INSTEAD OF FAIR CROSS
SECTION OF EMPLOYEES

Nondiscrimination is now determined by applying objective numerical
coverage rules (instead of facts and circumstances analysis) to objectively
determined rate groups (instead of a facts and circumstances fair cross
section analysis). However, the concepts are the same, coverage is
applied to each rate group as the fair cross section analysis was applied
for each separate little plans.
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NEW RULES ARE EVOLUTIONARY, NOT REVOLUTIONARY

Think of these new rules as evolutionary, not revolutionary, since these
are the same concepts as the old rules, but they have been refined and
made more numerical. In addition, the definitions have become more
refined.

SHIFTED FOCUS FROM LOOKING AT TOTAL BENEFIT

In addition, in determining discrimination, the regulations shifted the focus
from looking at the benefit provided under the plan to looking at the rate of
accrual for each employee for each plan year.

With the issuance of the latest regulations under IRC section 401(a)(4),
the assumption was made that a corporation's DB plan might not remain in
existence indefinitely. Because of this assumption, the discrimination
rules focus on the rate of accrual for a participant for each year.

However, a plan can also satisfy the nondiscrimination requirements if the
plan is considered a "safe harbor" plan. With such a plan, the
nondiscrimination requirements are satisfied by looking to the plan
document.

EXAMPLE 1 Comparing old and new discrimination rules.

Taylor Tool Inc. has a defined benefit plan which accrues benefits under
the fractional accrual rule. The benefit provided is 30% x highest 3 years
average compensation. Ben, age 60 is highly compensated and Jerry,
age 25, not highly compensated, started working on January 1, 1993.
Normal retirement age is 65.

Under the old non-discrimination rules, since both Ben and Jerry will
receive the same ultimate benefit (30% x highest 3 years average
compensation), the plan is nondiscriminatory.

Under the general test, the rate of Ben's benefit accrual would be
compared with the rate of Jerry's benefit accrual. Since Ben's rate of
accrual (6% per year or 30%/5) is much higher than Jerry's rate of accrual
(.75% per year or 30%/40), the plan may fail the general test, depending
on the rates of accrual of the other participants.

Under the general test, the rate of accrual for each participant has to be
determined each year using the participant's years of service,
compensation, etc.. Whether a plan meets the general test depends on
an analysis of the employee population as well as benefits provided for in
the plan document. Under the prior rules, analysis of the plan document
alone was sufficient..

Page 7-12  Training 4213-021 (Rev. April 2002)




| EMPLOYEE PLANS CPE TECHNICAL ToPICS FOR 2002

“ COVERAGE, INCLUDING THE AVERAGE BENEFITS
TEST.

IMPORTANCE OF COVERAGE

Keep in mind that the coverage rules are the foundation of the
nondiscrimination requirements under the regulations. The general test
under the amounts requirement is an application of the coverage
requirements (with a few modifications) to rate groups. Current
availability under benéefits, rights and features also applies the coverage
rules. The "gateway test" for applying the separate lines of business rules
is an application of coverage without the average benefits percentage test.
Thus, understanding coverage is essential for understanding the other
nondiscrimination areas, especially the general test, because these areas
all use slightly different versions of the same underlying coverage
principles
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| FLOW CHART-COVERAGE TESTS

[--mmemmeee Ratio percentage test
| 1.410(b)-2(b)(2)
Coverage

[F—— Average Benefit test
1.410(b)-2(b)(3)

Ratio percentage---% NHCEs who benefit under the plan
1.410(b)-2(b)(2) % HCEs who benefit under the plan

>70% 1.410(b)-2(b)(2)

[------ Nondiscriminatory Classification
| 1.410(b)-4
Average benefit test
1.410(b)-2(b)(3) I
|------Average Benefits Percentage Test
1.410(b)-5

|----Reasonable Classification
| 1.410(b)-4(b)
Nondiscriminatory Classification
1.410(b)-4 |
[----Nondiscriminatory Classification
1.410(b)-4(c)

|[--Ratio % > Safe Harbor
| 1.410(b)-4(c)(2)
I

Nondiscriminatory Classification
1.410(b)-4(c) |
I
|--Ratio % > Unsafe Harbor &
Meets Facts and Circumst.
1.410(b)-4(c)(3)

Average Benefit Percentage-

NHCE benefiting percentage must be at least 70% of HCE benefiting
percentage Use allocation or accrual rates under 1.401(a)(4)

The above flow chart is helpful to gain a quick understanding of how the various
coverage tests fit together.
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| COVERAGE TESTS-INTRODUCTION

There are two basic tests for satisfying coverage,

1. ratio percentage and
2. average benefits test.

First, try to satisfy the ratio percentage test. Otherwise, the plan must
satisfy the average benefits test.

THE RATIO PERCENTAGE TEST

The ratio percentage test is satisfied if the plan's "ratio percentage" is
greater than or equal to 70%.

Defining benefiting percentage

To determine the ratio percentage, first determine the benefiting
percentages.

The % NHCEs benefiting is a ratio:

NHCEs benefiting under the plan
Total nonexcludable NHCEs

The % HCEs benefiting is the same ratio, but with HCEs:

HCEs benefiting under the plan
Total nonexcludable HCEs

Defining ratio percentage

The ratio percentage is a ratio:

NHCE benefiting percentage
HCE benefiting percentage

The ratio percentage is determined by dividing the NHCE benefiting
percentage by the HCE benefiting percentage. If this ratio
percentage falls below 70%, apply the average benefits test.
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Defining Nonexcludable and Excludable Employees

The concept of nonexcludable and excludable employee is important for
determining who is counted for coverage and nondiscrimination. If an
employee is considered excludable, that employee generally does not
exist and is not counted for coverage and nondiscrimination purposes.
The list of excludable employees can be found in section 1.410(b)-6.

The excludable employees are as follows:

Ees who have not met the minimum age and service,
Nonresident aliens,

Collectively bargained Ees,

Employees of Qslobs,

Certain terminating employees

AVERAGE BENEFITS TEST

If the plan does not satisfy the ratio percentage test, the average benefits
test must be applied. The average benefits test has 2 parts:

» Nondiscriminatory classification test and
» average benefits percentage test.

Nondiscriminatory classification

Nondiscriminatory classification is comprised of two tests:
The reasonable classification test:

This is a facts and circumstances analysis, whether the
classification satisfies "reasonable business criteria".

The nondiscriminatory classification test:
This is a numerical test which requires a couple of steps.
1. First, determine the NHCE concentration percentage:

Total nonexcludable NHCEs
Total nonexcludable employees

2. With this concentration percentage, refer to the chart in the
regulations (1.410(b)-4(c)(4)(iv) to determine the safe harbor
and unsafe harbor percentages.
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3. Compare the plan's ratio percentage with the safe harbor and
unsafe harbor percentages. The nondiscriminatory
classification test compares the safe and unsafe harbor
percentages with the plan's ratio percentage test.

» If the plan's ratio percentage is equal or above the safe
harbor %, then the plan satisfies this part of the test.

» If the plan's ratio percentage is below the safe harbor %,
but above the unsafe harbor %, then the
nondiscrimination classification test is satisfied based on
the facts and circumstances, including the factors
described in section 1.410(b)-4(c)(3). The employer can
come in (with a determination letter application) with facts
and circumstances, including these factors.

» If the plan's ratio percentage is equal or below unsafe
harbor %, then it fails coverage.

The average benefits percentage test

This is the second part of the average benefits test. With this test,
the plan's average benefit percentage has to be equal or greater
than 70%. The average benefit percentage is calculated:

Actual benefit % of NHCEs
Actual benefit % of HCEs

The actual benefit percentage of the NHCEs is the average of all
the employer's (including controlled groups) NHCE's benefit
percentage. The same calculation is true for the HCE actual
benefit percentage.

Defining employee benefit percentages

The benefit percentage is defined as the normal accrual rate or allocation
rate determined under the 401(a)(4) regulations, expressed as either a
percent of annual average compensation or a dollar amount. For defined
contribution plans, plan year compensation can be used.

The employee benefit percentage is calculated in the same manner as the
accrual rates for nondiscrimination. Thus, the employer can utilize the
same optional rules such as cross testing (under -8), imputing permitted
disparity, restructuring (under -9) etc. that are used to determine the
accrual rates under the general test of section 1.401(a)(4)-2 or -3.
However, the employer does not have to utilize the same optional rules for
average benefits percentage as those used for nondiscrimination.
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Note that the same limitations that apply when using these optional
rules also apply when determining the employee benefit percentage
for the average benefit percentage test. For example, for ESOPs,
cross testing cannot be used to determine the employee benefit
percentages since ESOPs cannot be cross tested in determining
the accrual rates for the general test.

THE EMPLOYEES AND PLANS THAT ARE COUNTED FOR THE AVERAGE
BENEFITS PERCENTAGE TEST

Remember, all non-excludable employees of the employer (or controlled
group) are counted. Thus, if a non-excludable NHCE does not benefit
under the plan, the NHCE benefit percentage is 0% and is part of the
calculation, even if that employee is part of another company of the
controlled group.

In addition, all the benefit percentages of all the other plans of the
controlled group are included in this test, even 401(k)s and ESOPs.

The average benefit percentage test does not apply the mandatory
disagregation rules for ESOPS and 401ks. Thus, deferrals to a
401(k) plan are counted as employer contributions for the Average
Benefits Test, see section 1.410(b)-5(d) and 1.410(b)-7(e).

Employee contributions are not taken into account to determine employee
benefit percentages

When determining employee benefit percentages, only employer-provided
contributions and benefits are taken into account. Thus, employee
contributions (both allocated to separate accounts and not allocated to
separate accounts) and benefits derived from such contributions are not
taken into account for determining employee benefit percentages.

PLANS WITH CERTAIN EARLY RETIREMENT BENEFITS MUST USE MOST
VALUABLE ACCRUAL RATE FOR EMPLOYEE BENEFIT PERCENTAGE

Under section 1.410(b)-5(d)(7), if:

any DB plan in the testing group provides for early retirement
benefits to any highly compensated employees, and

the average actuarial reduction for any one of these benefits
commencing in the five years prior to the plan's normal retirement
age is less than four percent per year,
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then the aggregate or equivalent most valuable allocation or accrual rate
must be substituted for the normal rates in determining the employee
benefit percentages.

However, this rule does not apply if these early retirement benefits are
currently available to NHCEs that are at least 70 percent of the HCEs to
whom these benefits are currently available.

EXAMPLE (2) lllustrating section 1.410(b)-5(d)(7)

Moose Antler Lodge is a subsidiary of the Tree Frog Wildlife Preserve. Moose
sponsors a DB plan and is required to satisfy the average benéefits test for
coverage. If a participant elects to receive his/her benefit prior to NRA (age 65),
the plan provides an early retirement benefit equal to 100% of the participant's
accrued benefit as of his early retirement date. However, if the participant elects
to receive his/her accrued benefit earlier than age 62, his/her accrued benefit is
reduced if by 5/12% for each full month by which the date the pension payments
actually precedes age 62.

Moose's early retirement benefit is currently available to a ratio percentage of
65% of NHCEs.

Based on the above, early retirement reductions are as follows:

64 63

Early Retirement 100% |100% | 100% | 100% | 95% 90%

benefit
100%-(5/12% 100%-
x12 (5/12% x 24 |

Since the average annual reduction is less than 4%, for any one of the first
3 years (65-62), the plan must use the most valuable accrual for
determining the average benefits percentage.

EXAMPLE (3)
Refer to Moose Head. Assume instead that the early retirement benefit is
currently available to 73% of the NHCEs. In this case, the plan can use
the normal accrual rate because the ratio percentage is above 70%.

EXAMPLE (4)

Refer to Moose Head. Assume instead that the early retirement benefit is
the actuarial equivalent of the accrued benefit at age 65. In this case, the
plan's actuary would have to provide a table of the reduction factors to
determine whether the reduction is less than 4% per year in any of the five
years prior to NRA.
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Age 65 64 63 62 61 60
Early Retirement 100% | 97.38% | 93.7% |89.83% |85.75% |81.48%
benefit

The reduction for each age is as follows:

Age Reduction Calculation

Age 64 3.62% (100%-97.38%)
Age 63 3.68% (97.38%-93.7%)
Age 62 3.87% (93.7%-89.83%)
Age 61 4.08% (89.83%-85.75%)
Age 60 4.27% (85.75%-81.48%)

Note, that if the employer is using an actuarial equivalent calculation to
determine the reduction to the accrued benefit and the employer uses a
pre-retirement rate of 4% or more, then generally the reduction will be 4%
or greater because of discounting using such rate.

ADDIT

PERCENTAGES CAN BE DETERMINED AS SUM OF SEPARATE EMPLOYEE
BENEFIT PERCENTAGES.

IONAL OPTIONAL RULE UNDER 1.401(B)-5(E)-EMPLOYEE BENEFIT

Section 1.410(b)-5(e)(2) provides that the employee benefit percentages
may be determined as the sum of separately determined employee benefit
percentages for each of the plans in the testing group that are aggregated,
provided that these employee benefit percentages are determined on a
consistent basis under section 1.410(b)-5(d)(5)(iii) of this section. Thus,
any optional or alternative rule that is used for one plan must be used on a
consistent basis for all employees and for all plans.

Note that section 1.410(b)-5(e)(2)(iii) provides that plans can be
inconsistent with respect to certain items, including different 414(s)
definitions of compensation, different definitions of average annual
compensation etc. and can still apply this optional rule.

ADDITIONAL OPTIONAL RULE-DETERMINATION OF EMPLOYEE BENEFIT
PERCENTAGES WITHOUT REGARD TO PLANS OF ANOTHER TYPE-SECTION

1.410

(B)-5(E)(3)

Section 1.410(b)-5(e)(3) provides that employee benefit percentages may
be determined under plans of one type (DB or DC) by treating all plans of
the other type as if they were not part of the testing group. Thus, the
plans of the other type can be disregarded when determining the
employee benefit percentages.
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If this optional rule is used for DC plans (and DB plans are not considered
part of the testing group):

>

>

all DC plans in the testing group must be determined on a
contributions basis, and

benefits under any DB plans may not be included in the
employee benefit percentage.

If this optional rule is used for DB plans (and DC plans are not considered
part of the testing group):

>

>

all DB plans in the testing group must be determined on a
benefits basis and

allocations under any DC plans may not be included in the
employee benefit percentage.

A plan (DB or DC) does not satisfy the average benefits percentage
test using this method unless each of the plans of the other type
(DC or DB) satisfy either:

>
>

The average benefits test using this method or
the ratio percentage test under section 1.410(b)-2(b)(2).

SPECIAL RULE FOR COLLECTIVELY BARGAINED PLANS UNDER SECTION

1.410(B)-5(F)

A plan (as determined without regard to the mandatory
disaggregation rule of section 1.410(b)-7(c)(5)) that benefits both
collectively bargained employees and noncollectively bargained
employees is deemed to satisfy the average benefits percentage
test of this section if:

The provisions of the plan applicable to each employee are
identical to every other employee in the plan, including the
plan benefit formula, optional forms of benefit, etc. and

The plan would satisfy the ratio percentage test of section
1.410(b)-2(b)(2) if the excludable employee (-6(d)) and
mandatory disaggregation rules (-7(c)) for collectively
bargained and non-collectively bargained rules did not apply.

EXAMPLE 5

ILLUSTRATING COVERAGE

Health Bar Co. has a total of 305 employees.
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100 employees are covered under a collective bargaining
agreement.

Division A has 60 NHCEs and 72 HCEs.
Division B has 65 NHCEs and 8 HCEs.

Division C has 100 NHCEs who are covered under the collective
bargaining agreement.

Health Bar Co. maintains a profit sharing plan covering only Division A
and provides a three percent allocation each year for Division A
employees.

Does the plan satisfy coverage?

Page 7-22 Training 4213-021 (Rev. April 2002)




EMPLOYEE PLANS CPE TECHNICAL ToPICS FOR 2002

SOLUTION

First, determine the total number of non-excludable NHCEs and HCEs.
Since Division C employees are covered under a collective bargaining

agreement, these employees are excludable and not considered when

testing coverage. Thus, there are 205 total non-excludable employees,
125 NHCEs and 80 HCEs.

Ratio percentage test

Remember, the ratio percentage is a fraction:

% NHCESs benefiting under the plan
% HCEs benefiting under the plan

The benefiting percentage for NHCEs (or HCES) is:

NHCEs (or HCESs) benefiting under the plan
Total NHCEs (or HCEs) of the employer

Applying the above facts, the NHCE benefiting percentage is:

60 NHCEs benefiting (Division A NHCESs)
125 total Nonexcludable NHCEs

or 48%.
The HCE benefiting percentage under the plan is:

72 NHCEs benefiting (Division A HCESs)
80 total Nonexcludable HCEs

or 90%.

Remember, once the benefiting percentages are determined, can now
calculate the ratio percentage:

48% (NHCE benefiting percentage)
90% (HCE benefiting percentage)

or 53%.

Since the plan's ratio percentage test is below 70%, it fails the ratio
percentage test. Thus, the average benefits test must be applied.
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Average benefits test

Remember, there are two parts, the nondiscriminatory classification test
and the average benefits percentage test.

Nondiscriminatory classification test-this test is comprised of two parts:

1. Reasonable classification test

Applying the above facts, the employees who benefit under the
plan are classified by division (only Division A employees
participate). Classification by division would be considered a
reasonable classification.

2. Nondiscriminatory classification test

First, determine the NHCE concentration percentage. Using the
concentration percentage, determine the safe and unsafe harbor
percentages by referring to the table in the regulations. The
concentration percentage is 125/205 or 60.9%.

In this case, the 60.9% is not rounded to 61%, but is considered 60%. The
regulations require that the safe and unsafe harbor percentage starts at
50% and 40% respectively and is reduced .75% for each whole
percentage point by which the NHCE concentration percentage exceeds
60%. Since 60.9% does not exceed 60% by a whole percentage point,
the safe and unsafe harbor percentages are determined using 60%.

Thus, the plan's safe and unsafe harbor percentage is 50% and 40%
respectively.

The plan's ratio percentage is compared with the safe and unsafe harbor
percentages. Since the plan's ratio percentage of 53% is above the safe
harbor percentage, the nondiscriminatory classification test is satisfied.

Average benefits percentage test-second part of average benefits test

First, determine the average benefit percentage for both the NHCEs and
the HCEs. Remember, the average benefit percentage is calculated:

Average benefit % of NHCEs
Average benefit % of HCEs

The average benefit percentage of the NHCEs is the average of all the
employer's nonexcludable NHCE's employee benefit percentage. This
percentage is defined as the normal accrual rate or allocation rate
determined under the 401(a)(4) regulations. If a nonexcludable employee
does not benefit under the plan, the percentage is 0%.
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Assume the allocation rate under the plan is 3% and no optional rules
were applied. The NHCE average benefit percentage is:

60 NHCEs @ 3% (180%) (Division A ees)
65 NHCEs @ 0% (0%) (Division B ees)

The average benefit percentage is averaged over the total number of
nonexcludable employees or 125 ees. Thus, the average benefit
percentage for NHCEs is 180%/125 employees or 1.44%.

The average benefit percentage for the HCEs is:

72 HCEs @ 3% (216%) (Division A ees)
8 HCEs @ 0% (0%) (Division B ees)

Thus, the average benefit percentage for HCEs are 216%/80 or 2.7%.

The average benefit percentage of the plan is:

1.44% (NHCE average benefit percentage)
2.7% (HCE average benefit percentage)

or 53%. Thus, this plan fails the average benefits percentage test.
Note that 53% was the ratio percentage test of the plan. However,
this is just a coincidence.
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REQUIREMENTS

“ SECTION I, SAFE HARBOR UNIFORMITY

CAUTION-REPRINTED MATERIALS

This chapter contains republished material from the CPE 1997 text on
coverage and nondiscrimination. Although there is a new chapter on new
comparability regulations and an updated chapter on the new
demonstrations, the reprinted portion has not been updated to reflect the
changes subsequent to 1997, including:

The new comparability regulations
New determination procedures
Repeal of 415(e),

401(k) safe harbor provisions and
HCE definition.

Although these above changes have affected the application of the
coverage and nondiscrimination requirements, this chapter was reprinted
because the methodology with respect to the coverage and
nondiscrimination tests has not changed. Thus, with the exceptions noted
above, the coverage, average benéefits test, safe harbor uniformity and
accrual requirements, and the other special rules that were
comprehensively covered in the CPE 1997 chapter remain the same and
are still relevant when processing determination letter applications. The
portions of the CPE 1997 text with regards to applying coverage and
nondiscrimination on an examination have been omitted.

| NONDISCRIMINATION REQUIREMENTS

OVERALL NONDISCRIMINATION REQUIREMENTS UNDER TREAS. REG.
SECTION 1.401(A)(4)

The regulations under IRC section 401(a)(4) provide for three overall
requirements. Treas. Reg. section 1.401(a)(4)-1:

1. The benefits or contributions under a plan must be nondiscriminatory in
amount. Treas. Reg. section 1.401(a)(4)-2 & -3 CPE 93, Chapters 1-3

2. The benefits rights and features provided under a plan must be made

available to all employees in the plan in a nondiscriminatory manner. Treas.

Reg. section 1.401(a)(4)-4 CPE 93, Chapter 8
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3. The timing of plan amendments and plan terminations must not have the
effect of discriminating in favor of the highly compensated employees
(HCEs). Treas. Reg. section 1.401(a)(4)-5 CPE 93, Chapter 8

These requirements comprise the basic structure of the (a)(4) regulations and
the other discrimination requirements stem from these three requirements. For
example, whether the plan satisfies the safe harbor or the general test stems
from the nondiscriminatory amount requirement.

NONDISCRIMINATORY AMOUNT REQUIREMENT

With respect to the nondiscrimination in amounts requirement, plans can
either meet one of the safe-harbors or the general test. If a plan does not
satisfy one of the safe harbors, the plan must satisfy the general test.

Comparison of safe harbor and general test requirements

Safe-harbors are based on uniformity requirements and require an
analysis of the plan's provisions. A plan can be either a Design Based
Safe Harbor (satisfying the safe harbor requirements solely by plan
language) or non-design based safe harbor (satisfying the safe harbor
requirements by plan language and limited numerical testing). CPE 93

chapter 1

The general test is based on whether "rate groups" pass coverage under
IRC section 410(b). Coverage is determined by considering the rate
groups as a separate plan. This test requires extensive numerical
analysis outside of the plan document. CPE 93, chapters 2-3

Advantages to safe harbor

For the design based safe harbors, the plan, as written, would satisfy the
amounts requirement of 1.401(a)(4)-2 or -3. The employer would not have
to maintain additional records or perform numerical testing as would be
required under the general test.

Advantages to general test

Although the general test is much more complicated to administer, the
employer does not have to satisfy the uniformity rules as required for safe
harbor plans. Thus, the employer can provide for broader types of
allocation or benefit formulas.

| SAFE HARBOR FOR DC PLANS 1.401(A)(4)-2(B)
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INTRODUCTION

A DC plan must provide for either type of allocation formula to be a safe harbor
plan:

» Uniform allocation formula (design based safe harbor) or
» Uniform points allocation formula (non-design based safe harbor).

A uniform allocation formula is a formula that allocates to each employee:

» The same percentage of plan year compensation,
» the same dollar amount, or

» the same dollar amount for each uniform unit of service (not to exceed
one week).

This formula allows allocations to be based on compensation, years of
service and age. An employer would have to perform additional numerical
tests to determine whether the plan passes amounts testing under this
formula.

Points are assigned for compensation, years of service or age (or in any
combination). Points have to be assigned for either age or service. The
points are totalled for each employee and an allocation is made based on
the ratio:

Employee points
Total points of all employees

Requirements for Uniform Points Allocation

Each employee must receive the same points for each year of age, for
each year of service and for each unit of compensation.

A numerical test must be satisfied. Once allocations are determined, the
average allocation rate for highly compensated employees (HCEs) cannot
exceed the average allocation rate for non-highly compensated
employees (NHCEs).

PROVISIONS PERMITTED IN DC SAFE HARBOR
PLANS—1.401(A)(4)-2(B)(4)

A DC safe harbor plan can provide for the following (and still be considered a
safe harbor plan):
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1. different entry dates (as permitted in IRC section 410(a)(4),

2. conditions on allocations, such as employed on the last day of the year or
complete 1000 hours of service,

3. limits on allocations, such as a maximum dollar amount etc.,

4. provide lower allocations to HCEsS,

5. provide for two or more formulas if certain requirements are met,
6. provide for permitted disparity.

SECTION 401(K) AND (M) PLANS

Section 401(k) and (m) plans that satisfy the requirements of the ADP or
ACP tests do not have to satisfy the amounts requirements under section
1.401(a)(4)-2.

However, these plans still have to meet the other two requirements under
1.401(a)(4)-4 and -5, (availability of benefits rights and features and
special circumstances).

Exceptions-when 401(k) and (m) plans have to meet amounts testing

Non-qualified cash or deferred arrangement (see CPE 1996,chapter 6,
for a more detailed discussion of nonqualified 401(k) plans)

A non-qualified cash or deferred arrangement has to satisfy the
amounts requirement under 1.401(a)(4)-2.

QUALIFIED CASH OR DEFERRED ARRANGEMENT

Elective contributions not meeting certain conditions

If elective contributions under a qualified cash or deferred
arrangement do not meet the allocation or contribution
requirements under 1.401(k)-1(b)(4)(i), then these contributions
must satisfy the amounts requirement.

Qualified non-elective contributions (QNECs)

If there are any QNECs, these contributions would also be tested
under the amounts requirement. However a plan with no other
formula satisfies the nondiscriminatory amount requirement
because only NHCEs are benefitting. A plan with a profit sharing
formula and a QNEC would still meet the uniformity requirement
under the special rule for multiple formulas, section 1.401(a)(4)-
2(b)(4)(vi).
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SAFE HARBOR FOR DEFINED BENEFIT PLANS-
1.401(A)(4)-3(B)

INTRODUCTION

The following section provides an in-depth review of the requirements that
a defined benefit plan must satisfy in order to be considered a safe harbor
plan. This section can be used in the determination letter or examination
context. Please note that if a plan is determined not to be a safe harbor
plan in either context, in addition to the reliance issues, the plan may still
satisfy the nondiscrimination requirements by satisfying the general test.

For example, if upon applying for a determination letter, the plan is
determined not to be a safe harbor, the plan does not automatically fail the
nondiscrimination requirements. However, if a favorable determination
letter on the nondiscrimination requirements is requested, the employer
may either amend the plan to satisfy the safe harbor requirements or
submit additional demonstrations satisfying the general test.

| OVERALL SCHEME OF SAFE HARBOR REQUIREMENTS

INTRODUCTION

In order for a DB plan to be considered a safe harbor plan, the formula
has to satisfy two requirements:

1. the uniformity requirements under 1.401(a)(4)-3(b)(2) (this
chapter)and

2. one of the accrual requirements (following chapter) under

» 1.401(a)(4)-3(b)(3) for unit credit plans,
» 1.401(a)(4)-3(b)(4) for fractional accrual rule plans, or

» 1.401(a)(4)-3(b)(5) for fully insured plans described under
section 412(i).

| UNIFORMITY REQUIREMENTS-FIVE REQUIREMENTS

In order for a DB formula to be considered uniform, the formula must
satisfy each of the following five requirements:
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Uniform normal retirement benefit,
Uniform post normal retirement benéefit,
Uniform subsidies,

No contributory DB plans allowed, and
The period of accrual requirement

UNIFORM NORMAL RETIREMENT BENEFIT-SECTION 1.401(A)(4)-3(B)(2)(1)-
FIRST REQUIREMENT TO SATISFY THE UNIFORMITY REQUIREMENTS

The plan has to provide to all employees the same benefit formula
providing the same percentage of average annual compensation or the
same dollar amount for employees who will have the same number of
years of service at normal retirement age. In addition, the benefit must be
payable in the same form (life annuity, etc.) to all employees. Please
note that there are exceptions to the uniformity requirements under
sections 1.401(a)(4)-3(b)(6) and 1.401(a)(4)-3(f).

EXCEPTIONS TO UNIFORMITY REQUIREMENT

A plan's normal retirement benefit (benefit formula) may be considered
uniform even though two participants with the same years of service with
the employer have different accrued benefits. Two situations in which this
can happen are:

1. if the plan has had a fresh start or
2. if the plan grants past, pre-participation or imputed service.

FIRST EXCEPTION TO UNIFORMITY REQUIREMENT-FRESH START, SECTION
1.401(A)(4)-13

If the plan has a fresh start date, the plan formula has been amended and
the accrued benefit before that date is disregarded in determining whether
the amended benefit formula meets the uniformity requirements. In order
to satisfy the fresh start requirements under 1.401(a)(4)-13(c), the accrued
benefits of employees in the fresh start group must be frozen as of the
fresh start date and the accrued benefits must be determined under one of
the fresh start formulas.

A fresh start group is defined as all employees who have accrued
benefits as of the fresh start date and one hour of service after the
fresh start date. A fresh start group may consist of only certain

employees, such as members of an acquired group of employees.
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A fresh start date is usually the last day of the plan year. The day after the
fresh start date is when the amended plan formula is effective.

For further information regarding fresh start, please see the fresh start
section after the end of the general test section.

SECOND EXCEPTION TO UNIFORMITY REQUIREMENT-PAST, PRE-
PARTICIPATION OR IMPUTED SERVICE-SECTION 1.401(A)(4)-11(D)(3)

Generally, service for periods in which an employee does not perform
service as an employee or for periods in which the employee did not
participate in the plan may not be taken into account in determining
whether the plan satisfies amounts testing (safe harbor or general test) or
provides nondiscriminatory benefits, rights and features. A plan that
grants service for periods in which an employee does not perform service
as an employee of the employer maintaining the plan or for periods in
which the employee did not participate in the plan would not satisfy the
uniformity requirements.

EXAMPLE 6 lllustrating pre-participation

The Dolen Comedy Club Co. has a defined benefit plan with a benefit
formula: 2% x years of service x average annual compensation. In 1994,
the Club acquires Kemper Album and Tape Co. and amends the plan to
credit service with Kemp prior to the acquisition. In 1998, Adam has 4
years of service with Dole Co. and 10 years of service with Kemper Album
prior to the acquisition. Roz started with Dole Co. in 1994 and has 4 years
of service.

Without any special exceptions, the benefit formula would not be
considered uniform because two employees (Adam and Roz) who have
the same number of years of service with Dole Co. do not have the same
accrued benefit (Adam has 28% of average annual compensation and
Roz has 8% of average annual compensation).

Section 1.401(a)(4)-11(d)(3) permits past, pre-participation or imputed
service to be taken into account in determining whether the plan satisfies
amounts testing (safe harbor or general test) or benefits, rights and
features. For a safe harbor plan, if the plan formula grants past, pre-
participation or imputed service and satisfies the requirements under
section 1.401(a)(4)-11(d)(3), such service can be taken into account and
the benefit formula would still be considered uniform and satisfy the period
of accrual requirement (see below).
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Definition of past service

Under section 1.401(a)(4)-11(d)(3)(i)(B), past service refers to service
prior to the plan's inception or prior to a plan amendment. Note that such
service may be counted for purposes of amounts testing and availability
(section 1.401(a)(4)-1(b)(2) and (b)(3)) because service for such periods
generally would have been credited for the employee but for the timing of
the plan establishment or amendment.

However, the grant of past service must satisfy the requirements of
section 1.401(a)(4)-5, which provide that the timing of such
establishment or amendment may not discriminate significantly in
favor of the highly compensated employees.

Definition of Pre-participation service

Section 1.401(a)(4)-11(d)(3)(ii) defines pre-participation service refers as
service prior to the employee's participation in the plan. Such service can
be with the employer or with a prior employer.

EXAMPLE 7 If service taken into account satisfies -11(d)(3)

Same facts as previous example. If the plan satisfies the requirements of
section 1.401(a)(4)-11(d)(3), Adam's service with Kemper may be taken
into account. To determine uniformity, Adam's accrued benefit would be
compared with another employee who has 14 years of credited service
under the plan (even if all of this employee's service is with Dole).

Definition of Imputed Service

Imputed service refers to counting service after an employee has started
participating in the plan while the employee is not performing services for
the employer. For example, the plan can count service for the period that
the employee performs service for another employer in a joint venture.

Requirements for pre-participation and imputed service credit

Section 1.401(a)(4)-11(d)(3)(i)(C) of the regulations provides that if all
three requirements under section 1.401(a)(4)-11(d)(3)(iii) are satisfied,
pre-participation service may be taken into account for purposes of
determining whether a plan satisfies the nondiscrimination in amount or
benefit requirement under section 1.401(a)(4)-1(b)(2) and the
nondiscriminatory benefit, rights and features requirement under section
1.401(a)(4)-1(b)(3).

For imputed service, in addition to these three requirements, the
requirements under 1.401(a)(4)-11(d)(3)(iv) must be satisfied.
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The three requirements are as follows:

1. The provision granting pre-participation service must apply to all
similarly situated employees (section
1.401(a)(4)-11(d)(3)(iii)(A)).

2. There must be a legitimate business reason, based on all the
relevant facts and circumstances (section
1.401(a)(4)-11(d)(3)(iii)(B)).

3. Based on all the relevant facts and circumstances, a plan
provision crediting pre-participation service must not by design
or in operation discriminate significantly in favor of HCEs
(section 1.401(a)(4)-11(d)(3)(iii)(C)).

First requirement for satisfying pre-participation or imputed service-
Similarly situated requirement under section 1.401(a)(4)-11(d)(3)(iii)(A

A plan crediting pre-participation service to any HCE must apply on the
same terms to all similarly situated NHCEs. The determination as to
whether two employees are similarly situated is based on reasonable
business criteria.

Employees who enter the plan as a result of a particular merger and who
participated in the same plan of a prior employer are generally similarly
situated. However, employees who are transferred to different joint
ventures or different spun-off divisions are generally not similarly situated.

In example (2) of the regulations, Employer X acquires two trades or
businesses from different employers. All employees became Division M
employees and are covered by the same plan, Plan B. Plan B grants
pre-participation credit for employees of one of the acquired companies,
but not the other. Plan B still satisfied the similarly situated requirement
because it is reasonable to treat employees of one acquired trade or
business as not similarly situated to employees of another acquired trade
or business.

Second requirement for satisfying pre-participation or imputed service-
Legitimate business reason requirement under 1.401(a)(4)-11(d)(3)(iii)(B)

There must be a legitimate business reason, based on the facts and
circumstances, for a plan to credit pre-participation service for service with
another employer. Note that under 1.401(a)(4)-11(d)(3)(iv), a legitimate
business reason does not exist for a plan to impute service after an
individual has ceased to perform services as an employee for the
employer maintaining the plan and is not expected to resume performing
services with that employer.
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The regulations list relevant factors such as:

1. Whether one employer has a significant ownership, control or
other similar interest in, or relationship with, the other employer.

2. Whether the employees are an acquired group of employees, or
the employees became employed by another employer in a
transaction between the two employers that was a stock or
asset acquisition, merger etc. involving a change in the
employer of the employees of a trade or business.

3. Whether the two employers share interrelated business
operations.

4. Whether the employers maintain the same multiple employer
plan.

5. Whether the employers share similar attributes, such as
operation in the same industry or same geographic area.

6. A legitimate business reason is deemed to exist for a plan to
credit military service as service with the employer.

Third requirement for satisfying pre-participation or imputed service-
Significantly discriminatory requirement under section
1.401(a)(4)-11(d)(3)(iii)(C)

Based on all of the relevant facts and circumstances, the pre-participation
provision must not by design or in operation discriminate significantly in
favor of HCEs. Section 1.401(a)(4)-11(d)(3)(iii)(C)(2) of the regulations
lists examples of relevant facts and circumstances that can be used in
determining whether the provision is discriminatory:

1. The degree of excess coverage under section 410(b) of NHCEs
for the plan crediting the service, taking into account employees
who are credited with the service.

2. The circumstances underlying the employee's transfer into the
group of employees covered by the plan.

3. The relative number of employees other than five percent
owners or the most highly-paid HCEs of the employer who are
being credited with pre-participation service. This number takes
into account all employees who have been over time, or are
reasonable expected to be in the future, credited with such
service.

4. Whether the service credit does not duplicate benefits, but
merely makes an employee whole (prevents the employee from
being disadvantaged with respect to benefits by a change in job
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or employer or provides the employee with benefits comparable
to those of other employees).

5. The degree of business ties between the current employer and
the prior employer, such as the degree of ownership interest or
other affiliation.

6. Whether the other employer maintains a qualified plan for its
employees.

7. Whether the other employer maintains a qualified plan for its
employees.

8. The existence of reciprocal service credit under other plans of
the employer or the prior employer.

9. The type of service being credited.

EXPLANATION OF DEMONSTRATION 7

Demonstration 7, one of the demonstrations that may be required as part
of the determination letter application, describes the nature of the past
service, pre-participation or imputed service granted by the plan and
references the applicable plan provision. In determining whether the
requirements under section 1.401(a)(4)-11(d)(3) are satisfied when
reviewing the determination letter application, the agent should review
Demo 7 for anything that may violate one of these requirements. If so, the
agent should ask the employer for further information to determine
whether such requirements were violated.

AVERAGE ANNUAL COMPENSATION

To satisfy uniformity, the benefit formula must produce a benéefit of the
same percentage of average annual compensation or the same dollar
amount for each employee with the same service. Thus, for a benefit
formula that bases a benefit on compensation to be considered a safe
harbor formula, compensation that is used must satisfy the definition of
average annual compensation. In addition, average annual compensation
must also be used in conjunction with the general test if accrual rates are
determined as a percentage of compensation.

Section 1.401(a)(4)-3(e) provides the requirements for determining
average annual compensation. One requirement is that the plan must use
a definition of compensation that satisfies section 414(s). Such definition
can be either a specific definition under section 1.414(s)-1(c) or an
alternative definition that is determined to be nondiscriminatory under
section 1.414(s)-1(d). If a plan with a safe harbor benefit formula is using
an alternative definition of compensation, demo 9 is required to be
submitted with the determination letter application.
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With respect to an alternative definition of compensation, section 414(s)(3)
prohibits a definition of compensation that discriminates in favor of highly
compensated employees. Section 1.414(s)-1(d) provides that any
definition of compensation satisfies section 414(s) if:

1. the definition of compensation does not by design favor highly
compensated employees,

2. the definition is reasonable within the meaning of section
1.414(s)-1(d)(2) and

3. the definition satisfies the nondiscrimination requirement of
section 1.414(s)-1(d)(3).

Thus, unless all three requirements under section 1.414(s)-1(d) are
satisfied, the plan does not have a definition of compensation that satisfies
section 414(s).

With respect to the determination letter application, Demo 9 is used
to show that these requirements are satisfied for plans that have a
design based safe harbor formula.

For general test plans or average benefit test plans, element H of
Demonstration 6 is used to show that the definition of
compensation is nondiscriminatory if the accrual rates are
determined as a percentage of compensation.

Compensation definition used to based benefits under the plan does not
have to be nondiscriminatory under section 414(s)

Note that a definition of compensation used to base benefits under the
plan does not have to satisfy the requirements of section 414(s). A plan
can use any definition of compensation under the plan for determining a
participant's accrued benefit.

If this definition is discriminatory under section 414(s), the plan must
satisfy the general test in order to satisfy the nondiscrimination
requirements because the formula is not a safe harbor formula. With
respect to the general test, although the plan base its benefits on any
definition of compensation in determining the accrued benefit, a
nondiscriminatory definition of compensation must be used to state the
accrual rates as a percentage of compensation.
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In addition to using one of the above definitions of compensation, the plan
must satisfy the "averaging period" requirements. The average annual
compensation is the highest average annual compensation determined
over the averaging period in the employee's compensation history. The
averaging period must consist of 3 or more consecutive 12 month periods,
but need not be longer than the employee's period of employment. The
averaging period may be modified to exclude certain periods of
employment. An employee's compensation must be continuous, be no
shorter than the averaging period and end in the current plan year. For
further details, please see section 1.401(a)(4)-3(e)(2).

EXAMPLE 8 lllustrating average annual compensation

The Nelson Aerospace Plan is a defined benefit plan. The Plan
determines benefits on the basis of each employee's annual
compensation for the five consecutive plan years (or the employee's
period of employment, if shorter) during the compensation history in which
the average is highest. The compensation history used for this purpose is
the last 10 plan years, plus the current plan year. In determining
compensation for each plan year in the compensation history, the Plan
defines compensation using a single definition that satisfies section 414(s)
as a safe-harbor definition under Treas. Reg. section 1.414(s)-1(c) (total
compensation). Plan A determines benefits on the basis of average
annual compensation.

UNIFORM POST-NORMAL RETIREMENT BENEFIT-SECOND UNIFORMITY
REQUIREMENT

The annual benefit provided to the employee after normal retirement age
has to be the same percentage of average annual compensation as
provided to an employee with the same years of service prior to normal
retirement age.

There is an exception for crediting interest to the normal retirement
benefit that is held by the plan after normal retirement age. If a
participant works beyond normal retirement age, there can be an
actuarial increase to the normal retirement benefit for each year the
plan retains this benefit. (See special rules section below.)

UNIFORM SUBSIDIES-THIRD UNIFORMITY REQUIREMENT

Each subsidized optional form of benefit must be currently available to
substantially all employees. However, if the optional form is not currently
available to substantially all employees and the optional form is eliminated
prospectively, the plan is a safe harbor plan (see "Provisions permitted in
DB safe harbor plans, section 1.401(a)(4)-3(b)(6)" section below).
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"Substantially all" is a facts and circumstances test, which can include the
employer showing that the employees to whom the benefit is not currently
available are HCEs. Otherwise, this requirement is not satisfied and the
plan would be considered a general test plan.

EXAMPLE 9 Defining subsidized optional form of benefit

Nik's Taxicab's defined benefit plan provides an early retirement benefit
equal to 100% of the participant's accrued benefit as of his early
retirement date reduced, if he elects to receive his benefit before attaining
age 62, by 5/12 percent for each full month by which the date at which
pension payments actually begin precedes his attainment of age 62.

The early retirement benefit from age 62 to 65 (NRA) is a subsidized
optional form of benéefit since there is no actuarial reduction in the accrued
benefit between those ages. In addition, Regs. section
1.401(a)(4)-4(e)(1)(i) defines optional form of benefit to be an early
retirement benefit. Thus, the benefit offered by Nik's must satisfy the
uniform subsidy requirement in order for the plan to be considered a safe
harbor plan.

EXAMPLE 10 lllustrating the uniform subsidy requirement

Refer to Example 9 above. To satisfy the uniform subsidy requirement,
the benefit must be currently available to substantially all employees.
Regs. Section 1.401(a)(4)-4(b)(2)(ii)(A) indicates a specified age condition
is disregarded in determining current availability with regard to an
employee.

In this situation, age is the only condition for determining whether the
unreduced subsidy is available. Consequently, the early retirement
subsidy is available to everyone on the same basis.

EXAMPLE 11 Illustrating a separate optional form of benefit

Refer to Example 9 above. The early retirement benefit prior to age 62
would constitute a separate optional form of benefit because this benefit is
not payable on substantially the same terms as another distribution
alternative. Regs. Section 1.401(a)(4)-4(e)(1)(i) provides a list of relevant
terms including terms affecting the value such as actuarial assumptions.
In this case, the reductions are different prior to age 62 than subsequent
to age 62.

EXAMPLE 12 Determining whether a benefit is subsidized
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Refer to Example 9 above. Whether the early retirement benefit prior to
age 62 is subsidized is determined using reasonable actuarial
assumptions. The actuarial reduction in this example is 5% per year. If
the agent suspects that this actuarial reduction includes a subsidy, the
agent should require the employer to demonstrate that this reduction does
not include a subsidy. If the employer demonstrates that there is no
subsidy, this reduction does not have to be evaluated.

The following approach can be used to determine if there is a subsidy. If
standard assumptions (Regs. Section 1.401(a)(4)-12) are used (such as
UP84 mortality with 7.5% pre and post retirement interest), then the plan
reduction can be compared against these assumptions to help determine
if a subsidy exists. An optional form may be subsidized if the plan
reduction is less than the reduction calculated using standard
assumptions.

For example, the annuity purchase rates for age 62 and 61 respectively
are $9.072 and $9.27. The reduction using the above standard
assumptions is (1 - [9.072/9.27 /1.075]) or 8.96%. This may indicate the
early retirement benefit prior to age 62 is subsidized since the plan
reduction is less than the reduction using standard assumptions. Note
standard assumptions are not the only assumptions allowable, but are
used to illustrate the method of evaluation.

EXAMPLE 13 Each subsidized benefit must be evaluated separately

Refer to Example 9 above. Since there are two subsidized early
retirement benefits in this plan, each must be evaluated separately to
determine whether they are currently available to substantially all
employees.

As stated above, the age condition is disregarded when evaluating current
availability. The early retirement benefit for participants who retire prior to
age 62 is currently available to everyone when the age condition is
disregarded.

NO CONTRIBUTORY DB PLANS-FOURTH UNIFORMITY REQUIREMENT

A DB safe harbor plan cannot be a contributory DB plan, i.e. is one in
which the benefit is funded partially by employee contributions. However,
there are exceptions for plans utilizing one of the methods specifically
permitted in section 1.401(a)(4)-6. Please see the "Provisions permitted in
DB safe harbor plans, section 1.401(a)(4)-3(b)(6)" section below.

PERIOD OF ACCRUAL REQUIREMENT-FIFTH UNIFORMITY REQUIREMENT
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The years of service over which the benefits are accrued has to be the
same as the years of service over which the benefit is calculated. Section
1.401(a)(4)-11(d)(3) (service crediting requirements) determine the years
over which the benefits are accrued when applying the nondiscrimination
in amount requirements (safe harbor or general test). The plan
determines the years of service over which the benefits are calculated.
Thus, a plan can include any years of service to determine the accrued
benefit. However, when satisfying the nondiscrimination requirements, the
years over which the benefit can be accrued are limited to those years that
satisfy the requirements of section 1.401(a)(4)-11(d)(3).

As stated above, section 1.401(a)(4)-11(d)(3)(A) provides the general rule
that the following periods of service may not be taken into account in
determining whether the plan satisfies the amounts requirement under
section 1.401(a)(4)-1(b)(2) and (b)(3):

» periods of service for which an employee does not perform
services for the employer or

» periods of service for which the employee did not participate in
the plan

However, section 1.401(a)(4)-11(d)(3) provides exceptions (see above)
permitting certain types of service (past service, pre-participation service
etc.) to be taken into account for the amounts requirement if certain
additional requirements are satisfied.

Impact of years of service not being recognized under section 1.401(a)(4)-
11(d)(3) on the period of accrual requirement

Even though the plan provides for a benefit for years of service, such as
past service, imputed service etc., such service may not be recognized for
the amounts requirement if the requirements under section 1.401(a)(4)-
11(d)(3) are not satisfied. If years of service are not recognized, the
nondiscrimination in amounts requirement is applied as if the service does
not exist. Thus, the period over which the benefit is accrued does not
include the service that does not satisfy the requirements of section
1.401(a)(4)-11(d)(3).

The period of accrual requirement provides that the period over which the
benefit is calculated must be the same period as the benefit is accrued.
Thus, unless years of service are recognized under section 1.401(a)(4)-
11(d)(3), these years are not counted for accrual purposes and the period
of accrual will be different from the period over which the benefits are
calculated, causing a plan to be considered a general test plan instead of
a safe harbor plan.
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EXAMPLE 14 Illustrating when service does not satisfy -11(d)(3)

The Fancy Clothes Company provides a DB plan with a benefit formula of
50% of average annual compensation with a minimum 30 years of service.
Fancy Clothes Company acquired L.R.R. Sports Inc in 1995 and granted
pre-participation service for L.R.R. employees. Mr. Supowitz, age 45,
started with L.R.R. in 1985 and was granted 10 years of pre-participation
service.

Assume that the granting of pre-participation service does not satisfy
section 1.401(a)(4)-11(d)(3). The plan is not a safe harbor plan because
the period of accrual requirement is not satisfied. The years of service
over which the benefit is calculated (1985-2005) is not the same over
which the benefit is accrued (1995-2005). Since the pre-participation
service is not permitted to be taken into account under section
1.401(a)(4)-11(d)(3) for purposes of amounts testing, the 10 years pre-
participation service credit is considered to be accrued in the year the plan
is established, 1995.

EXAMPLE 15 lllustrating when service satisfies -11(d)(3)

Same facts as above, except that the pre-participation service credit
satisfies section 1.401(a)(4)-11(d)(3). The pre-participation service credit
is counted for purposes of amounts testing and the employee is deemed
to have accrued a benefit from 1985. The plan satisfies the safe harbor
requirement because the years of service over which the benefit is
calculated (1985-2005) is the same period as the benefit is accrued (1985-
2005).

Compensation must be determined over the same period as the benefit
accrual

Compensation used in calculating the benefit must be determined over the
same period that the participant receives an accrual. For example, if a
participant performs service for a member of a controlled group, the plan
may provide that such service is not taken into account for an accrual.
However, if the plan's definition of average annual compensation (the high
3 average etc.) can take into account such service when determining a
participant's benefit, the period of accrual requirement is not satisfied.

EXAMPLE 16

Smart Inc. sponsors a DB plan for the NALA Corporation which provides
the benefit of 2% x years of service x high 3 year average compensation.
The plan limits years of service to the NALA Corporation. However, the
plan's definition of average annual compensation does not limit the high 3
year average period to service with the NALA Corporation.
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The plan does not satisfy the period of accrual requirement because high
3 year average compensation can include service with other members of
the Smart Control Group. Such service is not included when determining
the accrued benefit of the DB plan.

| SECTION Ill-ACCRUAL REQUIREMENTS

CAUTION-REPRINTED MATERIALS

This chapter contains republished material from the CPE 1997 text on
coverage and nondiscrimination. Although there is a new chapter on new
comparability regulations and an updated chapter on the new
demonstrations, the reprinted portion has not been updated to reflect the
changes subsequent to 1997, including:

» The new comparability regulations
» New determination procedures

> Repeal of 415(e),

» 401(k) safe harbor provisions and
» HCE definition.

Although these above changes have affected the application of the
coverage and nondiscrimination requirements, this chapter was reprinted
because the methodology with respect to the coverage and
nondiscrimination tests has not changed. Thus, with the exceptions noted
above, the coverage, average benéefits test, safe harbor uniformity and
accrual requirements, and the other special rules that were
comprehensively covered in the CPE 1997 chapter remain the same and
are still relevant when processing determination letter applications. The
portions of the CPE 1997 text with regards to applying coverage and
nondiscrimination on an examination have been omitted.

ACCRUAL REQUIREMENTS-SECOND SAFE HARBOR
REQUIREMENT

INTRODUCTION

As stated above, in order for a defined benefit plan to be considered a
safe harbor plan, the plan has to satisfy the uniformity requirements
(1.401(a)(4)-3(b)(2) and one of the accrual requirements described below.
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Thus, a DB plan with a safe harbor formula has to satisfy the requirements
of one of the following categories:

1. 1.401(a)(4)-3(b)(3) (unit credit plans),
2. 1.401(a)(4)-3(b)(4) (fractional accrual rule plans) or

3. 1.401(a)(4)-3(b)(5) (insured plans described under section
412(i))

UNIT CREDIT PLAN REQUIREMENTS-SECTION
1.401(A)(4)-3(B)(3)

The plan has to provide a unit credit formula-applying the plan’s benefit
formula to the employee's years of service and, if applicable, average
annual compensation.

The plan's formula has to satisfy the 133 1/3 rule described in section
411(b)(1)(B).

The benefit formula cannot provide a benefit which is greater than
133 1/3% larger than any other prior year.

FRACTIONAL ACCRUAL RULE REQUIREMENTS-
1.401(A)(4)-3(B)(4)

INTRODUCTION

There are three requirements in order to satisfy the fractional accrual rule
requirements:

» The plan must satisfy the fractional accrual rule under section
411(b)(1)(C) (section 1.401(a)(4)-3(b)(4)(i)(A)),

» The plan must satisfy a modified fractional accrual rule (section
1.401(a)(4)-3(b)(4)(i)(B), and

» The plan must satisfy one of the three accrual requirements
(section 1.401(a)(4)-3(b)(4)(i)(C).

FIRST FRACTIONAL ACCRUAL RULE REQUIREMENT-FRACTIONAL ACCRUAL
RULE UNDER SECTION 411(B)(1)(C, SecTIiON 1.401(A)(4)-3(B)(4)(A)

The plan has to satisfy the fractional accrual rule described in section
411(b)(1)(C). Section 1.411(b)-1(b)(3)(i) provides that a plan satisfies the
fractional accrual rule if a participant's accrued benefit under the plan is
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not less than the "fractional rule benefit" under 1.411(b)-1(b)(3)(ii)(A)
multiplied by a fraction:

Total yrs. of participation (Secs. 2530.204-1, 411(b)(4)(A))
total projected yrs. of participation if separated at NRA

Note that the fractional rule is a minimum accrual that the plan must
satisfy for each plan year. A plan can provide for a greater benefit than
the fractional rule.

Definition of fractional rule benefit

The fractional rule benefit is defined as the annual benefit commencing at
NRA under the plan's formula (applying the plan's definition of
compensation taking into account the current plan year's compensation).

Although the fractional accrual rule was really meant for either flat or fixed
benefit plans, a plan can utilize the fractional accrual rule even though it
provides for a unit credit formula. If the plan has a unit credit formula, the
unit credit formula should be "converted" to a fixed benefit formula before
applying the fractional accrual rule plan. A unit credit formula is converted
to a fixed benefit formula by applying the unit credit formula to the
employee's projected service to normal retirement age. This total benefit
(the fractional rule benefit as defined in section 1.411(b)-1(b)(3)(ii)(A) is
then used to determine the accrued benefit using the fraction years of
participation over total years of projected participation.

EXAMPLE 1 lllustrating fractional accrual rule

McDermott Recording Studios provides a normal retirement benefit of
1.6% percent of average annual compensation times each year of service
up to 25. Normal retirement age is 65. The accrued benefit is equal to the
employee's fractional rule benefit multiplied by a fraction:

years of participation
total projected years of participation

Mr. Clark, age 55, started with the company in 1992 at age 50. In 1997,
he has 5 years of service and his average annual compensation is
$50,000. Mr. Clark's benefit can be converted or treated as a flat benefit
plan by multiplying 1.6% times his projected years of service to normal
retirement age. Thus, his flat benefit under the plan would be 1.6% times
15 years or 24% times average annual compensation. In 1997, his
fractional rule benefit as defined in section 1.411(b)-1(b)(3)(ii)(A) is 24% x
$50,000.

Mr. Clark's accrued benéefit is the fractional rule benefit multiplied by
fraction above or:
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24% x $50,000 x 5 (current yrs)/15 (total yrs)
or $4,000.

SECOND FRACTIONAL ACCRUAL RULE REQUIREMENT-"MODIFIED"
FRACTIONAL ACCRUAL RULE UNDER SECTION 1.401(A)(4)-3(B)(4)(1)(B)

Each employee's accrued benefit as of any plan year before the employee
reaches normal retirement age must be determined by multiplying the
fractional rule benefit by a fraction:

ee's yrs of service at the end of the plan year
ee's years of service projected to NRA.

The modified fractional accrual rule requires the same ratable accrual
that takes into account all years of service over which the benefit is
calculated under the plan. The ratable accrual is calculated by using the
fractional rule fraction, but includes all years of service taken into account
by the plan which qualifies as testing service under section 1.401(a)(4)-
11(d)(3).

As stated above, the fractional rule benefit is the annual benefit currently
accrued commencing at NRA applying the plan's definition of
compensation taking into account the current plan year's compensation.
Also, note that years of service is defined in section 1.401(a)(4)-12. In
order to satisfy the modified fractional rule, the definition of the fractional
rule benefit must be specifically applied in the plan. Thus, if the plan's
definition of compensation takes into account more years of service prior
to the immediately preceding 10 years, the modified fractional rule is not
satisfied.

EXAMPLE 2 lllustrating modified fractional accrual rule

Furillo Advertising Agency sponsors a DB plan which provides a normal
retirement benefit of 50% of the highest three year average compensation
of the last 10 years of service, including current year compensation,
reduced by 2% points for each year of service below 25 years of service
the employee has at normal retirement age. In addition, the plan provides
that an employee's accrued benefit is equal to the employee's annual
benefit under the plan multiplied by a fraction:

ee's yrs of service at the end of the plan year
ee's years of service projected to NRA.

In 1998, Leah, age 60, has 5 years of service and is projected to have 10
years of service at NRA. As of the 1998 plan year, Leah’s highest three
year average is $50,000.
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The plan's formula satisfies the modified fractional accrual rule. Leah's
accrued benefit is based on all years of service. Her accrued benefit is
also based on her "fractional rule benefit", the annual benefit at NRA or
20% of average annual compensation (including current year
compensation). Note that the fractional rule benefit was "converted" to a
fixed benefit by applying the formula to Leah's projected years of service
to NRA. Thus, 50% is reduced by 2% for every year under 25 years.
Since Leah is projected to have 10 years of service to NRA, her benefit of
50% is reduced by 2% x 15 or 30%. Thus, her fractional rule benefit to
apply the fraction is 20%. Leah's accrued benefit in 1998 is 10% (20% x
5/10) x $50,000 or $5,000.

Note that in this instance, the accrued benefit determined under the
fractional rule and the modified fractional rule are the same benéefit.

DIFFERENCES BETWEEN THE FRACTIONAL ACCRUAL RULE AND THE
MODIFIED FRACTIONAL ACCRUAL RULE

As stated above, the benefit required to be accrued under the fractional
rule is a minimum accrual that must be provided by the plan. If past
service credit is provided by the plan, the fractional accrual rule requires a
minimum ratable accrual for all years of service for benefit purposes.

The modified fractional accrual rule under the section 401(a)(4)
regulations requires the same ratable accrual for all years of testing
service taken into account under section 1.401(a)(4)-11(d)(3). Note that if
there are any differences between the testing service and service taken
into account for benefit purposes, the period of accrual requirement will
not be satisfied.

Compensation must follow the fractional rule benefit definition

As stated above, the definition of compensation must specifically follow
the definition of fractional rule benefit, including the requirement that the
definition of compensation cannot take into account more than the
preceding 10 years of service. This requirement differs from the fractional
accrual rule because the accrual under the fractional rule is a minimum
accrual. Under the fractional rule, the plan may take into account more
than the prior 10 years of service if the plan provides the minimum accrual
determined under the fractional rule. However, for purposes of the
modified fractional rule, the plan must specifically apply the fractional rule
benefit and cannot take into account such years, even if it produces a
larger benefit.

EXAMPLE 3 Applying pre-participation service to fractional rules
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The Newton Auto Service Clinic and Car Museum Corporation's DB plan
provides a benefit of 50% of compensation for 25 or more years of
service. The accrued benefit is determined using the fractional accrual
rule.

On January 1, 1997, the Clinic purchased Gray's Body Shop. The DB
plan credited Gray employees with a benefit of 2.5% of service for all
years of service prior to the acquisition. The benéefit attributable to Gray's
service accrues under the plan in the first year of service with Newton's.
The years of service with Gray satisfies the testing service requirements
under section 1.401(a)(4)-11(d)(3).

Jim, age 30, started with Gray in 1987 and was credited under Newton's
DB plan with 12 years of service in 1998. For the 1998 plan year, Jim's
accrued benefit is 25% of compensation (for service attributable with
Gray) and 2/25 x 50% x compensation for two years of service with
Newton's. For the plan to be considered a safe harbor plan, the plan must
satisfy both the fractional rule under section 1.401(a)(4)-3(b)(4)(i)(A) and
the modified fractional rule under section 1.401(a)(4)-3(b)(4)(i)(B).

The plan satisfies the fractional rule under section 411(b)(1)(C)

The plan satisfies the fractional accrual rule plan if Jim's accrued benefit is
at least equal to the benefit calculated under the fractional accrual rule.

Jim's accrued benefit under the fractional rule is as follows:

Jim's projected benefit is 25% (2.5% x 10 yrs. of svc) for the pre-
participation service plus 50% of compensation under the benefit
formula.

For the 1998 plan year, Jim's accrued benefit is 75% x 12/35
(current yrs of participation divided by projected yrs of participation)
or 25.71%.

Jim's accrued benefit under the plan is as follows:
2.5% x 10 years of service (pre-participation service) plus

50% x 2/25 (years of participation/total yrs for the years under the
regular benefit formula)

or 29%. Since Jim's accrued benefit under the plan is greater than
the fractional accrual rule benefit, the plan satisfies the fraction
accrual rule.

The plan does not satisfy the modified fractional rule

Remember, the modified fractional rule requires the same ratable accrual
for all years of service that are taken into account. The plan does not
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satisfy the modified fractional rule because its formula does not provide
the same ratable accrual for all years of service that are taken into
account. In this case, the formula provides for 2.5% per year for the pre-
participation years of service with Gray and 2% per year for the years of
service with Newton (50% reduced by 2% for each year less than 25).
The following calculation illustrates this conclusion.

Jim's accrued benefit under the modified fractional accrual rule is as
follows:

Jim's projected benefit is 25% (2.5% x 10 yrs. of svc) for the pre-
participation service plus 50% of compensation under the benefit
formula.

For the 1998 plan year, Jim's accrued benefit is 75% x 12/35
(current yrs of testing service under section 1.401(a)(4)-11(d)(3)
divided by projected yrs of testing service under -11(d)(3)) or
25.71%.

Jim's accrued benefit under the plan (as stated above) is

2.5% x 10 years of service (pre-participation service) plus

50% x 2/25 (years of participation/total yrs for the years under the
regular benefit formula)

or 29%.

Note that the modified fractional accrual rule is calculated in the same
manner (and uses the same years of service) as the fractional accrual
rule. However, unlike the fractional accrual rule, which is a minimum
accrual requirement, the regulations require a participant's accrual to be
equivalent to the accrual calculated under the modified fractional rule.
Since Jim's accrued benefit under the plan is not equivalent to the
modified fractional accrual rule benefit, the plan does not satisfy the
modified fractional accrual rule and is not a safe harbor plan.

EXAMPLE 4 Applying permitted disparity to fractional rules

Wilson Fence Company sponsors a DB plan with the formula of 2% of
average annual compensation plus .65% of average annual compensation
above covered compensation, for each year of service up to 25. In
addition, the employee's accrued benefit is the sum of:

2% of average annual compensation for each year of service up to
25 multiplied by the fraction years of service/total years of projected
service plus
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.65% of employee's average annual compensation above covered
compensation multiplied by the employee's years of service (up to
25) as of the current plan year.

In 1998, Jill, age 50, has 20 years of service. Normal retirement age
under the plan is 65. Her average annual compensation is $75,000 and
her covered compensation is $50,000. Her accrued benefit is determined
as follows:

(2% x 25 x $75,000) x 20/35 plus
.65% x $25,000 x 20 or
$21,429 plus $3,250 or $24,679.

Although the plan satisfies the fractional accrual rule under section
411(b)(1)(C), the plan does not satisfy the modified fractional accrual rule.
By looking at the plan formula, the excess (.65%) does not accrue over
projected years of service. Thus, the formula does not provide the same
ratable accrual for all years of service that is taken into account.

To confirm this conclusion by a calculation, under the modified fractional
accrual rule, the fractional rule benefit and fraction includes both the 2%
and the .65% permitted disparity factor. Thus, the benefit under the
modified fractional rule would be:

(2% x 25 x $75,000) x 20/35 plus
(.65% x 25 x $25,000) x 20/35 or
$21,429 plus $2,321.42 or $23,750.42.

Since the benefit under the plan ($24,679) is different than the modified
fractional accrual rule benefit, the plan is not a safe harbor plan. Note that
the plan does not satisfy the modified fractional accrual rule because the
permitted disparity factor is not reduced by fraction "years of service/total
years of service".

Note that without an exception, this benefit formula would violate the
period of accrual requirement because the period over which the benefits
are determined (25 years) differ from the period over which the benefit is
accrued (35). However, as noted below, section 1.401(a)(4)-3(b)(6)(v)
provides that a plan can still be considered a safe harbor plan even
though the benefit formula limits the years of service.

|| THIRD FRACTIONAL ACCRUAL RULE REQUIREMENT-
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THREE ACCRUAL ALTERNATIVES THAT PLAN MUST
SATISFY, SECTION 1.401(A)(4)-3(B)(4)(C)

INTRODUCTION

To recap, the fractional accrual rule requirement under section
1.401(a)(4)-3(b)(4) has three requirements:

the plan must satisfy the fractional accrual rule under section
411(b)(1)(C),

The plan must satisfy the modified fractional accrual rule of section
1.401(a)(4)-3(b)(4)(1)(B), and

the plan must satisfy one of three accrual requirements under
section 1.401(a)(4)-3(b)(4)(i)(C).

With respect to satisfying one of the three accrual requirements, the
regulations shifted the focus from looking at the total benefit under the
plan to looking at the rate of accrual for each employee for each plan year
(see section comparing old and new nondiscrimination requirements). In
order for a plan to be considered a safe harbor plan, a participant's rate of
accrual for each plan year cannot be significantly different from other
participants. The three options explained below ensure that such rates do
not vary significantly.

» The first accrual requirement is based on the plan's formula
being stated as a unit credit formula.

» The second accrual requirement requires a pro-rata reduction
for a participant with less than 25 years of service.

» The third accrual requirement is an exception to the 25 year
requirement, but the plan has to satisfy an additional
demographic requirement. Plans using this option would be
considered a nondesign based safe harbor.

FIRST ACCRUAL ALTERNATIVE-1/3 LARGER FOR A FORMULA STATED AS A
UNIT CREDIT FORMULA-SECTION 1.401(A)(4)-3(B)(4)(1)(C)(1)

If the formula is stated as a unit credit formula, the plan cannot provide an
accrual rate for any employee that is more than 1/3 larger than any other
employee in any other plan year. Employees with more than 33 years of
service are treated as having 33 years of service for purposes of
determining the accrual rate. If a plan uses permitted disparity, an
employee is treated as accruing benefits at a rate equal to the excess
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benefit percentage in the case of a defined benefit excess plan or at a rate
equal to the gross benefit percentage in the case of an offset plan.

EXAMPLE 5 lllustrating 1/3 rule

Kramer Investment Services sponsors a DB plan with a normal retirement
benefit equal to 2% of average annual compensation x years of service up
to 25. In addition, an employee's accrued benefit is determined under the
fractional accrual rule and equals the annual benefit multiplied by the
following fraction:

Employee's years of service
employees projected years of service up to NRA

The highest accrual rate and the lowest accrual rate that an employee can
accrue is first determined. The highest accrual rate is 2% for those
employees with 25 or less years of service. The lowest accrual rate would
be for a participant who is projected to have 33 years of service. (Note
that employees with more than 33 years of service are treated as having
33 years of service). Such participant's accrual rate for any plan year
would be 50%/33 or 1.52%.

The next step is to determine whether the highest accrual rate is more
than 1/3 of the lowest accrual rate. One way to determine this step is to
multiply the lowest accrual rate by 1.33 (1/3 larger). In the above
example, 1.52% x 1.33 is 2.02%. Since 2% is less than 2.02%, 2% is not
1/3 larger than 1.52% and the above formula satisfies option 1 (the 1/3
larger option).

EXAMPLE 6 lllustrating 1/3 rule

Same facts as the previous example, except that the benefit formula is 2%
for each year of service up to 20. The highest accrual rate is 2% for those
employees with 20 or less years of service. The lowest accrual rate would
be 40%/33 or 1.21%. 1/3 larger than the lowest accrual is 1.21% x 1.33 or
1.61%. Since 2% is larger than 1.61%, the formula fails the 1/3 larger
accrual requirement.

EXAMPLE 7 lllustrating permitted disparity and 1/3 rule

The Constance Baseball Cap Co. sponsors a DB plan with a normal
retirement benefit equal to 1% of average annual compensation up to the
integration level and 1.6% of average annual compensation x YOS up to
35. The plan satisfies the permitted disparity requirements of section
401(l). In addition, an employee's accrued benefit is determined under the
fractional accrual rule and equals the annual benefit multiplied by the
following fraction:

Employee's years of service
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employees projected years of service up to NRA

For purposes of satisfying the 1/3 larger accrual requirement option, all
employees with less than 35 years of service are assumed to accrue
benefits at 1.6% since the plan satisfies permitted disparity. The formula
satisfies this option since all employees with 33 or fewer years of
projected service accrue a benefit of 1.6% of average annual
compensation.

SECOND ACCRUAL ALTERNATIVE-FLAT BENEFIT WITH A MINIMUM
REQUIREMENT OF 25 YEARS OF SERVICE, SECTION 1.401(A)(4)-

3(B)(4)(1)(C)(2)

If the formula is stated as a flat benefit formula, the plan must require 25
years of service for an employee to receive the unreduced flat benefit
(determined without regard to section 415) with a pro-rata reduction for
years of service less than 25 years. A flat benefit is a benefit that is the
same percentage of average annual compensation or the same dollar
amount for all employees who have the minimum number of years of
service at normal retirement age. An employee is permitted to accrue up
to the maximum 415 benefit over a period of less than 25 years as long as
the flat benefit under the plan, determined without regard to section 415,
accrues over the minimum 25 years.

EXAMPLE 8 lllustrating flat benefit requirement

The Sherry Wine Company provides a normal retirement benefit of 125%
of average annual compensation, reduced by five percentage points for
each year of service below 25 that the employee has at normal retirement
age. In addition, an employee's accrued benefit is equal to the annual
benefit at NRA (fractional rule benefit) multiplied by the fraction "years of
service/total years of projected service at NRA".

Bob, age 61, has 21 years of service and is projected to have 25 years of
service at NRA. Although under the plan, Bob's accrued benefit is 105%
of average annual compensation, Bob's benefit is limited by section 415 to
100%. This plan satisfies the second option because the flat benefit under
the plan, determined without regard to section 415, accrues over a
minimum of 25 years. Thus, the employee may accrue the maximum
benefit allowed under section 415 (100% of compensation) in less than 25
years.

THIRD ACCRUAL ALTERNATIVE-FRACTIONAL ACCRUAL OVER LESS THAN 25
YEARS, NON-DESIGN BASED SAFE HARBOR, SECTION 1.401(A)(4)-

3(8)(4)(1)(C)(3)
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If the formula is stated as a flat benefit formula, the plan has to meet the
requirements of the second option (except the 25 year requirement). In
addition, the average normal accrual rate for NHCEs has to be 70% of the
average normal accrual rate for HCEs (nondesign based safe harbor).
The normal accrual rates are determined in the same manner as the
general test.

EXAMPLE 9 Applying the three alternative accrual requirements

The Bounce Tire Company sponsors a DB plan with a flat benefit of 75%
of average annual compensation for all employees with at least 20 years
of service, reduced 3.75% per year for each year a person reaches normal
retirement age with less than 20 years of service. In addition, an
employee's accrued benefit is equal to the annual benefit at NRA
(fractional rule benefit) multiplied by the fraction "years of service/total
years of projected service to NRA".

The formula satisfies the fractional accrual rule and the modified fractional
accrual rule. Next, the plan must satisfy one of the three accrual
alternatives under section 1.401(a)(4)-3(b)(4)(i)(C).

The 1/3 larger rule under -3(b)(4)(i)(C)(1)

The plan formula does not satisfy the first accrual alternative (the
1/3 rule). As the formula provides, participants are entitled to 75%
of average annual compensation with a minimum of 20 years of
service. The maximum accrual per year is 75%/20 or 3.75%.
Section 1.401(a)(4)-3(b)(4)(i)(c)(1) requires that up to 33 years of
service be taken into account when applying this alternative. Thus,
the lowest yearly accrual under this formula is 75%/33 or 2.27%.

The 1/3 rule is satisfied if the highest yearly accrual does not
exceed the lowest yearly accrual by more than 1/3. Since 3.75%
exceeds more than 1/3 of 2.27% (2.27% x 1.333 or 3.03%), the
formula does not satisfy the 1/3 rule.

The 25 year minimum period of accrual under -3(b)(4)(i}(C)(2)

The second accrual alternative is not satisfied since the formula
requires less than the minimum of 25 years of service required for
the flat benefit under this accrual alternative.

The nondesign based safe harbor under -3(b)(4)(i))(C)(3)

Since the first two accrual alternatives are not satisfied, the plan
formula must satisfy this alternative in order to be considered a safe
harbor plan. Under this alternative, the plan must show that the
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average normal accrual rates for all non-excludable NHCEs is 70%
of the average normal accrual rates for all non-excludable HCEs in
order to be considered a non-design based safe harbor.
Otherwise, the plan is not a safe harbor plan and must satisfy the
nondiscrimination requirements under the general test.

SAFE HARBOR FOR INSURANCE CONTRACT PLANS
UNDER SECTION 412(1), 1.401(A)(4)-3(B)(5

The DB plan has to meet the requirements of IRC section 412(i) and meet
the fractional accrual rule of IRC section 411(b)(1)(F).

SECTION IV, PROVISIONS PERMITTED IN A SAFE
HARBOR PLAN

CAUTION-REPRINTED MATERIALS

This chapter contains republished material from the CPE 1997 text on
coverage and nondiscrimination. Although there is a new chapter on new
comparability regulations and an updated chapter on the new
demonstrations, the reprinted portion has not been updated to reflect the
changes subsequent to 1997, including:

» The new comparability regulations
» New determination procedures

» Repeal of 415(e),

» 401(k) safe harbor provisions and
» HCE definition.

Although these above changes have affected the application of the
coverage and nondiscrimination requirements, this chapter was reprinted
because the methodology with respect to the coverage and
nondiscrimination tests has not changed. Thus, with the exceptions noted
above, the coverage, average benéefits test, safe harbor uniformity and
accrual requirements, and the other special rules that were
comprehensively covered in the CPE 1997 chapter remain the same and
are still relevant when processing determination letter applications. The
portions of the CPE 1997 text with regards to applying coverage and
nondiscrimination on an examination have been omitted.
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PROVISIONS PERMITTED IN DB SAFE HARBOR PLANS,
SECTION 1.401(A)(4)-3(B)(6)

INTRODUCTION

A DB safe harbor plan can provide for the following features and still be
considered a safe harbor plan. These features are exceptions to the
uniformity requirement because they can result in participants with the
same years of service having different accrued benefits under the plan.
However, such features do not result in the plan failing the uniformity
requirements. These features must apply to all employees:

Permitted disparity

different entry dates

conditions on accruals

Limits on accrual

dollar accrual per uniform unit of service
prior benefits accrued under different formula
employee contributions

certain subsidized optional forms

lower benefits for HCEs

0.  multiple formulas

SO NOOO RO~

PERMITTED DISPARITY 1.401(a)(4)-3(b)(6)(n)

The plan can provide for permitted disparity if the plan satisfies section
401(l) in form. Thus, differences in employees’ benefits as a result of such
disparities do not cause the plan to fail uniformity.

DIFFERENT ENTRY DATES 1.401(a)(4)-3(b)(6)(1ll)

The plan can provide one or more entry dates during the plan year as
permitted by section 410(a)(4) without failing the uniformity requirements.

CERTAIN CONDITIONS ON ACCRUALS 1.401(a)(4)-3(b)(6)(iv)

The plan can provide that an employee's accrual is less than a full accrual
(including a zero accrual) because of a plan provision permitted by the
year of participation rules under section 411(b)(4) (and section 2530.204-1
of the Department of Labor Regulations permitting service to be
disregarded for purposes of benefit accrual). This includes ratable
reduction in the accrual of benefits if participant works less than customary
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full-time in the trade or industry (usually 2,000 hours). In addition, the plan
can require the employee to work 1,000 hours before any benefit is
accrued.

CERTAIN LIMITS ON ACCRUALS 1.401(a)(4)-3(b)(6)(v)

A plan can limit the benefit by providing a limit on the years of service
taken into account or a limit on the percentage of compensation. In
addition, the plan can apply the section 415 limits and apply the limit on
the amount of compensation taken into account in determining benefits.
None of these limits will result in the plan failing the uniformity
requirements.

FRESH START 1.401(a)(4)-3(b)(6)(vii)

A plan can provide for a non-uniform benefit formula as long this formula
is amended to be a safe harbor formula as of a fresh start date and
complies with the requirements under 1.401(a)(4)-13 (see fresh start
section). The accrued benefit under the old formula is not taken into
account in determining whether the plan satisfies the uniformity
requirements.

EXAMPLE 1 lllustrating fresh start

Plan Q a defined benefit plan is amended for TRA 86 effective 1-1-89.
Prior to the amendment, the plan provided a benefit formula of 60% of
three year average annual compensation. The benefit was being
fractionally accrued. When the formula was amended to meet TRA 86,
the formula was changed to a unit credit formula of 3% of five year
average annual compensation for a maximum of 30 years of service. In
order for plan Q to meet uniformity, it must fresh start the benefit effective
1-1-89.

EMPLOYEE CONTRIBUTIONS 1.401(a)(4)-3(b)(6)(viii)

A contributory DB plan is a plan that provides a benefit that is funded in
part on employee contributions. In this plan, employee contributions are
used to fund the benefit promised to the participant.

Section 1.401(a)(4)-6 provides the rules as to how a contributory DB plan
satisfies the nondiscrimination in amount requirement under section
1.401(a)(4)-1(b)(2) (one of the three overall requirements of the
regulations). 1.401(a)(4)-6 tests the "employer-provided" benefit and the
"employee-provided" benefit separately. 1.401(a)(4)-6(b) provides for safe
harbor methods in determining the employer provided benefit: composition
of workforce method, minimum benefit method, and a grandfather rule for
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plans in existence on May 14, 1990. There is another method for
governmental plans and a method for plans that have ceased to allow
employee contributions. Section 1.401(a)(4)-6(c) provides the tests for the
employee-provided benefits.

A plan is considered to be a safe harbor plan if the plan's benefit formula
provided benefits at employer provided benefit rates determined under
1.401(a)(4)-6(b). A minimum benefit that is added solely to satisfy the
minimum benefit method under section 1.401(a)(4)-6(b)(3) is not taken
into account in determining whether the plan satisfies this employee
contribution exception.

Special rules for fractional accrual and insurance contract safe harbor
plans

A plan would not be considered to be a fractional accrual rule or
insurance contract safe harbor plan unless the plan applies the
grandfather rule method (for plans in existence on May 14, 1990),
the government-plan method or the cessation of employee
contributions method (the methods under section 1.401(a)(4)-
6(b)(4)-(b)(6). Thus, a fractional accrual rule or insurance contract
safe harbor plan cannot use either the composition of workforce
method or the minimum benefit method under section 1.401(a)(4)-

6(b)(2)-(b)(3).

SUBSIDIZED OPTIONAL FORMS AVAILABLE TO FEWER THAN SUBSTANTIALLY
ALL EMPLOYEES 1.401(a)(4)-3(b)(6)(ix)

Subsidized optional benefits that are available to fewer than substantially
all employees because the optional form of benefit has been eliminated
prospectively under 1.401(a)(4)-4(b)(3) will not cause the plan to fail
uniformity.

LOWER BENEFITS PROVIDED FOR HCEsS, 1.401(a)(4)-3(b)(6)(x)

The plan will not fail uniformity merely because the plan provides benefits
to highly compensated employees that are inherently less valuable than
the benefits provided to non-highly compensated employees.

MULTIPLE FORMULAS PROVIDED UNDER THE PLAN (1.401(a)(4)-3(b)(6)(xi)

The plan can provide that an employee's benefit under the plan is the
greater of the benefits determined under two or more formulas, or is the
sum of the benefits determined under two or more formulas. However, in
order for the plan to satisfy uniformity, certain requirements must be
satisfied:
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1. The formulas must be the only formulas under the plan,

2. Each of the formulas must satisfy the uniformity
requirements and the accrual requirements (described above),

3. All of the formulas must be available on the same terms to
all employees.

A formula does not fail to be available on the same terms to all employees
merely because the formula is not available to any HCEs, but is available
to some or all NHCEs on the same terms as all of the other formulas in the
plan.

Note that plans that provide the greater of the benefits under two or more
formulas, one of which is a top-heavy formula, are deemed to satisfy this
availability requirement (see 1.401(a)(4)-3(b)(6)(xi)(D)(3).

ADVANCED TOPICS, SPECIAL RULES-SECTION
1.401(A)(4)-3(F)

INTRODUCTION

The following special rules, if provided for in the plan, must be applied in
order for a plan to be considered a safe harbor plan. In addition, these
rules must apply uniformly to all employees. These rules apply to either
(or both) the safe harbor and general test DB plans and generally
determine whether various items are "included" for purposes of the
amounts requirement under 1.401(a)(4)-3.

In a safe harbor context, the regulations describe whether the
uniformity of a safe harbor formula of a plan using the special rule
is affected. If the plan satisfies the requirements when utilizing
the optional rules, the plan would still be a safe harbor plan.
For example, for a qualified disability benefit, the benefit may not
affect uniformity if certain requirements are met.

In the general test context, the regulations describe how the
calculation of the accrual rates is affected. For a qualified disability
benefits, the benefit may be treated as part of the accrued benefit if
certain requirements are met.

The special rules concern the following:

1. Qualified disability benefits
2. Accruals after normal retirement age
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early retirement window benefits
Unpredictable contingent event benefits
adjustments for certain plan distributions
adjustments for certain QPSA charges

No ok

disregard for certain offsets

QUALIFIED DISABILITY BENEFITS

Qualified disability benefits described in section 411(a)(9) are not taken
into account for purposes of the amounts requirement. However, a
qualified disability benefit that credits compensation or service for a period
of disability in the same manner as actual compensation or service is
credited under the benefit formula can be taken into account as an
accrued benefit upon the employee's return to service with the employer
following the period of disability and would not affect the plan's safe harbor
status. The qualified disability benefit must then be treated in the same
manner as an accrued benefit for all purposes under the plan. Note that if
the qualified disability benefit credits service under the formula, the benefit
must also satisfy the imputed service requirements under section
1.401(a)(4)-11(d)(3) to be taken into account as testing service under the
regulations.

EXAMPLE 2 _lllustrating qualified disability benefit

Jim began employment in 1986 with The Pie Shop Inc. and is a participant
in their unit benefit DB plan. The plan provides a qualified disability
benefit (Jim's accrued benefit at disability). Assume that the qualified
disability benefit also satisfies the imputed service requirement of section
1.401(a)(4)-11(d)(3).

The plan credits years of service for a period of disability due to surfing
injuries towards the plan's retirement benefit. In 1994, Jim got injured and
was out for 2 years and returned in 1996. The disability benefit credits two
years of service to be used in computing Jim's benefit under the plan's
benefit formula. Scott also started in 1986 after being laid off as an auto
mechanic. He worked continuously from 1986 through 1996.

Jim (with 8 years of actual service prior to his disability) and Scott (with 10
years of service) have the same accrued benefit under the plan. The plan
still satisfies uniformity even though Jim was credited with years of service
for which he did not perform services. Since the disability benefit satisfies
section 1.401(a)(4)-3(f)(2) and the service satisfies section 1.401(a)(4)-
11(d)(3), the accrued benéefit is calculated as if Jim actually performed
service during the years of his disability. Thus, Jim and Scott are treated
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as having the same number of years of service when determining whether
the benefits under the plan are uniform.

If a plan uses the general test to satisfy the amounts requirement, a
disability benefit that satisfies section 1.401(a)(4)-3(f)(2) is included as
part of the accrued benefit for determining the accrual rates and testing
service.

EXAMPLE 3 lllustrating when disability benefits are included

Same facts as above, but The Pie Shop’s defined benefit plan utilizes the
general test. In determining the accrual rates for Jim, the 2 years of
service that is credited under the disability benefit is included in the
accrued benefit and the testing service. Thus, Jim is considered as
having 10 years of service when running the general test. For more
information as to how to calculate the accrual rates, please see the
general test section below.

ACCRUALS BEYOND NORMAL RETIREMENT AGE

The post-normal retirement benefit for a participant after normal retirement
age must be the same as the normal retirement benefit for a participant at
normal retirement age with the same number of years of service.
However, if a participant works beyond normal retirement age, actuarial
increases to the normal retirement benefit for each year the plan retains
this benefit can be disregarded for determining uniformity and running the
general test if certain requirements are met:

The same uniform normal retirement age applies to all employees,

The actuarial percentage factor used to increase the accrued benefit is no
greater than the largest factor that could be applied to increase actuarially
the employee's accrued benefit using any standard mortality table and any
standard interest rate.

EARLY RETIREMENT WINDOW BENEFITS, SECTION 1.401(a)(4)-3(f)(4)-
INTRODUCTION AND DEFINITION

An early retirement window benéefit is:

1. an early retirement benefit, retirement-type subsidy, QSUPP
2. other optional form of benefit under a plan that is available
3. or a change in the plan's benefit formula

Page 7-61 Training 4213-021 (Rev. April 2002)




EMPLOYEE PLANS CPE TECHNICAL ToPICS FOR 2002

that is applicable only to employees who terminate employment within a
limited period of time specified by the plan (not to exceed one year) under
circumstances specified by the plan.

A QSUPP or qualified social security supplement is a social security
supplement defined under section 1.411(a)-7(c)(4)(ii) that satisfies each of
the requirements under section 1.401(a)(4)-12.

Certain employees may receive the benefit even though they terminate
employment within a reasonable time after the election period. The plan
must specifically provide for this feature.

An amendment that extends the time to elect the benefit is not treated as
a separate early retirement window benefit provided that the extended
period does not exceed one year. However, any other change or
amendment to the early retirement window benefit creates a separate
early retirement window benefit.

Early retirement window benefits are taken into account under section
1.401(a)(4)-3(f)(4)(ii)(A) when currently available

All types of early retirement benefits are taken into account
regardless of whether they are permanent features of the plan or
are offered only to employees whose employment terminates within
a limited period of time.

Early retirement window benefits under section 1.401(a)(4)-
3(f)(4)(iii) (benefits offered within a limited period of time) are taken
into account in determining whether a plan satisfies the amounts
requirements for DB plans in the first plan year in which the early
retirement window benefit is currently available within the meaning
of section 1.401(a)(4)-4(b)(2). An early retirement window benefit
is disregarded in determining whether a plan satisfies these
requirements for DB plans for all other plan years.

General rule in defining currently available for early retirement benefits
under section 1.401(a)(4)-4(b)(2)
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Under section 1.401(a)(4)-4(b)(2)(i), whether a benefit, right or feature that
is subject to specified eligibility conditions is currently available to an
employee is generally determined based on the current facts and
circumstances with respect to an employee. However, under -4(b)(2)(ii),
any specified age or service condition with respect to an optional form of
benefit or the social security supplement is disregarded in determining
whether such benefit or supplement is available to an employee. Thus, an
optional form of benefit that is available to an employee upon attaining age
55 with 10 years of service is treated as currently available to an
employee whether or not the employee has or can satisfy the age or
service conditions in the plan year.

Age and service conditions not disregarded under section 1.401(a)(4)-

4(b)(2)(i)(A)(2)

Under section 1.401(a)(4)-4(b)(2)(ii)(A)(2), an age or service condition is
not disregarded in determining the current availability of an optional form
of benefit or a social security supplement if the condition must be satisfied
within a certain period of time. For example, an early retirement window
benefit that is available for less than one year is currently available to an
employee only if that employee is eligible for that benefit by satisfying the
age and or service conditions specified in the window benéefit.

To determine whether an employee is eligible for the window benéefit (to
determine current availability), the age and service of employees may be
projected to the last date by which the age or service condition must be
satisfied in order to be eligible for the optional form of benefit. Thus, the
window benefit is currently available to all employees who are projected to
be eligible for the benefit on the last day that the benefit is available.

If an early retirement window benefit is offered between two plan years,
the benefit is considered currently available for all employees in the first
plan year who are projected to be eligible for that benefit through the last
day the window benéefit in the second plan year.

EXAMPLE 4 lllustrating definition of currently available

The Mice Pest Control Corporation sponsors a DB plan with a 2% unit
credit formula. On December 1, 1997, the Company offers to all
employees who are age 55 with 20 years of service an additional 5 years
of service to their accrued benefit if they retire by January 31, 1998.

The first plan year in which the benefit is currently available is the 1997
plan year. Thus, all employees who are projected to attain age 55 with 20
years of service on January 31, 1998 are considered currently available
for that benefit in the 1997 plan year for purposes of amounts testing
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under section 1.401(a)(4)-3 and benefits, rights and features under section
1.401(a)(4)-4.

EARLY RETIREMENT WINDOW BENEFITS-EFFECT ON AMOUNTS TESTING-
INTRODUCTION

An early retirement window benefit that modifies the plan's benefit formula,
can affect the following requirements under amounts testing:

1. Safe harbor-uniformity requirements
2. General test-most valuable accrual rates

3. average benefits percentage test for rate groups that provide for an
early retirement window benefit

Effect on safe harbor requirements

A plan that provides for an early retirement window benefit that temporarily
changes the plan's benefit formula is not a safe harbor formula because
the formula does not satisfy the uniformity requirements, specifically the
requirement that each participant with the same years of service receive
the same accrued benefit.

EXAMPLE 5 lllustrating effects on safe harbor

The A-1 costume factory defined benefit plan has a 2% unit credit formula.
The plan credits five years of service for all employees age 55 with 10
years of service who retire between July 1, 1997 and August 30, 1997.
Greg, age 55 with 12 years of service, decides to retire and study the
habits of bats at the local university. Greg retires with an accrued benefit
based on 17 years of service. Mary, also age 55, had just received a
promotion in the Ghoul Division and decides not to retire.

Assume that the additional years of service for the window benefit does
not satisfy the service crediting requirements of section 1.401(a)(4)-
11(d)(3) (past service, pre-participation service etc.) and thus may not be
taken into account as years of service for the nondiscrimination in
amounts requirement under section 1.401(a)(4)-1(b)(2).

For 1997, the formula with the window benefit does not satisfy the
uniformity requirements under section 1.401(a)(4)-3(b)(2)(i) because Greg
is entitled to a larger benefit (34% of average annual compensation) than
Mary (24% of average annual compensation) with the same 12 years of
service.

Plan with an early retirement window may satisfy the safe harbor
requirements by restructuring
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A plan with such an early retirement window benefit could still
satisfy the safe harbor requirements if the plan satisfies the safe
harbor requirements both reflecting the temporary change in the
benefit formula and disregarding the change in the benefit formula.
This requirement may be satisfied if the plan is restructured into two
components, one component consisting of all employees who are
not eligible for the window benefit and the other component
consisting of all employees who are eligible for such a benefit. The
analysis is as follows:

Disregarding the temporary change in the benefit formula,
Component 1 and 2 would still satisfy the uniformity
requirements since there is no change in Component 1 and
the change in Component 2 is disregarded.

Reflecting the temporary change, Component 2 would be
considered a safe harbor formula since this component still
provides a uniform benefit to all employees with the same
years of service (although the benéefit is higher than under
the regular benefit provided under Component 1).

EXAMPLE 6 lllustrating restructuring

Same facts as previous example. The plan is restructured under section
1.401(a)(4)-9(c) into two component plans:

» Component A consisting of all employees who are not eligible
for the early retirement window benefit and all of their accruals
and benéefits rights and features under the plan, and

» Component B consisting of all employees who are eligible for
the early retirement benefit and all of their accruals and benefits,
rights and features under the plan.

Disregarding the temporary change

Component A satisfies the safe harbor requirements since there
has been no change in the plan's formula for those employees in
this component plan.

Component B satisfies the safe harbor requirements since by
disregarding the change in the benefit formula, the formula is the
same as in Component A.

Reflecting the temporary change
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Component B satisfies the safe harbor requirements reflecting the
change since all participants receive the same benefit for the same
number of years of service which may be taken into account
(including the additional 5 years of service). Even though the
benefit under Component B is higher than Component A, the
benefit is the same for all employees within Component B.

Each restructured component must satisfy coverage

Remember, with restructuring, each component plan must satisfy
the coverage requirements under section 410(b). However, the
component plan is deemed to satisfy the average benefit
percentage test if the plan as a whole satisfies this test. For further
information, please see section 1.401(a)(4)-9(c)(4) and (c)(5).

A plan with an early retirement window may be a safe harbor plan if
the additional years of service provided satisfies the requirements
of 1.401(a)(4)-11(d)

A benefit formula may be considered to be uniform if it provides an
early retirement window benefit that adds years of service to the
benefit formula and such years of service are considered to be past
service, pre-participation or imputed service within the meaning of
section 1.401(a)(4)-11(d). Thus, if the requirements are met with
respect to 1.401(a)(4)-11(d), the additional years of service
provided by the early retirement window benefit would be included
in determining uniformity and would be treated as if the employee
had actually performed service for those additional years (see
definition of service above).

Effect of early retirement window benefit on general test

An early retirement window benefit that temporarily changes the benefit
formula is disregarded for purposes of determining an employee's normal
accrual rate. Such a benefit that is currently available is taken into
account when determining the most valuable accrual rate as of the earliest
of:

» the employee's date of termination,

Y

the close of the early retirement window or

» the last day of the plan year in which the window was first currently
available.

See general test section below for a discussion of the calculation of most
valuable accrual rate.
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EXAMPLE 7 lllustrating when a window benefit is taken into account

The James and Roger Petting Zoo Inc. Defined Benefit plan is a general
test plan. On December 1, 1996, the plan provided for an early retirement
window benefit which added 3 years of service to employees who are 55
with 10 years of service. The window benefit was offered until January 15,
1997.

Mr. Roger, age 57 with 15 years of service on December 1, 1996, decided
to take the benefit and terminated on December 15, 1996. Ms. Abbot had
10 years of service on December 1, 1996 and turned 55 on January 14,
1997. Ms. Abbot decided to take the benefit and terminated on January
31,1997. Mr. Dune, age 56 with 15 years of service on December 15,
decided not to take the benefit.

Mr. Roger's, Ms. Abbot's and Mr. Dune's normal accrual rate is not
affected.

Mr. Roger's most valuable accrual rate is taken into account on December
15, which is earlier than the date the window closes or the last day of the
plan year in which the benefit is first currently available.

Ms. Abbot’s most valuable accrual rate is determined as of December 31,
1996, which is the earlier than the date of termination or the date the
window closed. For purposes of determining current availability, the year
that the benefit is first currently available is 1996 for all employees who
are eligible to receive the benefit through the last day of the window, or
January 15, 1997.

Mr. Dune's most valuable accrual rate is affected even though he did not
terminate with the company.

Effect of early retirement window benefit on the average benefit percentage
test-special rule under section 1.401(a)(4)-3(f)(4)(ii)(D)

This special rule can apply when a window benefit is offered and all the
rate groups of a general test plan satisfy coverage under the ratio
percentage test (a ratio percentage of 70% or greater) if the window
benefit is disregarded. Once the window benefit is taken into account
under -3(f)(4)(ii)(C), the resulting increases in the most valuable accrual
rates for the HCEs might cause one or more rate groups ratio percentages
to fall below 70%, thus requiring such rate groups to satisfy the modified
average benefits test.

As explained below in the general test section, if a rate group does not
satisfy the ratio percentage test, the rate group must satisfy a modified
average benefits test under section 1.401(a)(4)-2(c)(3), including the
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average benefits percentage test. A rate group satisfies the average
benefits percentage test if the plan, as a whole, satisfies the average
benefits percentage test.

With respect to the special rule, a rate group that provides an early
retirement window benefit is deemed to satisfy the average benefits
percentage test if:

» all rate groups would satisfy the ratio percentage test if the early
retirement window benefit was disregarded, and

» the group of employees to whom the early retirement window
benefit is currently available satisfies coverage without regard to
the average benefits percentage test.

As a result of this special rule, in order for a rate group to satisfy coverage,
the rate group has to satisfy only the nondiscriminatory classification test
(the midpoint test). The rate group is deemed to satisfy the average
benefits percentage test.

EXAMPLE 8 Illustrating special rule

The Big Chain Motel sponsors a DB plan that satisfies the
nondiscrimination requirements using the general test. Big Chain also
sponsors a 401(k) plan. The plan satisfied coverage by the ratio
percentage test and did not apply the average benefits percentage test. In
1997, the DB plan offers an early retirement window benefit. For 1997, all
rate groups satisfy the ratio percentage test. However, after taking into
account the window benefit, several rate group's ratio percentages fall
below 70%.

Assume that the early retirement window benefit satisfies current
availability. These rate groups' ratio percentages must satisfy the
nondiscriminatory classification test under section 1.401(a)(4)-2(c).
However, the rate group is deemed to satisfy the average benefits
percentage test. As a result, the plan, as a whole, does not have to satisfy
the average benefits percentage test.

UNPREDICTABLE CONTINGENT EVENT BENEFITS-INTRODUCTION AND
DEFINITION

An unpredictable contingent event benefit is defined under section
412(1)(7)(B)(ii) as any benefit contingent on an event other than:

> Age, service, compensation, death or disability, or

> an event which is reasonably and reliably predictable (as
determined by the Secretary).
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An unpredictable contingent event benefit is not taken into account until
the occurrence of the contingent event. Specifically, an unpredictable
contingent event benefit is ignored for determining whether a plan satisfies
the safe harbor requirements until the contingent event occurs.

If the unpredictable contingent event is expected to result in the
termination of employees within a period of time consistent with the early
retirement window benefit, the unpredictable contingent event benefit is
allowed to be treated as an early retirement window benéefit for those
employees eligible for the benefit.

EXAMPLE 9 lllustratinqg unpredictable contingent event

Spot International manufactures gourmet cat food and has a number of
plants across the country. Spot also sponsors a defined benefit plan with
an early retirement benefit for employees who retire after age 55 (but
before normal retirement age) and has at least 10 years of service. The
plan provides that such a benefit will be equal to the normal retirement
benefit reduced by 4% each year prior to normal retirement age.

The plan also provides for a plant closing benefit for employees eligible for
the early retirement benefit. The plant closing benefit provides for an
unreduced normal retirement benefit for those employees who work at the
plant where operations have ceased.

For the 1997 plan year, there were no plant closings. In January 1998,
the plant in Furry, South Dakota was closed since the plant had outdated
equipment for manufacturing the new caviar line of foods. There were 50
employees at the plant, 15 of whom were eligible for the early retirement
benefit. The employees were expected to terminate employment by
March, 1998.

For 1997, the unpredictable contingent benefit is not taken into account
when determining the safe harbor requirements or the accrual rates.

Because of the plant closing in 1998, the 15 employees are expected to
terminate employment within one plan year and will satisfy the conditions
for the plant closing benefit. Thus, the availability of this benefit must be
taken into account when determining whether the plan satisfies the safe
harbor requirements or in determining the accrual rates under the general
test.

Since the employees are expected to terminate employment within a 12
month period (consistent with the requirement for the early retirement
window benefit), the benefit may be treated as an early retirement window
benefit for these employees. Thus, the plant closing benefit may be
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disregarded when determining the normal accrual rates. In addition, the
availability of the benefit is only considered in the 1998 plan year, and all
other years are disregarded.

ADJUSTMENTS FOR CERTAIN PLAN DISTRIBUTIONS, SECTION 1.401(a)(4)-
3(f)(7)-INTRODUCTION

This rule refers to situations in which a participant receives a distribution
from the plan. Subsequent to the distribution, the years of service that
relate to those distributions are used in determining the participant's
current accrued benefit. The plan would count those years of service, but
reduce the accrued benefit by the actuarial equivalent of the prior
distribution.

EXAMPLE 10 Illustrating adjustments for distributions

In 1989, Thomas has 15 years of service when he terminates employment
with the Leah Cosmetic Co. He receives a lump sum distribution of
$50,000 under their DB plan. Thomas is rehired in 1998. The plan has a
unit benefit formula and credits Thomas with 15 years of service in 1998.
In addition, the plan reduces this accrued benefit by the actuarial
equivalent of the lump sum distribution paid in 1989.

Adjustment for prior distributions-nondiscrimination requirements

For purposes of the "amounts testing" requirement under section
1.401(a)(4)-3 (both safe harbor and general test), an employee's accrued
benefit includes the actuarial equivalent of prior distributions to the
employee if the years of service in determining the accrued benefits that
were distributed are used in determining the employee's current accrued
benefit. As stated above, the plan would reduce the participant's accrued
benefit by the actuarial equivalent of the prior distribution. However, for
nondiscrimination, the prior distribution is considered to be part of the
accrued benefit if the requirements of section 1.401(a)(4)-3(f)(7) are
satisfied.

One of these requirements is that "actuarial equivalence" must be
determined in a uniform manner for all employees using reasonable
actuarial assumptions. A standard interest rate and a standard mortality
table are considered reasonable assumptions. If the plan does not use
reasonable actuarial assumptions in determining actuarial equivalence,
the prior distributions would not be included as part of the accrued benefit.
As a result, a safe harbor benefit formula would no longer be considered a
safe harbor formula because the uniformity requirements would not be
satisfied.
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For purposes of the general test, if the requirements under section
1.401(a)(4)-3(f)(7) are satisfied (and depending on the measurement
period used), the cashed out amount would be converted to its actuarial
equivalent using reasonable rates and included as part of the participant's
accrued benefit in calculating the accrual rate for a year subsequent to his
reemployment.

lllustrating prior plan distributions-401(a)(9)

Plan distributions that are taken into account can occur when the
employee has commenced receipt of benefits as required by
section 401(a)(9) of the Code (prior to the changes made in 1996).
In such a situation, in calculating the current accrued benefit, the
plan reduces the accrued benéefit for the distributions, but takes into
account those years of service.

For purposes of the "amounts testing" requirement under section
1.401(a)(4)-3, the current accrued benefit is restored as if the
distributions had not occurred. If the requirements of section
1.401(a)(4)-3(f)(7) are not satisfied, the actuarial equivalent of the
prior distribution is not restored, and the accrued benefit for testing
purposes is the accrued benefit provided under the plan.

EXAMPLE 11 lllustratinqg adjustments for prior distributions

Morgan Easy Chair Industries maintains a defined benefit plan that
provides "if an individual is reemployed by the Employer after his prior
employment has been terminated, all periods of his continuous
employment with all Employers, both before and after the period he was
not an Employee, shall be considered as continuous service". In addition
the plan also provides that benefits payable under this plan to any
reemployed member, with respect to whom assets of this plan
representing his/her accrued normal retirement benefit hereunder as of
any date were previously transferred to another qualified retirement plan
in which such member is fully vested or cashed out, shall be reduced by
an amount equal to the amount of his/her accrued normal retirement
benefit determined as of such date.

The Plan provides benefits of 2% of Final Average Earnings x Years of
continuous service not in excess of 25 years. The plan is considered to
be a safe harbor plan.

Judy P. had a $7,000 annual accrued benefit and received a distribution
of $25,000 when she terminated employment 20 years prior to retirement.
She was subsequently reemployed and re-participated in the Plan. She
retired at normal retirement age with a pension reduced for the previous
distribution which she did not repay. If using reasonable actuarial
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assumptions, the actuarial equivalent of the previous distribution is
$7,000, the distribution is included as part of Judy's accrued benefit for
testing purposes and the plan meets the uniform normal retirement benefit
requirement under section 1.401(a)(4)-3(b)(2)(i). If not, the plan is not a
safe harbor since Judy's accrued benefit is not the same benefit as
another participant with the same number of years of service.

Note: This rule will apply if the plan provides for suspension of benefits
upon reemployment. See DOL Regs 2530.203-3, Suspension of pension
benefits upon reemployment of retirees.

EXAMPLE 12

Same facts as above, except that the plan is a general test plan. If the
actuarial equivalent, using reasonable actuarial assumptions of the

previous distribution, is $7,000, then Judy's normal and most valuable
accrual rate includes such actuarial equivalent of this prior distribution.

ADJUSTMENTS FOR CERTAIN QPSA CHARGES, SECTION 1.401(a)(4)-
3(f)(8)

Although the plan may reduce the accrued benefit by the cost of a
qualified pre-retirement survivor annuity (QPSA), an employee's accrued
benefit for purposes of the safe harbor requirements or the general test
includes the cost of a qualified pre-retirement survivor annuity. If the
QPSA charge applies uniformly to all employees, the employee's accrued
benefit is determined as if the cost of the QPSA had not been charged
against the accrued benefit. Thus, the QPSA charge to the accrued
benefit is ignored for determining whether the safe harbor requirements
are satisfied.

EXAMPLE 13 lllustrating when QPSA is disregarded

The Thyme Clock Co.'s defined benefit plan provides that if a pre-
retirement survivor annuity was elected with respect to a participant, the
pension otherwise payable shall be reduced in consideration of the
coverage to the extent of 1/3 of 1% for each full year of coverage.

Since the charge is uniform for all employees, the accrued benefit for
testing under either the safe harbor rules or for purposes of the general
test does not reflect the charge.

EXAMPLE 14

The Sage Brush Co.'s defined benefit plan provides if a pre-retirement
survivor annuity was payable with respect to a participant, but the
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participant survives until his Annuity Starting Date, the pension otherwise
payable shall be reduced in consideration of the coverage to the extent of
1/4 of 1% for each full year of coverage.

The charge is not uniform for all employees who elect coverage because
the charge is applicable only to participants who survive until their Annuity
Starting Date. For participants who did not survive until the annuity
starting date, the benefit paid to the survivor would not be reduced by the
QPSA charge. Consequently, when evaluating the plan for purposes of
the safe harbor requirements or the general test, the charge must be
taken into account in calculating the accrued benefit.

EXAMPLE 15

Rosemary's Child Care Center's defined benefit plan provides if pre-
retirement survivor annuity coverage was elected by a participant, the
pension otherwise payable shall be reduced by 1/4 of 1% for each full year
of coverage from age 55 through 62 and 1/2 of 1% for each full year of
coverage from age 62.

The charge is uniform for all employees who elect coverage because the
charge reasonably reflects the actual cost of providing the benefit. Note
that the costs of the QPSA would increase as the participant gets older. In
this case, the charge increases as the age of the participant increases. A
participant who terminates and receives his benefit prior to age 55 will not
be charged at all, while a participant who terminates after age 55 will be
charged .25% for 